United States Court of Appeals,
El eventh Gircuit.
No. 94-2683.
SARASOTA MEMORI AL HOSPI TAL; Veni ce Hospital; HCA Doctors

Hospital of Sarasota; Englewood Community Hospital, Plaintiffs-
Appel | ant s,

V.

Donna E. SHALALA, Secretary, Departnent of Health and Human
Servi ces, Defendant- Appel | ee.

Aug. 11, 1995,
Appeal from the United States District Court for the Mddle
District of Florida. (No. 92-1816-ClV-T-17(A), Elizabeth A
Kovachevi ch, Judge.

Before DUBINA, Circuit Judge, RONEY and ESCHBACH, Senior Crcuit
Judges.

DUBI NA, Circuit Judge:

Pl aintiffs/Appellants, four hospitals inthe Sarasota, Florida
Metropolitan Statistical Area ("MSA'"), appeal from the district
court's grant of summary judgnent in favor of the Secretary of
Heal th and Human Services ("the Secretary”) denying the hospitals'
claimthat they were entitled to an adjustnent to the wage index
that was used to calculate their Medicare reinbursenent paynents
for fiscal years 1986 through 1988. The district court's order
specifically upheld the Secretary's determ nation that Social
Security paynents paid by one of the hospitals, Sarasota Menori al
Hospital, in accordance with the Federal Insurance Contri butions
Act ("FICA") on behalf of its enployees, were properly classified

as fringe benefits and not wages for Medicare reinbursenent

"Honor abl e Jesse E. Eschbach, Senior U S. Circuit Judge for
the Seventh Circuit, sitting by designation.



pur poses. \\ reverse.
|. Statenent of the Case
A. Facts and Procedural History

The Soci al Security Amendnents of 1983, Pub.L. No. 98-21, 1983
US CCAN (97 Stat.) 65, created a Prospective Paynent System
("PPS") to reinburse hospitals for operating costs incurred in
providing inpatient services to Medicare patients. Under this
system hospitals were to be reinbursed a fixed anobunt for each
patient treated dependi ng upon the type of treatnent provided. To
establish the PPS, the Secretary was required to devel op several
rates and adj ustnent factors to determ ne the anmount each hospital
woul d be reinbursed for its inpatient operating costs. One of the
rate adjustment factors is known as the wage index, which was
created to reflect "the relative hospital wage level in the
geographic area of the hospital conpared to the national average
hospital wage level." 42 U S.C. 8§ 1395w d)(3)(E) (1983).

The wage index at issue in this appeal was based on total
wages pai d by the hospitals in the Sarasota MSA during their fiscal
year ending in 1982. In March of 1984, Medicare fiscal
internediaries, acting as agents for the Health Care Financing
Administration ("HFCA'),* which is responsible for the
adm ni stration of Medicare Services, submtted surveys to hospitals

provi di ng Medicare services to determ ne the average hourly wage

'Afiscal internediary is a private organization, usually an
i nsurance conpany, that has contracted with the Secretary to act
as an agent for the HFCA. Under previous regul ations, provider
hospitals were required to submt annual cost reports to
designated internediaries to determ ne the total anount of
Medi care rei nbursenent owed to the provider.



paid in 1982 by hospitals in each MSA. Like the other hospitals in
t he Sarasota MSA, Sarasota Menorial Hospital ("Menorial"™) reported
information regarding its wages and enpl oyee-rel ated costs for 1982
to the HFCA. The HFCA cal cul ated the Sarasota MSA average hourly
wage and conpared it to regional and national average hourly wages
to create a wage i ndex. This wage index was then applied to
conput e the PPS paynents for Medicare services rendered on or after
May 1, 1986, and through Septenmber 30, 1987.2

In 1982, Menorial was responsi bl e for payi ng FI CA taxes, which
included a tax equal to 6. 7%of the enpl oyees' wages. In addition,
each enpl oyee at Menorial was al so responsible for paying 6.7% of
his or her wages in FICA taxes, but these taxes were ordinarily
wi thheld from each enployee's gross wages, resulting in |ower
t ake- honme pay. 1In 1982, however, Menorial paid the FICA taxes for
which its enpl oyees were responsi ble, rather than w thhol ding 6. 7%
from each enpl oyee's wages. Therefore, when Menorial filled out
its 1982 fiscal year cost report, it reported the FICAtaxes it had
paid on behalf of its enployees as enployee health and welfare
costs, rather than gross hospital salaries. Because the wage
survey that Menorial received in 1984 required the providers to
report their enployee health and welfare costs and gross salaries
as reported on their 1982 cost reports, Menorial reported the
enpl oyee FICA paynents it had paid as enpl oyee health and welfare
costs, rather than gross sal aries.

As a result of Menorial's exclusion of the enployee FICA

’I'n addition, the 1982 wage i ndex was conbined with the 1984
wage i ndex to determ ne paynents for Medicare services rendered
during the fiscal year ending in 1988.



paynents from gross salaries on the survey form the HFCA did not
i ncl ude the FI CA paynents in Menorial's wage costs when cal cul ati ng
t he wage i ndex for the Sarasota MSA. Revision of the Sarasota 1982
wage index to include Menorial's FICA paynents nade on its
enpl oyees' behalf in 1982 would result in an estimated
$1, 056, 000. 00 additional Medicare paynment to Menorial and an
addi tional $6,299,661.80 to all hospitals in the Sarasota MSA

Bef ore publishing the final 1982 wage i ndex for Sarasota, the
HCFA wote to the hospitals participating in the wage survey and
provi ded themw th the opportunity to verify the accuracy of their
data. Although Menorial notified the HFCA of its exclusion of the
FI CA paynents fromits wage costs and requested that the paynents
be included inits salary figures, HFCA refused to revise the 1982
wage i ndex, stating that it considered enpl oyee FI CA contri butions
paid by an enployer to be fringe benefits, not wages. In its
response the HCFA quoted the definition of fringe benefits fromthe
Medi care Provider Reinbursenment Manual § 2144.1, which provides:
"[f]ringe benefits are anmobunts paid to, or on behalf of, an
enpl oyee, in addition to direct salary or wages, and fromwhi ch t he
enployee ... derives a personal benefit before or after the
enpl oyee's retirenment or death.™

The hospitals in the Sarasota MSA appealed the Secretary's
determ nation that the FI CA paynents were not wages to the Provider
Rei mbur senent Board ("the Board") pursuant to 42 U S.C. § 139500
(a). Although the Board held that it had jurisdiction over the
matter, it recognized that it is bound by Medicare regul ations

including the 1982 wage index published by the Secretary.



Accordingly, the Board held that it had no authority to resol ve the
appeal and granted expedited judicial review of the issue pursuant
to 42 U S.C 8§ 1395 oo (f)(1). The hospitals then filed suit
agai nst the Secretary in federal district court, arguing that the
1982 wage index was invalid because it treated the FICA
contri butions made by Menorial on behalf of its enpl oyees as fringe
benefits, rather than as wages.

The parties filed cross notions for sunmary judgnent, and the
district court granted sunmary judgnent to the Secretary, hol ding
that her "interpretation of enployer-paid enployee FICA was
entirely within her discretion, and reasonable in accordance with
the existing law." Sarasota Menorial Hospital v. Shalala, 848
F. Supp. 974, 978 (MD.Fla.1994). In addition, the district court
hel d that the hospitals' contention that the Secretary's ruling was
a change in existing policy and therefore violated the notice and
comment provisions of the Adm nistrative Procedures Act, 5 U S.C
8§ 553, was without nerit because the Secretary's decision was
merely interpretive of the existing definition of the term"fringe
benefit."” The hospitals then perfected this appeal.

B. Historical Background

Prior to the Social Security Amendnents of 1983, enpl oyees of
state and | ocal governnments were not required to participate inthe
Social Security program however, states could opt-in various
groups of enployees such as those in certain occupations. As a
governmental hospital, Menorial was not required to participate in
FI CA, but sone time before 1982, the State of Florida and the

Secretary entered into an agreenent that provided for Menorial and



ot her governnent entities in Florida to participate in the Soci al
Security program 42 U . S.C. § 418(a). Once the agreenent to
participate was made by the State of Florida, Menorial and its
enpl oyees were required to pay FICA taxes. Thus, Menorial's
participation in FICA in 1982 was not voluntary.
Prior to October 1, 1979, Menorial deducted its enployees

FI CA taxes fromeach enpl oyee's gross pay. After Cctober 1, 1979,
Menorial began paying enployee FICA taxes directly to the
governnment i nstead of deducting themfromthe enpl oyees' gross pay.
Under Internal Revenue Code ("IRC') provisions, an enployer could
pay its enployees' share of FICA taxes directly instead of
deducting them from gross wages, thereby reducing the enployer's
own payroll tax liability for FICA Al t hough the I RC provision
excl udi ng enpl oyer-paid enpl oyee FICA taxes from enpl oyee gross
income was elimnated in 1981, governnental enployers covered by
Social Security were permtted to continue to pay enployee FICA
taxes directly to the governnent through Decenber 31, 1983.
Omi bus Reconciliation Act of 1980, Pub.L. No. 96-499, § 1141, 1980
US CCAN (94 Stat.) 2693-94; 26 U.S.C. § 3121(a)(6).
Therefore, during fiscal year 1982 and through Decenber, 1983,
Menorial continued to pay FI CA taxes on behal f of its enpl oyees and
derived cost saving benefits by treating these paynents as

non-wages for purposes of FlCA taxes.?

]'n January, 1984, Menorial ceased paying its enployees
share of FICA taxes because the IRS no longer permtted it to
excl ude enpl oyer-pai d enpl oyee FICA taxes fromthe enpl oyees
wages for purposes of its owmn FICA liability. In Decenber, 1983,
Menorial, anticipating the change, gave each enpl oyee a 6. 7% wage
increase, in addition to usual year-end wage adjustnents, to
cover deductions for the enployee's share of FICA



Bef ore t he PPS was devel oped, Medi care rei nbursenents had been
based on a hospital's actual, reasonable costs, wthout a
di stinction between salaries and health and welfare costs. 42
U S.C. 88 1395f(b) (1982), 1395x(v)(1)(A) (1982). Like the annual
cost reports, the survey on 1982 wages sought information regarding
both salaries and health and wel fare costs; however, the costs
reported as enpl oyee health and wel fare costs for the survey were
not included in the calculation of the 1982 wage index. See 50
Fed. Reg. 24,377 (June 10, 1985).

1. Standard of Review

Pursuant to 42 U S. C. 8§ 139500 (f)(1), the standard for
judicial review of the Secretary's actions is governed by the
Adm ni strative Procedure Act, 5 US CA § 706. Under that
standard of review, considerable weight should be given to an
agency's regulations interpreting matters over which the agency is
charged to adm nister. See Medical Center Hospital v. Bowen, 839
F.2d 1504, 1510 (11th Cir.1988) (citations omtted); Chevron
U S.A v. Natural Resources Defense Council, Inc., et al., 467 U. S
837, 844, 104 S.Ct. 2778, 2782, 81 L.Ed.2d 694 (1984), reh'g
denied, 468 U. S. 1227, 105 S.C. 28, 29, 82 L.Ed.2d 921 (1984).
"Neither a district court nor an appellate court may overturn the
Secretary's decision unless it is arbitrary, capricious, an abuse
of discretion, not in accordance with law, or unsupported by
substantial evidence in the record taken as a whole." Carraway
Met hodi st Medical Center v. Heckler, 753 F.2d 1006, 1009 (11th
Cir.1985) (citations omtted).

Al t hough deference should be afforded especially "when, as



here [in Medicare], the regulation concerns "a conplex and highly
technical regulatory program' in which the identification and
classification of rel evant "criteria necessarily require
significant expertise and entail the exercise of judgnment grounded
in policy concerns,' " Shalala v. Guernsey Menorial Hospital, ---
us. ----, ----, 115 S .. 1232, 1243, 131 L.Ed.2d 106 (1995)
(O Connor, J., dissenting) (quoting Thomas Jefferson University v.
Shal ala, 512 U.S. ----, ----, 114 S. C. 2381, 2387, 129 L. Ed. 2d 405
(1994) (citation omtted)), courts are not bound by an agency's
interpretation. Furthernore, a court nust not abdicate its
responsibility to review "an agency's construction that is all eged
to be inconsistent with the statutory nandate." Medi cal Center
Hospital, 839 F.2d at 1510.
I11. Discussion

The issue on appeal is whether the Secretary correctly
determ ned that the FICA contributions nade by Menorial on behalf
of its enpl oyees were fringe benefits and not wages for purposes of
calculating the 1982 wage index for the Sarasota MSA. There are
two parts to the FICA tax: half is owed by the enployer, and half
is owed by the enployee. It is only the enployee's half that is at
i ssue here. The question is whether if the enployer pays the half
owed by the enpl oyee directly to the Governnent, rather than paying
it as wages so the enployee can pay what he or she owes the
Governnment, the paynent l|loses its character as part of the
enpl oyee's wage. In this analysis, we refer to this as FI CA t axes
or contributions "paid on behalf of the enployees."

We begin our analysis by examning the pertinent Medicare



statute, 42 U S.C 8§ 1395w d)(3)(E) (1983), which provides:
[t]he Secretary shall adjust the proportion, (as estinmated by
the Secretary fromtine to tine) of hospitals' costs which are
attributable to wages and wage-related costs ... for area
differences in hospital wage |evels by a factor (established
by the Secretary) reflecting the relative hospital wage | evel
in the geographic area of the hospital conpared to the
nati onal average hospital wage |evel
I n accordance with this statute, the Secretary established the 1982
wage index for the periods relevant to this appeal. A wage index
had been used by the Departnent of Health and Human Services for
many years prior to the advent of the PPS to adjust the proportion
of hospitals' costs attributable to wages; however, before the PPS
was adopted, the adjustnents affected only the hospitals' cost
limts, rather than the hospitals' actual paynent levels. After
the PPS was put into effect, Congress mandated that the Secretary
devel op a nore accurate wage index than the one previously used
under the fornmer Medi care cost reinbursenent program See H R Rep.
No. 432, 98th Cong., 2nd Sess., pt. 11, at 1809-10 (1984),
reprinted in 1984 U S.C. C A N 1423-24.

FI CA participation for non-governnental enployers such as
private hospitals was nandatory in 1982. Private hospitals
deducted FICA taxes fromtheir enployees' gross pay in a simlar
manner to deductions taken for income taxes. For purposes of the
wage i ndex, the Secretary classified FI CAtaxes which were wi thheld
fromthe private hospital enpl oyees' gross pay as wages. Menori al,
however, paid its enployee FICA taxes directly to the governnent,
rat her than i ncluding the anount of the tax in the enpl oyees' gross

pay and then withholding it as a deduction. Because of the manner

in which the taxes were paid, the Secretary classified Menorial's



enpl oyee FICA taxes as fringe benefits and not wages, thereby
excluding the FI CAtaxes fromthe cal cul ati on of Menorial's and, in
turn, the Sarasota MSA' s average wages. The Hospitals contend that
the Secretary's refusal to include the FICA paynents made by
Menorial on behalf of its enployees in conputing the wage | evel for
Menorial distorted the 1982 wage index so that it failed to reflect
the relative hospital wage | evel for the Sarasota MSA conpared to
the other regions. Thus, the hospitals assert that the Secretary
failed to develop an index that accurately conpares the Sarasota
MBA wage |evel with the national wage level in violation of the
statut ory nmandat e.

The Secretary responds that she correctly determ ned that the
FI CA paynments made by Menorial on behalf of its enployees were
fringe benefits and not wages under existing Medicare | aw and FI CA
tax law. Moreover, the Secretary argues that the uniformty of the
wage i ndex woul d be conpromised if she were required to determ ne
whi ch, if any, fringe benefits could be recl assified as wages. The
Secretary's position is based upon her determ nation that enpl oyer
pai d contributions to pension plans, regardl ess of whether the pl an
is private or FICA, clearly fall within the Mdicare Provider
Rei mbur senment Manual ("PRM') definition of fringe benefits. See
PRM 8§ 2144.1, CCH, Medicare & Medicaid Manual { 5999F.

The district court held that it is "entirely reasonabl e" that
the Secretary would find that the enployer-paid enployee FICA
paynments fit into the PRMdefinition of fringe benefits. Sarasota
Menorial, 848 F. Supp. at 978. In addition, the district court held

that the Secretary's distinction in classification based upon who



pays the taxes was reasonable because the "definition of fringe
benefits states that it is an anmount paid by the enployer.™ Id.
We di sagr ee.

Under PRM 8§ 2144.1, an anount paid to or on behalf of an
enpl oyee nust be "in addition to direct salary or wages" before
being classified as a fringe benefit. Therefore, the Secretary
nmust cl assify FI CA taxes as non-wages before they can be consi dered
fringe benefits; yet, the Secretary is looking to the definition
of fringe benefits to determne if the taxes are wages.

The Secretary heavily relies upon 26 U . S.C. § 3121(a)(6) to
support her position that enpl oyee FICA taxes paid by a governnent
enpl oyer are not wages for Medi care rei nbursenent purposes. By its
own terns, however, 8§ 3121(a)(6) excludes enployer-paid enpl oyee
FICA taxes from the definition of wages only for purposes of
cal cul ating FICA taxes.* Furthernore, enployer-paid enpl oyee FI CA
taxes are included in the definition of wages for purposes of
federal incone taxes. See First National Bank of Chicago v. United
States, 964 F.2d 1137, 1140 n. 8 (Fed. G r.1992) ("The term "wages
i ncludes the anount paid by an enployer on behalf of an enpl oyee
(w t hout deduction fromthe renmuneration of, or other rei nbursenent
from the enployee) ... on account of any tax inmposed upon the
enpl oyee by [FICAl.... 26 CF.R 8§ 31.3401(a)-1(b)(6)").

Accordingly, the Secretary's reliance on 8 3121(a)(6) as general

“Section 26 U.S.C. § 3101 mandates that the incone of every
enpl oyee is subject to a tax equal to a percentage of the
i ndividual's wages as defined in § 3121(a). Section 3121(a)
provides: "(a) Wages.—+or purposes of this chapter, the term
"wages' neans all renuneration for enploynent...." (enphasis
added). The chapter referred to codifies the I RC provisions
governi ng FI CA taxes.



authority for excluding enployer-paid enployee FICA fromwages is
m spl aced. ®

The distinction that the Secretary attenpts to nake here
bet ween FI CA t axes pai d by an enpl oyer on behal f of an enpl oyee and
FI CA taxes withheld from an enployee's pay is of no consequence.
Once the State of Florida chose to participate in the Social
Security program Menorial was required to participate and pay FlI CA
t axes. Thus, the only way the paynents could be considered
vol untary paynents to a pension fund, as the Secretary suggests, is
to ignore the fact that Menorial, l|like all private hospitals
t hroughout the nation, was required to pay the FICA taxes. Once
Menorial participated in the program it was in a uniformposition
with all private hospitals and other participating governnental
hospitals. Because the Secretary was required to establish a wage
index to create a uniformpicture of what wage | evels were at al
provi der hospitals in 1982, we hold that the Secretary's exclusion
of enmployee FICA taxes from wages for sone hospitals and not
ot hers, for purposes of creating the 1982 wage i ndex, was arbitrary
and capri ci ous.

Mor eover, we reject the Secretary's assertion that she could
not allow only one governnmental provider to reclassify fringe

benefits as wages wi thout conprom sing the uniformty of the index.

°Al t hough the Secretary contended at oral argunent that she
had historically relied upon the FICA definition of wages for
Medi care purposes and therefore further relied upon the
definition to resolve this dispute, the Secretary has pointed to
no regul ati ons, case law, or significant decisions to support her
position. Moreover, independent research reveals no deci sion,
other than the instant one, where the FICA definition of wages
was adopted for Medicare purposes.



In support of this argunent, the Secretary contends that she had
every reason to believe that all other governnental hospitals
participating in FICA conpleted the survey as Menorial did
originally, reporting enployee FICA contributions as enployee
health and wel fare costs rather than gross salaries. (Appellee's
Brief at 19). Al though the Secretary's decision is based upon
maintaining a uniform index, the Secretary has conceded that
relatively few hospitals "had the option to treat FICA the way
[Menorial] did." (Appellee's Brief at 26). The uniformty of the
wage index is conpromsed if the Secretary does not classify the
same itens of costs as wages for all providers.

The Secretary cannot nmake arbitrary distinctions between the
same paynents by different providers wthout any basis. See LGH,
Ltd. v. Sullivan, 786 F.Supp. 1047, 1053 (D.D.C.1992). W see no
reasonabl e basis for classifying the sane FI CA paynents as wages
when deducted froman enpl oyee's gross pay, but as fringe benefits
when paid directly by the enployer. |In this case, the Secretary's
decision to treat Menorial's enployee FICA taxes as a fringe
benefit for the imted purpose of excluding it fromthe 1982 wage
index for the Sarasota MSA contradicts the definition of fringe
benefits and is inconsistent with the Secretary's treatnment of
enpl oyee FICA taxes as wages for nost of the other provider
hospitals in the nation.

Wil e we take seriously our obligation to afford deference to
the Secretary's reasonable interpretation of her own regul ations,
particularly when a conpl ex programli ke Medicare is concerned, we

hol d that the Secretary's classification of enpl oyee FI CA taxes as



fringe benefits is unreasonable and inconsistent with the nmandate
of the Medicare statute requiring a uniform wage index.

Because we hold that the Secretary's policy of excluding
enpl oyer-pai d enpl oyee FI CA taxes fromwages is inconsistent with
the mandate of 8 1395w d)(3)(E) of the Medicare Act, we need not
address Menorial's contention that the Secretary's deci sion changed
existing policy and therefore failed to conply wth the
Adm ni strative Procedures Act.

| V. Concl usion

In summary, we conclude that the Secretary erred in refusing
to include Menorial's enpl oyee FI CA taxes as wages for the purpose
of calculating the 1982 wage index for the Sarasota MNSA
Accordingly, we reverse the district court's grant of summary
judgnment to the Secretary. Because the Secretary has stipul ated
that retroactive relief will be available to the appellants shoul d
we reverse the district court's judgnment, we remand this matter to
the district court with directions to remand it to the Secretary
for the purpose of affording appellants the stipulated relief.

REVERSED and REMANDED.



