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DECISION

The Board jointly considered five appeals by four different States
(Minnesota, Illinois, Connecticut, and California), raising common
issues of law and some common issues of fact. Each appeal was from a
determination by the Health Care Financing Administration (Agency),
disallowing Federal financial participation (FFP) claimed by a State
under Title XIX (Medicaid) of the Social Security Act for services
provided in a private facility certified by that State as a skilled
nursing facility (SNF) or intermediate care facility (ICF). The Agency
determined that the facilities were "institutions for mental diseases"
and, therefore, FFP was not available under Medicaid for services
provided by the facilities to individuals under age 65.

Our decision is based on the States' applications for review; the
Agency's responses to the separate appeals; pre-hearing briefing
submitted by the State of Connecticut; the transcript of a hearing
held before the full Panel on April 22 and 23, 1981, involving all
four States; exhibits submitted at the hearing; the Agency's consoli-
dated brief, filed after the hearing; and the States' reply briefs.
Although no party objected to joint consideration and, in fact, each
State chose to rely on oral presentations by other States on various
issues, each State was given a full opportunity to present its
individual case.

Because of the complexity of the issues raised, and the number of
parties and facilities involved, we have first briefly summarized our
decision (Section I). We then present a more detailed analysis of the
parties' arguments, divided into three major sections: issues related
to the relevant statutory provisions and their legislative history
(Section II); issues related to pertinent regulations (Section III);
and issues related to certain Agency "criteria" for applying the
regulations (Section IV). Finally, we discuss the factual issues
raised by specific States (Section V).



I. Sumary of Decision

Under Title XIX of the Social Security Act (Act), FFP is not available
for certain services provided to any person under 65 who is a patient
in an "institution for mental diseases" (IMD). The Act does not
define this term. Agency regulations provide that an IMD is an
institution "primarily engaged in providing diagnosis, treatment or
care of persons with mental diseases," and that whether a particular
facility is an IMD is determined by its "overall character as that of
a facility established and maintained primarily for the care and treat-
ment of individuals with mental diseases." The Agency used unpublished
supplementary criteria in applying the regulation.

Briefly, the Agency determined that high percentages of the patients
in the SNFs and ICFs had mental diseases; that most of the facilities
held themselves out as caring for the mentally ill; that same of the
facilities had special programs designed specifically for the mentally
ill; and that each facility had other characteristics of an IMD under
the regulations.

The States did not challenge the validity of the Agency regulations.
Rather, the States argued based on their reading of the Act and its
history, and on their reading of the regulations, that the IMD
exclusion should be interpreted to cover only the traditional mental
hospital or its equivalent, not the SNFs and ICFs here. The States
challenged the use of the Agency's supplementary criteria, arguing

that the criteria were not properly published and, in any event, are
flawed and were erroneously applied. In particular, the States
attacked the Agency approach of counting patients with mental disorders
in the facilities.

Our determinations, discussed in detail below, are as follows:

. The Agency's regulations reflect a reasonable interpretation
of the Act and its legislative history, and were clear enough
to put the States on notice that facilities such as these
SNFs and ICFs are IMDs.

. There is persuasive evidence, by any reasonable standard,
to show that the "overall character" of the facilities in
question was that of institutions established and maintained
primarily for the care and treatment of persons with mental
diseases.

. Lack of publication of the criteria does not provide a basis
for reversing the disallowances here, since these facilities
were IMDs under any reasonable reading of the regulations.
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Although some of the Agency's findings developed through using
the criteria carry less weight or represent same inconsistency
in applying the criteria, these defects do not invalidate the

Agency's findings as a whole.

Based on these findings and conclusions, we have upheld the disallow-
ances.

In doing so, we are mindful that the dispute is, in large part, a
consequence of the absence of explicit Congressional guidance in the
face of changing circumstances in the care of the mentally ill.
Neither side is supported definitively by the Act or its legislative
history, and there are countervailing policy considerations involved:
the disincentive that these disallowances might provide for the
principle of deinstitutionalization of the mentally ill, and the
concern of the Agency that States might inappropriately move patients
out of mental hospitals into SNFs or ICFs to maximize FFP. But
whether or not the law or the regulations should be changed are policy
questions beyond the authority of this Board. Our decision essentially
is that the Agency's rules, reflecting a reasonable interpretation of
the statute, were fairly applied here and that there is substantial
evidence in the record to support the conclusion that these facilities
were IMDs.

II. The Statute and Legislative History

The major issue raised by the States is whether the statutory language,
read in light of the legislative history of the IMD exclusion, campels
a reading of the statute and regulations under which the exclusion
applies only to institutions which are similar to, or the functional
equivalent of, mental hospitals. Stated differently, the issue is
whether the Agency application of the statute and regulations to the
private, free-standing SNFs and ICFs here is consistent with legisla-
tive intent. For the reasons discussed below, we conclude that the
Agency interpretation is supported by the language of the statute and
that the legislative history does not campel a different reading.

Our discussion of this issue is divided into three parts: the history
of development of the IMD exclusion and relevant provisions fram

Title XIX; a statement of the parties' arguments on this issue; and our
analysis of the arguments.

A. Development of the Statutory Exclusion

The Social Security Act Amendments of 1950, Pub. L. 81-734, contained
the original IMD exclusion. Those amendments defined "old age
assistance," under Title I of the Act, to include payments to residents
of most public medical institutions but to exclude "payments to or care
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in behalf of ... any individual (a) who is a patient in an institution
for tuberculosis or mental diseases, or (b) who has been diagnosed as
having tuberculosis or psychosis and is a patient in a medical institu-
tion as a result thereof." Section 6 of the Act. 1/

When "medical assistance" for the aged was added in 1960, Pub. L.
86-778, that term was similarly defined to exclude payments with
respect to long-term "care or services for ... any individual who is a
patient in an institution for ... mental diseases ... ." Section 6(b).

The Social Security Act Amendments of 1965, Pub. L. 89-97, removed
prohibitions on funding for the mentally ill in a general hospital and
provided for the first time for medical assistance on behalf of
individuals 65 years of age or older who were patients in IMDs. To
receive Federal funding for such assistance, however, States had to
have programs which met certain standards. Conditions included "the
development of alternate plans of care ... for recipients 65 years of
age or older who would otherwise need care in such institutions" and
"assurance of immediate readmittance to institutions where needed for
individuals under alternate plans of care." If a State plan included
such assistance to patients in public institutions for mental diseases,
the State had to show that it was making "satisfactory progress toward
developing and implementing a camprehensive mental health program,
including provision for utilization of cammunity mental health centers,
nursing homes, and other alternatives to care in public [IMDs]." 2/

1/ The relevant House Report states: "Your committee does not favor
Federal participation in assistance to persons residing in public
or private institutions for mental illness ..., since the States
have generally provided for medical care of such cases.” H.R.Rep.
1300, 81st. Cong., lst Sess. 42 (1949). (Emphasis added.)

2/ These provisions were originally proposed as amendments to Titles I
(Old-Age Assistance and Medical Assistance for the Aged) and XVI
of the Act. Identical provisions were incorporated into Title XIX
at Sections 1902(a)(20) and (21). The provisions were promoted on
the Senate floor by Senator Carlson who spoke of "great strides in
the field of mental disease," stating that he was "convinced that
the time has come that these diseases should no longer be set apart
from others ... ." He also referred to the need for greater flex-
ibility in care of the aged than in other age groups, since it is
difficult to determine whether an elderly person is mentally ill
or merely senile, and "it may be appropriate for him at one time
to be in a mental institution and at another to be in a nursing
home, his own home, or in some other arrangement." 110 Cong. Rec.
21349 (1964).
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The House Report on the 1965 Amendments referred to “"payments to, or
for, patients in mental hospitals ...." H.R.Rep. No. 213, 98th Cong.,
1st Sess. 19 (1965). The exclusion was explained (at 126) as relating
to patients in public or private mental hospitals since "long-term
care in such hospitals had generally been accepted as a responsibility
of the States." The term "hospital"™ was used in the report to explain
removal of the exclusion and "nursing homes" were referred to as an
alternative to care in such hospitals. 3/

In Title XIX of the Act, also enacted in 1965, the exclusion appears
in the general definition of "medical assistance" for which FFP is
available, as well as in conjunction with various levels of services.
Section 1905(a) currently defines "medical assistance" as ——

payment of part or all of the cost of the following care and
services ...

(1) inpatient hospital services (other than services in an
institution for tuberculosis or mental diseases);

* * *

(4)(A) skilled nursing facility services (other than services in
an institution for tuberculosis or mental diseases) ...;

* * *

(14) inpatient hospital services, skilled nursing facility
services, and intermediate care facility services for
individuals 65 years of age or over in an institution
for tuberculosis or mental diseases;

(15) 1intermediate care facility services (other than such
services in an institution for tuberculosis or mental
diseases) ...;

* * *

except as otherwise provided in paragraph (16), such term does
not include -

(A) any such payments with respect to care or services for
any individual who is an inmate of a public institution
(except as a patient in a medical institution); or

3/ Similar language appears in the Senate Report. S.Rep. No. 404,
Part I, 89th Cong., 1lst Sess. 144-47 (1965). See also, Statement
of Senator Ribicoff, 111 Cong. Rec. 15801 (1965).
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(B) any such payments with respect to care or services for
any individual who has not attained 65 years of age
and who is a patient in any institution for tuberculosis
or mental diseases.

For purposes of Title XIX, the term "intermediate care facility” is
defined as —

an institution which (1) is licensed under State law to
provide, on a regular basis, health-related care and
services to individuals who do not require the degree
of care and treatment which a hospital or skilled
nursing facility is designed to provide, but who
because of their mental or physical condition require
care and services (above the level of room and board)
which can be made available to them only through
institutional facilities ... . Section 1905(c). 4/

The provisions for coverage of ICF services were added by the Social
Security Act Amendments of 1972. These Amendments also added
paragraph (16) to Section 1905(a), including as "medical assistance"
under certain conditions "inpatient psychiatric hospital services

for individuals under 21 ... ." The conditions for coverage included
that the institution in which the services were provided be
"accredited as a psychiatric hospital by the Joint Cammission on
Accreditation of Hospitals" and that the services involve "active
treatment" which could reasonably be expected to improve the patient's
condition. Section 1905(h)(1). 5/

4/ This section further provides, "With respect to services furnished
to individuals under age 65, the term 'intermediate care facility'
shall not include, except as provided in subsection (d), any
public institution or distinct part thereof for mental diseases
or defects." Subsection (d) provides that, under certain
conditions, ICF services may include services in "a public
institution (or distinct part thereof) for the mentally retarded
or persons with related conditions ... .

5/ A Finance Comittee amendment which would have also authorized
funding of demonstration projects to determine the "potential
benefits of extending medicaid coverage to mentally ill persons
between the ages of 21 and 65," S.Rep. No. 1230, 924 Cong.,
2d Sess. 57 (1972), was dropped in conference, H.R.Rep. No. 65,
924 Cong., 2d Sess. 65 (1972).
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B. The Parties' Arguments on lLegislative Intent

The States' position is that "Congress intended the term 'institution
for mental diseases' to apply only to mental hospitals, which were the
facilities traditionally used by states to care for the mentally ill."
Brief of the State of Connecticut (CT Br.), p. 3. 6/ Under the States'
interpretation SNF or ICF services would be excluded only if provided
in a State mental hospital or the functional equivalent.

The Agency position is that SNF or ICF services are excluded if they
are provided in any institution which meets the regulatory definition.
Such an institution could be a private facility and it need not be
part of or on the grounds of a mental hospital; the basic requirement
is that the institution's overall character must be that of a facility
established and maintained primarily for individuals with mental
diseases.

For their position, the States rely primarily on the references to
"mental hospitals" in the legislative history cited above and on
several court opinions which refer to the exclusion. The States cite
to language in the Supreme Court case of Schweiker v. Wilson, 450 U.S.
221 (1980), 7/ and to similar statements in two other cases, 8/ in

6/ See also, Post-Hearing Reply Brief of State of California
(CA Reply Br.), p. 2 (relating the exclusion to "the traditional
state mental hospital or the functional equivalent thereof").

7/ 1In that case, the Court related the IMD exclusion to Congress'
assumption that the care of persons in public mental institutions
was properly a responsibility of the States, citing for this
conclusion the legislative history reference to "long-term care
in such hospitals ... ." 450 U.S. at 237, n. 19. The States also
rely on the following statement in the dissent in Schweiker: "The
residual exclusion of large state institutions for the mentally
ill from federal financial assistance rests on two related
principles: States traditionally have assumed the burdens of
administering this form of care, and the federal government has
long distrusted the economic and therapeutic efficiency of large
mental institutions. See S. Rep. No. 404, 98th Cong., lst Sess.,
20 (1965), reprinted in 1965 U.S. Code Cong. & Admin. News 1943,
2084." 450 U.S. at 242.

8/ ILegion v. Richardson, 354 F. Supp. 456 (S.D.N.Y.), aff'd sub nam.,
Legion v. Weinberger, 414 U.S. 1058 (1973), and Kantrowitz v.
Weinberger, 388 F. Supp. 1127, 1130 (D.D.C. 1974), aff'd 530 F.2d
1034 (D.C.Cir), cert. denied, 429 U.S. 819 (1976).
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support of their view that "it was the large state-financed mental
hospitals, which provided primarily custodial care, that Congress
meant to exclude," not SNFs and ICFs. CT Br., pp. 19-20. The States
argue that SNFs and ICFs were developed as alternatives to care in
traditional institutions, as shown by the statutory provisions and
legislative history associated with the 1965 Amendments. Since use of
nursing homes was encouraged by Congress as part of the process of
"deinstitutionalization," the States contend, these SNFs and ICFs
cannot themselves be the type of institutions which Congress refused
to furd.

The Agency responds that "although the statute does not specifically
state that a SNF or an ICF can be an IMD, such an interpretation is
the only reasonable one ... ." Consolidated Response of the Health
Care Financing Administration to the States' Applications for Review
(Cons. Br.), p. 31. The Agency relies primarily on the language of
the Act, particularly Section 1905(a). The scheme of that section,
as a whole, the Agency argues, supports the position that hospitals
do not occupy some special status. Cons, Br., p. 36. Since that
section lists hospital services separately from SNF and ICF services,
and excludes each type of service in an IMD, the section must be read
so that an SNF or ICF can be an IMD, the Agency contends.

Citing Section 1905(a)(14), the Agency argues:

Acceptance of the States' argument that an IMD can only
be a hospital, in effect, makes superfluous the term
"hospital" in this provision since it presumably was the
same as, and was already included, within the term IMD.
If this was the intent, the provision would have stated
simply "all services, including SNF and ICF services
provided in an IMD." It was not so drafted and as a
result the terms hospital, SNF, and ICF services must be
interpreted consistently to permit any of these institu-
tions to be IMDs.

Cons. Br., p. 33.

The States counter that the term "hospital" in the legislative history
was not intended to refer merely to a level of care (acute care), like
the term "hospital" in the Act itself. Rather, the States arque,
Congress used the term in the legislative history to refer to "a 'total
institution' setting, that is, a place where all the patient's needs
were met by the facility." CA Reply Br., pp. 6-7; see also CT Br.,

p. 20, n.2. Since this kind of institution might offer different
levels of care, the States argue, Congress needed to refer to all three
levels to effect a complete exclusion of all services provided by the
institution. See, e.g., CT Br., p. 20, n. 1; CT Reply Br., p. 4. The
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States argue that, since section 1905(a) refers to services in an IMD,
the section can reasonably be read to mean merely that no level of
services can be provided to persons under 65 in a mental hospital.

CA Reply Br., p. 8.

The Agency responds that the States' interpretation is not logical
because, under it, an institution could never be an IMD, "even if the
institution provided solely psychiatric services at a SNF level of
care to 100% of its patients... ." Cons. Br., p. 37.

An additional State argument, related solely to ICFs, is based
primarily on the statutory definition of an ICF at Section 1905(c).
This section refers to ICFs providing "care and services to
individuals who ... because of their mental or physical condition
require care and services ... ." (Emphasis added.) The States argue,
"It would be wholly inconsistent with this explicit statutory language
to remove Medicaid coverage for an ICF simply because same percentage
of the residents have been placed there because of a mental condition.”
CT Reply Br., p. 18. The States also point to legislative history
which states that ICF coverage is for persons "who, in the absence of
intermediate care would require placement in a skilled nursing home
or mental hospital." CT Reply Br., p. 19, citing 117 Cong. Rec. 44721
(1971). 9/ This shows, the States argue, that Congress intended
Medicaid to cover those individuals in ICFs who otherwise would have
been in a mental hospital.

The States argue, in addition, that applying the IMD exclusion to SNFs
and ICFs contravenes Congress' intent in other respects. The States
point out that the Agency approach can result in denial of Medicaid
coverage to all individuals under 65 in an IMD, regardless of diagnosis.
Such denial, the States contend, "seems consistent with congressional
intent only where mental hospitals are involved, since all residents

of such hospitals presumably are mentally ill." CT Br., p. 21.

The States also find the Agency interpretation to be inconsistent with
statutory and regulatory prohibitions against discrimination on the
basis of diagnosis. We discuss this question below in connection with
the Agency's counting of patients with diagnoses of mental disorders
in the facilities.

9/ The legislative history refers to intermediate care as "for persons
with health-related conditions who require care beyond residential
care or boarding home care, and who, in the absence of intermediate
care would require placement in a skilled nursing home or mental
hospital." Statement of Senator Bellmon, 117 Cong. Rec. 44720
(1971).
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C. Discussion of the legislative Issues

Both parties have recognized here that not all of the provisions of
the statute or the legislative history can be reconciled with either
party's position. As the States point out, "The statute is not easy
to parse," Tr., p. 29, and, as the Agency acknowledges, "With regard
to the legislative history of the terms 'IMD' and 'institutions,' no
clear definitions are evident ... ." Cons. Br., p. 37. We conclude
below however, that the Agency interpretation is supported by the
language of the statute itself and consistent with the legislative
history.

The States acknowledge that a private mental hospital, if traditionally
used by a State for care of its mentally ill, could be an IMD and could
be providing SNF or ICF services. See, e.g., Tr., pp. 115 and 118.
This result is compelled by the statutory language, especially viewed
in light of its history and context. Although used elsewhere in the
statute, the modifier "public" is notably absent from the term
"institution for mental diseases." 10/

The statute is less clear on the issue of whether the IMD exclusion
encompasses private SNFs and ICFs of the type under consideration here.
In using the term "institution for mental diseases" without definition,
however, Congress can reasonably be assumed to have given the Agency
leeway in determining what institutions would be excluded. Certainly,
the term is not specifically limited to "traditional facilities" or to
"large, warehouselike facilities" or to accredited psychiatric
hospitals.

Further, the structure of Section 1905(a) supports the Agency position.
The exclusion appears in reference to each specific level of care:
hospital, SNF, and ICF. Although the States' explanation of this is
not as "totally illogical" as the Agency says it is, the Agency
interpretation that Congress meant to exclude each level of care,
regardless of whether a facility encompasses only one or all three
levels, makes more sense.

10/ In Section 1905(a), following paragraph (17), the exclusion for a
patient in an IMD appears after a general exclusion for "an inmate
of a public institution (except as a patient in a medical institu-
tion)." Also, in establishing conditions for States wishing to
include coverage of patients 65 or over in IMDs, the statute
requires different State plan provisions for such assistance "in
institutions for mental diseases," Section 1903(a)(20), and for
such assistance "in public institutions for mental diseases,"
Section 1902(a)(21). See also, the legislative history cited in
footnote 1 above.
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Moreover, we do not agree with the States that the legislative history
compels the conclusion that Congress intended that the exclusion never
apply to a private, free-standing SNF or ICF. The question simply is
not addressed.

Although the legislative history is replete with references to "mental
hospitals,"”" there are several factors which make these references less
meaningful in resolving the issue with which we are confronted.

As the States themselves point out, the term "hospital" is used
differently in the legislative history than in the statute. The record
indicates that, at the time the exclusion was originally enacted, a
so-called mental hospital was most likely providing only custodial care
and would not have qualified as an acute care hospital for Medicaid
purposes. Therefore, we do not think that reference to mental
hospitals as IMDs in the legislative history precludes a broader inter-
pretation of the statutory term IMD. 11/ This is particularly

true in light of the change in circumstances from the time when the
exclusion was enacted to the present. Congress may not have
contemplated that the States would use private SNFs or ICFs to fulfill
the role that State mental hospitals had traditionally fulfilled, but
neither did it state that this could not be so.

Moreover, given that the term "mental hospital" in the legislative
history is not defined, and means samething different than an
institution meeting Medicaid hospital standards, even if we were to
substitute this term for the statutory one of "institution for mental
diseases” we would be left with an amorphous concept. The States have
not clearly delineated a difference between the "traditional mental
hospital," providing primarily custodial care, and these facilities
here.

The statutory language and legislative history on which the States
rely most heavily is related to the 1965 provisions permitting State
plans to cover IMD services for the aged. Considered in context,
however, the statements are not inconsistent with the Agency position.
Section 1902(a)(21) of the Act does refer to nursing homes as an
alternative form of care. This section deals, however, solely with
public IMDs and nursing homes as an alternative to care in public IMDs.

11/ Also, the use of the phrase "in an institution for mental
diseases" with respect to the various levels of services in
Section 1905(a) does not necessarily imply that the services are
provided by a facility that is part of a larger institution. SNF
services, for example, are provided in an SNF and therefore
would be in an institution whether the SNF is an institution
itself or a distinct part of a larger institution.
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In Section 1902(a)(20), which is not limited to public IMDs, nursing
homes are not specifically mentioned as an alternative. 12/ The States'
reliance on the phrase "readmittance to institutions where needed under
alternate plans of care" in this section is also misplaced. As shown
by the legislative history, alternate plans can include care in
community mental health centers or the patients' own haomes. Fram these
alternate plans, readmittance conceivably could include readmittance

to an institution which was a nursing hame.

Further, the term "institution for mental diseases" for purposes of
coverage for the aged is narrower in scope than the definition related
to the general exclusion. Under implementing regulations now at

42 CFR §440.140, to be qualified to carry out the provisions of the
Act with respect to services to aged recipients, an "institution for
mental diseases" must meet general requirements for a psychiatric
hospital under Section 1861(f) of the Act. 13/ Given this interpreta-
tion, references to mental hospitals as IMDs are less meaningful in
the context of services to the aged than if the references had been
associated with the general exclusion.

We also conclude that the Agency interpretation does not conflict with
the statutory provisions and legislative history related solely to ICFs
and relied upon by the States. That Medicaid covers some persons
placed in an ICF due to mental condition, where those persons might
otherwise have been placed in a mental hospital, does not necessarily
mean that it covers all such persons. Under the Agency interpretation,
a person with a mental condition is covered in an ICF so long as the

12/ To a certain extent, the States' arguments based on these

" provisions have the same flaw which the States identify with
respect to same Agency arguments on the sections. See, CT Reply
Br., p. 3, n. 1. Both parties refer to the conditions for coverage
as though those conditions determined the scope of the exclusion.

13/ The States were given a limited time period in which to bring
their institutions up to these standards, but in the meanwhile
had to meet other standards, including standards related to
safety, to staffing requirements, and to an active program of
treatment. See, Handbook of Public Assistance Administration
(HPA), Supplement D, Medical Assistance Programs, Section
D-5141.14.d.(2) (1966); 34 Fed. Reg. 9784, June 24, 1969
(extending deadline for campliance to July 1, 1970).
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ICF is not an IMD and, even if the ICF is an IMD, the person may be
covered if over age 65. 14/

Moreover, we are not persuaded that the Agency must adopt the descrip-
tion of the exclusion set forth in the court cases cited by the States.
Those cases did not directly involve the issue presented here.
Schweiker, in particular, involved an issue of payment of Supplemental
Security Income benefits to inmates of public institutions who were
not receiving Medicaid benefits. Thus, the Court was only concerned
with the exclusion of patients in public IMDs and statements in the
opinion must be taken in that context. 15/

As a matter of policy, the States present an appealing argument that
classifying private SNFs and ICFs as IMDs may counteract Congressional
incentives to move patients out of the large State mental institutions.
The Agency has, however, based its interpretation on the policy judg-
ment that if private, free-standing SNFs or ICFs could never be IMDs,
the States might use these facilities as inappropriate substitutes for
State institutions rather than as appropriate alternatives.

The Agency interpretation, while not the only possible one, is reason-
able and is supported by the statute. Moreover, as we discuss in the
following section of our decision, the Agency interpretation that SNFs
and ICFs such as those involved here can be IMDs is embodied in duly
promulgated regulations. 16/

14/ We also do not place any significance on the use of the term
"public institution for mental diseases or defects" in Section
1905(c) of the Act with reference to ICFs. See footnote 4 above.
That provision must be read in light of the exception for ICF
services in public institutions for the mentally retarded in
Section 1905(d), immediately following this language.

15/ We also note that the statement which provides the strongest
support for the States' position is quoted from the dissent
rather than the majority opinion in Schweiker.

16/ We do not here adopt the Agency's unqualified statement, expressed
at the hearing, that the exclusion is meant to continue the
States' "traditional financial responsibility for the mentally
ill." Tr., p. 21. The exclusion is directed at the States'
responsibility for individuals in a certain type of institution.
The regulations, in using the term "overall character," reflect
this emphasis. The Agency does not deny that Medicaid funding is
available for patients with mental diseases placed in a "general"
SNF or ICF. Moreover, prohibitions on assistance to individuals
with a diagnosis of psychosis who were in general medical
institutions were deleted in 1965.
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III. The Regulations

The major issue concerning the Agency regulations is whether they were
sufficient to give the States notice that the facilities involved
should be classified as IMDs. The States contend that the regulations
should be read in light of the legislative history of the exclusion
to apply only to mental hospitals and are too vague as applied to the
SNFs and ICFs here. As discussed below, we conclude that the
regulations were clear enough to give the States notice that an SNF
or ICF could be an IMD and, in the context of the specific facts

here, the regulations were properly applied.

Our discussion of the regulations is divided into three parts: the
history and wording of relevant provisions; a statement of the
parties' arguments related to the regulations; and our analysis of
the issues.

A. Relevant Regulatory Provisions

The Handbook of Public Assistance Administration, Supplement D, Medical
Assistance Programs (HPA), published in 1966, restated the statutory
provisions concerning IMDs and provided that FFP could not be claimed
in medical assistance for —

Any individual who has not attained 65 years of age and
is a patient in an institution for ... mental diseases;
i.e., an institution whose overall character is that of
a facility established and maintained primarily for the
care and treatment of individuals with ... mental
diseases (whether or not it is licensed).

HPA, D-4620.2.

HPA provisions were later incorporated into codified regulations.
Regulatory provisions at 45 CFR §249.10, added June 24, 1969, 34 Fed.
Reg. 9784, dealt with the amount, duration, and scope of medical
assistance. They contained a general limitation on FFP "with respect
to ... any individual who has not attained 65 years of age and who is
a patient in an institution for ... mental diseases.” §249.10(c).
"Inpatient hospital services" in which FFP was available were defined,
in part, as "for the care and treatment of inpatients ... in an
institution maintained primarily for treatment and care of patients
with disorders other than ... mental diseases ... ." §249.10(b)(1).
Skilled nursing home services were defined, in part, as "furnished by
a skilled nursing hame maintained primarily for the care and treatment
of inpatients with disorders other than ... mental diseases ... ."
§249.10(b) (4)(1i).
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Section 248.60, added to 45 CFR at 36 Fed. Reg. 3872, February 27,
1971, contained the provisions with respect to "institutional status"
and its effect on availability of FFP under Medicaid. The section
basically paralleled HPA §D-4620.2 language on "overall character”

of an IMD. 45 CFR §248.60(a)(3)(ii). It also contained the following
definitions:

(1) "Institution" means an establishment which furnishes (in
single or multiple facilities) food and shelter to four
or more persons unrelated to the proprietor, and in
addition, provides some treatment or services which meet
sane need beyond the basic provision of food and shelter.

* % %

(7) "Institution for mental diseases" means an institution which
is primarily engaged in providing diagnosis, treatment or
care of persons with mental diseases, including medical
attention, nursing care, and related services.

45 CFR §248.60(b). 17/

Current provisions are similar but reflect the addition of ICF services
and of inpatient psychiatric facility services for individuals under
age 21 and, also, the change to use of Medicare standards for skilled
nursing services. The key definition of an IMD, at 42 CFR §435.1009,
incorporates several earlier provisions as follows:

"Institution for mental diseases" means an institution that
is primarily engaged in providing diagnosis, treatment or
care of persons with mental diseases, including medical
attention, nursing care and related services. Whether an
institution is an institution for mental diseases is
determined by its overall character as that of a facility
established and maintained primarily for the care and
treatment of individuals with mental diseases, whether or
not it is licensed as such. An institution for the mentally
retarded is not an institution for mental diseases.

B. The Parties' Arguments on the Regulations

Basically, the States' position is that they had a reasonable expecta-
tion of funding for these SNFs and ICFs here because they relied on
the legislative history of the exclusion and past practice of the

17/ Sections 249.10 and 248.60 were redesignated, 42 Fed. Reg. 52827,
September 30, 1977, and then recodified, 43 Fed. Reg. 45176,
September 28, 1978.
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Agency in applying the regulation only to "mental hospitals." The
States further argue that, even if the regulations could apply to
private, free-standing SNFs or ICFs under some circumstances, the
regulations were improperly applied here. On the latter point, the
States focus on key words in the regulation, arguing either that the
terms are too vague or that they should be interpreted a particular
way.

For their view that the regulations should be interpreted to refer
only to institutions with an "overall character" like a traditional
mental hospital, the States rely in part on the legislative history
of the exclusion.

They point out that the references to IMDs as mental hospitals in
relation to the 1965 Amendments were made only a year before the
medical assistance provisions of the HPA were issued. CT Br., p. 5,
n. 2. Further, the States argue, the use of the term "overall
character" in the regulations is an indication that the emphasis
would be on the nature and type of institution rather than on the
patients. The States point to those institutions which the States
recognize as IMDs, the character of which is "unambiguous and a
matter of public knowledge." CA Reply Br., p. 5. Focusing on the
nature and purpose of the facilities, the States argue, allows for
accepting the published regulations as valid since " [o]nly traditional
state mental hospitals or their functional equivalents are truly
institutions established and maintained for the purpose of diagnosis,
treatment and care of persons with mental diseases." CA Reply Br.,
p. 5.

The States argue that their interpretation of the exclusion was a
long-standing one, and that they acted on the basis of this
understanding without attempting in any way to disguise their
programs. CA Reply Br., p. 16. On the other hand, they argue, the
Agency interpretation is a new one. According to the States, there
had been no effort by the Agency to apply the regulatory definition
of an IMD to nursing homes until the issuance of a General Accounting
Office report, followed by field staff instructions in 1975.

IL Reply Br., p. 2. Thus, the States argue, applying the definition
to the facilities here amounts to a retroactive interpretation of the
regulations.

This "retroactive" interpretation should be disfavored, the States
argue, because it leads to "a proposed wholesale recoupment of
federal funds," devastating to the States' budgets. CA Reply Br.,

p. 17. Given this effect, the States contend, the Board should apply
the rationale set forth in the recent Supreme Court case of Pennhurst

State School and Hospital v. Halderman, 101 S. Ct. 1531 (1980). That
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decision is relevant, the States argue, because it points up the need
to consider the legitimate expectations of the States in grant
programs. CA Reply Br., p. 16; CT Reply Br., p. 15.

The Agency does not allege that the regulatory definition had been
applied to private, free-standing SNFs and ICFs prior to these
disallowances, but argues, "The States' contention that HCFA has in
some way changed its policy with regard to the definition of IMD is
completely unfounded."” Cons. Br., p. 38. 1In support of this, the
Agency points to the HPA, which, it states, "makes clear that hospital,
SNF, and ICF services are all defined as services provided in those
institutions."” Cons. Br., p. 38. In particular, the Agency cites to
the definition of a skilled nursing hame for Medicaid purposes as one
maintained primarily for patients without mental disorders. Cons. Br.,
p. 38, citing HPA D~5141.14.b. From this, the Agency concludes that
the States have clearly known since 1966 that the Agency interpreted
IMDs to include nursing hames.

The Agency states that, under the regulatory definition of an institu-
tion, hospitals, SNFs, and ICFs can all be institutions. Since the
regulation sets no categories of institutions but locks to "overall
character," the Agency argues, the regulation "requires an individual-
institution-by-institution determination, not a blanket prohibition
as the states propose.” Cons. Br., p. 37.

The States further argue, however, that the terms "diagnosis" and
"treatment" in the regulatory definition provide a basis for
distinguishing the SNFs and ICFs here fram recognized IMDs covered by
the definition. According to the States, an IMD performs a diagnostic
service "to determine if a person is mentally ill through competent
medically accepted, psychiatric techniques of diagnosis,” and this is
distinguishable from what SNFs and ICFs do, which is "relying upon
historical diagnoses or diagnoses from some other institutional
setting." Tr., p. 86.

The States also argue that the term "treatment" in the regulation must
mean more than the mere "services" which are provided to anyone in an
SNF or ICF. In the States' view, "treatment" as contemplated by the
regulation means an attempt to cure, which "involves very active
efforts in treating the underlying pathology." Tr., p. 87. 18/

18/ California distinguishes nursing hame services fram "clinical
treatment" performed by recognized IMDs, associating the term
"clinical"™ with treatment provided by psychiatrists and clinical
psychologists. CA Reply Br., p. 3., n. 2. The Director of the
Illinois Department of Mental Health referred to the distinguish-
ing factor as "psychiatric intervention." Tr., pp. 287, 299.
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The States recognize that SNFs and ICFs provide some services provided
by mental hospitals, such as food, shelter, and management of daily
problems. Yet, the States assert that this is not sufficient to
characterize these facilities as IMDs because "there is no psychiatric
component to any of those treatment modalities." Tr., p. 88.

The States challenge the Agency interpretation as so overbroad that
under it any institution that provided some treatment or services to
a person who is mentally ill would become an IMD. This is inconsis-
tent, the States contend, with the Agency's own regulations which
define "institution" broadly, but use IMD as a clearly limited subset
of institutions. Tr., p. 85. See also, CA Reply Br., p. 6.

The Agency counters that an institution may be an IMD if engaged in
providing diagnosis, treatment, or care, and therefore need not be
performing diagnosis. In response to the States' interpretation of
the term "treatment,” the Agency points out that regulations at 42 CFR
§456.380 require that ICFs provide a plan of treatment. According to
the Agency, the regulatory definition of an IMD "mandates that
facilities be classified according to the overall character of the
patient population, not according to the services provided." Agency
response to appeal, Docket Nos. 79-52-MN-HC and 79-89-MN-HC.

Finally, the States point out that the term "mental diseases,” not
defined in the reqgulation, is vague. In applying the regulation, the
Agency referred to a disease classification system known as the

ICDA. 19/ The States contend that the Agency definition, using mental
disorders under the ICDA, was overbroad since it included mental states
resulting from an underlying physical disease. CA Supplemental State-
ment in Support of Application of Review (CA Supp. App.), pp. 44-45,
see also, CT. Br., pp. 44-45. The States also allege that the Agency
confused use of the terms "mental impairment," "mental disability,"
and "mental disease" and this led to inconsistent application of
definitions.

The Agency responds that ——

Congress used the term "mental disease" in 1965 ...
to mean what were commonly known as mental disorders
at that time. The [ICDA] is a reasonable guide to
the universe of "mental diseases". Establishing a
physical cause for "psychiatric symptoms" does not

I3/ ™International Classification of Diseases, Adapted for Use in the
United States," Eighth Revision, Public Health Services Publica-
tion Number 1693.
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change the fact that "psychiatric symptoms are what
Congress meant when it said "mental diseases."

Agency response to appeal,
Docket No. 80-184-CA-HC, p. 26.

C. Discussion of the Regulatory Issues

Although there is same basis for distinguishing the issue in the
Pennhurst case from the issue presented here, 20/ we agree with the
States that the Pennhurst rationale is relevant. If the States are to
plan their Medicaid programs, they must know on what basis a facility
will be classified as an IMD, particularly if that classification can
be avoided by choices on patient placement. In examining whether the
regulations in question were sufficient to inform the States that they
could not expect funding for services in these particular facilities,
however, the issue of clarity must be examined in light of the specific
facts presented here.

The evidence discussed in section V below establishes that very high
percentages of patients in these institutions had disorders which were
identified as mental disorders under a generally accepted classification
system, that the facilities in most instances held themselves out as
caring for the mentally ill, that same of the services provided to the
patients could reasonably be considered "treatment," and that the
facilities had other characteristics supporting the conclusion that
the regulations apply. Thus, we are not dealing here with close calls
concerning the Agency's application of a questionable criterion; in
virtually all cases, the facilities involved had attributes which
placed them securely within any reasonable reading of the Agency's
regulation. '

The States' major argument is that the regulations must be viewed in
light of the legislative history of the exclusion and the States'
understanding of the exclusion. Since the States viewed the
regulations this way, the States claim, they had an expectation of
funding for these facilities and the disallowances result fram an
unfair retroactive interpretation of the regulation. Even if we were

20/ 1In Pennhurst, the issue was whether a statutory statement of
patients' rights imposed an affirmative duty on States to expend
their own funds as a condition for receiving Federal funding.
Here, we are dealing with the scope of an exclusion of funding,
where the States' interest in clear notice must be weighed
against the Federal government's interest in not funding
services Congress has refused to cover.
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to concede that the States interpreted the regulations in light of a
certain understanding of the exclusion, we would not necessarily be
led to the conclusion that the States' interpretation was reasonable,
given the plain language of the regulations.

The regulations state that an IMD is, first of all, an institution.
The term "institution" is defined for these purposes as "an
establishment that furnishes ... some treatment or services to four
or more persons ... ." This is a longstanding interpretation which is
inconsistent with the view that the exclusion applies only to large,
warehouselike facilities. We are not persuaded that this definition
is not significant merely because IMDs are a specific subset of all
institutions. There is nothing in the regulations to indicate that
the scope of the IMD "subset" is related to institutional size.

Moreover, an institution may encompass a single facility or multiple
facilities, and may be public or private. While the regulations do not
specifically state that a single, private facility is an IMD if K
otherwise meeting the definition, it is a logical implication from the
definition taken in context. 21/

The States also argue that the regulations should be interpreted in
light of the statement in Schweiker that mental hospitals were treating
only the mentally ill. This view does not comport with the use of the
term "primarily" in the regulations. It is a clear implication fram
the use of that term that an IMD may also be providing care and treat-
ment to persons other than patients with mental diseases. Moreover,
the early definition of inpatient hospital services as services in an
institution primarily for persons with disorders other than mental
diseases (with the parallel definition of skilled nursing services)
indicates that the nature of the patient population is pertinent.
While we agree with the States that the term "overall character"
reinforces a view that the focus of the exclusion is on the nature of
the institution itself, we fail to see how one can totally separate
the nature of the institution from the patients it serves.

The States' attempt to distinguish the facilities here from recognized
IMDs on the basis that these facilities do not perform diagnostic
services and do not provide the same degree of treatment also fails in

21/ Congress apparently considered ICFs and SNFs to be institutions.

" The statutory definition of an ICF at Section 1905(c) refers to
persons requiring care which could be made available only through
"institutional facilities," and to "institutional services" deemed
appropriate in certain sanatoriums. An SNF is defined at Section
1861(j) as "an institution (or a distinct part of an institu-
tion) ... ."
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light of the plain language of the regulation. The term "diagnosis"
appears before the disjunctive "or." The regulation cannot reasonably
be read to infer that only institutions performing diagnosis are

IMDs. 22/

With respect to the States' interpretation of the meaning of the term
"treatment," we agree with the Agency that this interpretation is
inconsistent with the States' own position that the regulation should
be read in light of the legislative history and the circumstances at
the time the exclusion was originally enacted. Congress has provided
incentives to upgrade the quality of treatment in mental institutions
and to ensure "active" psychiatric treatment for individuals for whom
Federal funding would be available. See, Sections 1902(a)(20) and
1905(h)(1)(B)(i) of the Act. There is a substantial question, however,
whether recognized IMDs were providing this kind of treatment at the
time the exclusion was enacted. We also note that the regulation
speaks of treatment of persons with mental diseases, not treatment for
mental diseases.

Contrary to other statutory and regulatory provisions which specify
a certain type of treatment, the regulatory definition of IMDs merely
says "treatment." The States have pointed to nothing that supports a
conclusion that the SNF and ICF services here did not constitute
"treatment" within the meaning of the regulation. 23/

The term in the regulation which is most readily subject to various
meanings is the term "mental diseases." Here, again, the States'
arguments have internal contradictions. While the States accuse the

22/ While the States have presented same evidence that SNFs and ICFs
do not perform a full range of diagnostic services, the record
does not fully support a conclusion that the facilities here did
not engage in some diagnostic functions. In fact, a statement
by a psychiatrist from the California Department of Mental Health
who testified at the hearing was to the effect that he would not
expect an emphasis on diagnosis in a SNF. Tr., p. 204. This
implies that he would expect some diagnosis to occur.

23/ The States' position that these nursing homes were providing a
level of services which does not constitute treatment of patients
also does not camport with numerous statutory and regulatory uses
of the terms. For example, Section 1905(c) of the Act describes
ICF services as those for persons who do not require the "degree
of care and treatment" provided by an SNF. Also, the original
definition of skilled nursing hame services included reference to
hames for "care and treatment" of patients. HPA D-5141.4.
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Agency of using an overbroad definition in light of current knowledge
of the causes of mental symptams, the State have not shown that that
definition was broader than those categories of persons treated in
mental hospitals at the time the exclusion was enacted.

The States would have us overturn the Agency determinations since the
Agency included patients with mental disorders where the States say
the primary diagnoses were physically-based diseases, and since the
Agency included patients whose diseases were probably misdiagnosed.
The regulations, however, merely say "persons with mental diseases."
Thus, to the extent that the Agency evaluated patients at all on the
basis of primary rather than secondary diagnosis, this was a narrowing
of the regulation from which the States benefited. Moreover, for the
most part, even excluding patients with physically-based mental
disorders, these facilities were serving primarily persons with mental
diseases. :

We agree with the States that the Agency sometimes may have confused
the use of various terms related to mental status. In clarifying
proper usage, however, California's expert states, "Impairment and
disability are terms describing the effects of disease on functioning,
while disease is a diagnostic concept." CA Supp. to App., Exhibit C,
p. 53 (footnote omitted). Since the Agency findings are related to
diagnosis, we conclude that Agency misuse of terms, while unfortunate,
did not prejudice any State and is consistent with Congress' use of
the term "mental diseases."

Moreover, we agree with the Agency that its use of the ICDA was
reasonable. The States have not disputed that the ICDA is a generally
recognized classification system. While the States' testimony
establishes that the ICDA is subject to some difficulties in applica-
tion, it also establishes that any attempt to classify illness presents
such difficulties. To preclude the Agency from adopting any classifi-
cation system at all would render the exclusion totally unenforceable.

Thus, we conclude that the regulations were sufficiently clear to
inform the States that these facilities were IMDs and funding would
not be available for services to patients in the facilities. Given
that the regulations are sufficiently clear to apply to these
facilities, to the extent that the States relied on the fact that the
exclusion had not been applied to this type of facility before, that
reliance is unreasonable. Moreover, the Agency should not be precluded
from fully enforcing a regulation merely because it has never been
applied a particular way in the past. The Agency must be able to
respond to changing circumstances, by enforcing an existing regulation.
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IV. The Criteria

Thus far, we have considered the States' arguments related to
Congressional intent and to the regulations themselves. In this
section, we consider the States' arguments concerning the Agency
criteria for applying the regulations, set out in instructions to
field staff. We conclude that these arguments also do not provide a
basis for overturning these disallowances.

Our discussion of the issues related to the criteria is divided into
five parts: the history of development of the criteria; the parties'
arguments on procedural issues related to the criteria; our analysis
of the procedural issues; the parties' arguments on substantive issues
related to the criteria; and our analysis of the substantive issues.

A. History and Statement of the Criteria

The Agency "criteria" for determining IMD status were set forth in a
series of documents which were part of an Agency transmittal system
called the Field Staff Information and Instruction Series (FSIIS).
FSIIS FY-76-44, dated November 7, 1975, was addressed to the

Regional Cammissioners of the Social and Rehabilitation Service (SRS),
then responsible for administering the Medicaid program, and informed
them that regional office findings and a General Accounting Office
study had indicated that FFP was being improperly claimed for Medicaid
for individuals between 21 and 65 in IMDs. This document cites the
regulatory definition of IMDs and states:

The character rather than the licensure status of the
institution is of paramount importance ... . An
institution is characterized as "primarily" one for
mental diseases if it is licensed as such, if it
advertises as such or if more than 50 percent of the
patients are in fact patients with mental disease. 1In
same instances a facility may be "primarily" concerned
with such individuals because they concentrate on
managing patients with behavior or functional disorders
and are used largely as an alternative care facility
for mental hospitals, even if less than 50 percent of
the patients have actually been diagnosed as having a
mental disease. Mental diseases are those listed under
the heading of mental disorders in the [ICDA], except
that mental retardation is not included for this purpose.

The document requested information from the regions on the problem of
improper claiming for services in IMDs, stating that the focus should
be on SNFs and ICFs since "we assume, absent evidence to the contrary
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that improper claims related to age are not a problem for care in
psychiatric hospitals.”

FSIIS FY 76-97, issued May 3, 1976, stated that responses to the
earlier instruction "have heightened our awareness of great
discrepancy in the understanding, interpretation, and implementation
of policy" with respect to IMDs. The document points to the regula-
tions as a basis for the conclusion that free-standing SNFs and ICFs
may of themselves be IMDs, expresses concern with improper claiming,
and advises regions to "assess or continue to assess the situation as
it now exists in order to assist the States where necessary in
complying with applicable Federal Regulations."

A third document, FSIIS FY-76-156, d