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SMITH, JR., Circuit Judges.

Opinion by Judge Milan D, Smith, Jr.
MILAN D. SMITH, JR., Circuit Judge:

Petitioners-Appellees/Appellants (Independent Living), a group of
pharmacies, health care providers, senior citizens’ groups, and beneficiaries of the
State’s Medicaid program, Medi-Cal,' seck to enjoin the California Department of
Health Care Services (Department) Director, David Maxwell-Jolly (Director)? from
implementing state legislation reducing payments to certain medical service
providers under Medi-Cal by ten percent. We hold that the district court did not
abuse its discretion in granting Independent Living’s motion for a preliminary

injunction, because the Director failed to “rely on responsible cost studies, its own

' For simplicity, we attribute to Independent Living generally the collective
arguments of Independent Living, Interveners, and Amicus Curiae supporting
Independent Living.

* Sandra Shewry served as the Department’s director when this suit was
filed and held that position until April 9, 2009, when she was replaced by Mr.
Maxwell-Jolly. Because the distinction between the two directors is irrelevant for
the purposes of this case, we use the term “Director” to refer to them both.
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and others,” Orthopaedic Hosp. v. Belshe, 103 F. 3d 1491, 1496 (9th Cir. 1997), in
determining the effect of the rate cuts mandated by AB 5 on the statutory factors of
efficiency, economy, quality, and access to care before implementing those cuts.
We also hold that the district court’s preliminary injunction should be modified to
cover payments for medical services provided on or after July 1, 2008, because the
Director waived the State’s sovereign immunity in both state and federal court.
FACTUAL AND PROCEDURAL BACKGROUND

On February 16, 2008, the California Assembly passed AB 5, which added
§§ 14105.19 and 14166.245 to the California Welfare and Institutions Code.
Section 14105.19 reduces payments under the Medi-Cal fee-for-service program to
physicians, dentists, pharmacies, adult health care centers, clinics, health systems,
and other providers by ten percent. Section 14166.245 similarly reduces payments
for inpatient services provided by acute care hospitals not under contract with the
State by ten percent. Both of these rate reductions were scheduled to take effect on
July 1, 2008.

On April 22, 2008, Independent Living filed a verified petition for a writ of

mandamus in Los Angeles County Superior Court, seeking to enjoin the Director
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from implementing AB 5. Independent Living argued that the ten percent rate
reduction violates Title XTX of the federal Social Security Act (the Medicaid Act),
42 U.S.C. § 1396 et seq., and is therefore invalid under the Supremacy Clause.*
Specifically, Independent Living alleged that AB 5 is inconsistent with 42 U.S.C.
§ 1396(a)(30)A) (hereafter§ 30(A)), which requires that a state plan
provide such methods and procedures relating to the utilization of, and
payment for, care and services available under the plan . . . as may be
necessary . . . to assure that payments are consistent with efficiency,
economy, and quality of care and are sufficient to enlist enough providers so
that care and services are available under the plan at least to the extent that
such care and services are available to the general population in the
geographic area.
On May 19, 2008, the Director removed this action to federal court based on
federal question jurisdiction. On May 30, 2008, Independent Living filed a motion
for a preliminary injunction. The district court heard argument on June 23, 2008.

Two days later, the court entered an order denying the motion, holding that

Independent Living had not demonstrated a likelihood of success on the merits of

* Independent Living voluntarily dismissed the Department from suit on
June 1, 2008, leaving the Director as the sole Respondent.

* Independent Living also alleged in their complaint that the ten-percent rate
reduction both violated and was preempted by the Americans with Disabilities Act
0f 1990, 42 U.S.C. § 12181 et seq. Independent Living dismissed these claims
without prejudice, and they are not before us.
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their preemption claim because § 30(A) did not create any judicially enforceable
“rights.”

Independent Living then sought emergency relief from this court. After full
briefing and argument, we vacated the district court’s order, holding that
Independent Living could bring suit directly under the Supremacy Clause to enjoin
a state law allegedly preempted by federal law. See Indep. Living Ctr. v. Shewry,
543 F.3d 1050 (9th Cir. 2008). We remanded to the district court for
reconsideration of Independent Living’s motion for a preliminary injunction.

On remand, the district court issued an order granting in part and denying in
part Independent Living’s motion for a preliminary injunction. The district court
held that Independent Living had demonstrated a likelihood of success on the
merits of its Supremacy Clause claim, as the Director failed to provide any
evidence that the Department had considered the impact of the ten percent rate
reduction on quality and access to care, as required by § 30(A). The court also
held that Independent Living had demonstrated a risk of irreparable injury as to
some—but not all—of the challenged Medi-Cal services. The district court thus
granted the motion “to the extent that it seeks to enjoin enforcement of Cal. Welf.
& Inst. que § 14105.19(b)(1), which reduces by ten percent payments under the

Medi-Cal fee-for-service program for physicians, dentists, pharmacies, adult day
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health care centers, clinics, health systems, and other providers for services
provided on or after July 1, 2008.” The court denied the motion to enjoin
enforcement of the rate reductions for managed care plans and non-contract acute
care hospitals, as Independent Living had not shown a risk of irreparable injury as
to those services.

On August 27, 2008, the Director filed a motion “to alter or amend, and
clarify” the August 18 order. The Director argued that the injunction should apply
only to payments for services provided on or after August 18, because requiring
full reimbursement for services provided prior to the court’s order would violate
the State’s Eleventh Amendment sovereign immunity. The Director also argued
that the order was vague and ambiguous and that the Ninth Circuit had yct to rule
on the Director’s petition for rehearing and rehearing en banc regarding the
Supremacy Clause right of action issue.” The district court granted the motion in
part the same day, issuing an order in chambers modifying the preliminary
injunction to apply only to payments 7“f0r services provided on or after August 18,
2008.” Although the order itself did not provide any explanation for the

modification, the district court later stated that it was its “intention only to issue an

> The Director’s Petition for Panel Rehearing and Petition for Rehearing En
Banc was denied on November 3, 2008. On June 22, 2009, the Supreme Court of
the United States denied the Director’s Petition for Writ of Certiorari.
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order that would provide for prospective relief,” and that it agreed with the
Director “that the order as it was phrased violates the Eleventh Amendment.” The
district court also indicated that it would not grant the Director’s request for a stay
and that Independent Living’s request for a contempt citation was premature.® The
district court did not afford Independent Living an opportunity to respond to the
Director’s argument before issuing its order.

The August 18 order, as modified, generated three appeals, two of which
remain before us. In case number 08-56422, the Director appeals the district
court’s decision to grant the motion for preliminary injunction in part, arguing
primarily that the analysis of AB 5 conducted by the Department was legally
sufficient and Independent Living therefore cannot demonstrate a likelihood of

success on the merits.” In case number 08-56554, Independent Living appeals the

¢ On September 15, 2008, pursuant to the Director’s motion to alter or
amend, the district court further modified its August 18, 2008 order to clarify that
the order regarding pharmacies applied only to the relief sought, i.e., to rates for
prescription drugs, including previously prescription-only prescribed over-the-
counter drugs. The district court further struck “health systems, and other
providers” from the order. Finally, the district court clarified that the order did not
apply to payments for hospitals, including payments for inpatient services,
outpatient services, distinct part nursing facility services, and sub-acute services.

? The Director also argues that Independent Living’s claim is not cognizable
under the Supremacy Clause. Because we have already ruled on that issue and the
court has denied the Direcior’s petition for rehearing/rehearing en banc, the issue is
now moot.



Case: 08-56422 07/09/2009 Page: 9 of 39  Dkikntry: 6986365

district court’s August 27 order modifying the injunciion to apply only to payments
for services provided on or after August 18, arguing that the earlier order—which
would have granted relief for services provided on or after July 1—did not violate
the State’s sovereign immunity.® We address these arguments in turn.
JURISDICTION AND STANDARD OF REVIEW

We have jurisdiction over this appeal pursuant to 28 U.S.C. § 1292(a)(1).
We review a district court’s decision to grant or deny a preliminary injunction for
abuse of discretion. Sw. Voter Registration Educ. Project v. Shelley, 344 F.3d 914,
018 (9th Cir. 2003). “[A] district court abuscs its discretion by basing its decision
on either an erroneous legal standard or clearly erroneous factual findings.”
Walczak v. EPL Prolong, Inc., 198 F.3d 725, 730 (9th Cir. 1999}. “The district
court’s interpretation of the underlying legal principles . . . is subject to de novo
review,” Sw. Voter Registration, 344 F.3d at 918, but its factual findings are

reviewed for clear error, Walczak, 198 F.3d at 730. Factual findings are clearly

® Independent Living also initially appealed the district court’s denial of
their motion to enjoin the Department from reducing payments to Medi-Cal
managed care plans by the “actuarial equivalent” of ten percent. See Case 08-
56551. After filing their notice of appeal, Independent Living dismissed the claim
underlying their appeal in district court. We granted Independent Living’s motion
for dismissal without prejudice in case 08-56551 on January 30, 2009,

9
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erroneous “if the reviewing court on the entire evidence is left with the definite and
firm conviction that a mistake has been committed.” Jd. (internal citation omitted).

To warrant injunctive relief, a plaintiff “must establish that he is likely to
succeed on the merits, that he is likely to suffer irreparable harm in the absence of
preliminary relief, that the balance of equities tips in his favor, and that an
injunction is in the public interest.” Winter v. Natural Res. Def. Council, 129 S. Ct.
365, 374 (2008); see also Am. Trucking Ass'ns v. City of L.A., 559 F.3d 1046, 1052
(9th Cir. 2009). “In each case, courts ‘must balance the competing claims of injury
and must consider the effect on each party of the granting or withholding of the
requested relief.”” Winter, 129 S. Ct. at 376 (quoting Amoco Prod. Co. v. Vill. of
Gambell, Alaska, 480 U'.S' 531, 542 (1987)).

DISCUSSION

1. Independent Living’s Likelihood of Success on the Merits

This is not the first time that we have interpreted the substantive and
procedural requirements of § 30(A). In Om‘hopaedic Hospital v. Belshe, 103 F.3d
1491 (9th Cir. 1997), several hospitals and health care associations alleged that the
Department violated § 30(A) by setting provider reimbursement rates “without
proper consideration of the effect of hospital costs on the relevant statutory factors

[of] efficiency, economy, quality of care, and access.” Id. at 1492, We interpreted

10
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§ 30(A) to require the Director to set reimbursement rates that “bear a reasonable
relationship to efficient and economical hospitals® costs of providing quality
services, unless the Department shows some justification for rates that substantially
deviate from such costs.” Id at 1496. To meet this statutory requirement, we held
that the Director “must rely on responsible cost studies, its own or others’, that
provide reliable data as a basis for its rate setting.” /d.

Under the standards established in Orthopaedic Hospital, it is clear that the
Director violated § 30(A)} when he implemented the rate reductions mandated by
AB 5. The Director failed to provide any evidence that the Department or the
legislature studied the impact of the ten percent rate reduction on the statutory
factors of efficiency, economy, quality, and access to care prior to enacting AB 5,
nor did he demonstrate that the Department considered reliable cost studies when
adjusting its reimbursemecnt rates. Several of the declarations submitted by the
Director candidly admit that the Department does not maintain information on

provider costs for covered services.” See, e.g., Declaration of Linda Machado at 5

? Moreover, almost all of the declarations provided by the Director rely on
past studies, prepared long before AB 5 was contemplated, that simply compiled
average provider costs and reimbursement rates without assessing how a ten
percent rate reduction might affect the statutory factors of efficiency, economy,
quality, and access to care. See, e.g., Declaration of Linda Machado at 1-7 & exs.
A & B (discussing various studies from 1997, 1999, and 2000, but not a single
study prepared in anticipation of AB 5); Declaration of Jon Chin at 1-6 & ex. B

11
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(“[T]here is no established mechanism for obtaining cost data from physicians on
the costs they incur for providing each of these [covered] services. Therefore, [the
Department] has no data from which it can determine how well Medi-Cal rates
compensate physician costs.”); id. at 3 (admitting same lack of cost data for
hospital outpatient services); Declaration of Jon Chin at 2 (“DHCS has no available
cost data [on covered] dental procedures™). In the absence of such cost data, the
Director could not have complied with § 30(A)} as interpreted in Orthopaedic
Hospital.

Perhaps as a result, the Director’s primary argument on appéal is that the
standards established in Orthopaedic Hospital are inapplicable, for several reasons.
We address each of them.

A.  Action Under the Supremacy Clause

(relying on a DHS report prepared in November 2005); Declaration of Kevin
Gorospe at 1-4 (relying almost exclusively on a December 2007 study of
pharmaceutical costs prepared by Myers &Stauffer); Declaration of Kevin Gorospe
at 1-8 (relying on studies from 2004 and 2007). The district court was well within
its discretion in concluding that such post hoc rationalizations fall short of the
procedural requirements established in Orthopaedic Hospital. See Ark. Med. Soc’y
v. Reynolds, 6 F.3d 519, 530 (8th Cir. 1993) (refusing to rely on speculative
evidence that could “only be confirmed by historical data accumulated after the
cuts were made”).

12
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First, the Director argues that Orthopaedic Hospital is inapplicable because
the plaintiffs in that case were not asserting a claim of federal preemption directly
under the Supremacy Clause. As the Director notes, Orthopaedic Hospital
addressed claims brought to enforce the provisions of § 30(A) under 42 U.S.C. §
1983, which provides a remedy for deprivation of any “rights . . . secured by the
Constitution and laws” of the United States.'® See Orthopaedic Hosp., 103 F.3d at
1495. In this case, by contrast, Independent Living does not seek direct
enforcement of any “rights” created by § 30(A), but rather argues that the ten
percent rate reduction conflicts with the federal requirements established in
§ 30(A). The question is whether this difference in the theory of recovery renders
Orthopaedic Hospital’s interpretation of § 30(A) any less persuasive. To answer
this question, we turn to basic principles of conflict preemption.

Conflict preemption arises “when compliance with both federal and state
regulations is a physical impossibility, or where state law stands as an obstacle to
the accomplishment and execution of the full purposes and objectives of
Congress.” PG&E Co. v. State Energy Res. Conservation & Dev. Comm 'n, 461

1U.S. 190, 204 (1983) (internal quotation marks and citations omitted); see also

" Orthopaedic Hospital preceded our subsequent decision in Sanchez v.
Johnson, 416 F.3d 1051, 1068 (9th Cir. 2005), which held that § 30(A) does not
create any federal “rights” enforceable under § 1983.

13
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Ting v. AT&T, 319 F.3d 1126, 1136 (9th Cir. 2003). Under this latter strand of
so-célled “obstruction” preemption, “an aberrant or hostile state rule is preempted
to the extent it actually interferes with the ‘methods by which the federal statute
was designed to reach [its] goal.”” Id at 1137 (alteration in original) (quoting fn¢’/
Paper Co. v. Quellette, 479 U.S. 481, 494 (1987)). “Thus, obstruction preemption
focuses on both the objective of the federal law and the method chosen by
Congress to effectuate that objective, taking into account the law’s text,
application, history, and interpretation.” /d.

As the description above makes clear, the first step in any conflict
preemption analysis is to determine the purpose of the federal law at 1ssue. See id.
at 1138. Orthopaedic Hospital discussed the purpose underlying § 30(A) at length,
reading its text and legislative history as demonstrating that “Congress intended
payments to be flexible within a range; payments should be no higher than what is
required to provide efficient and economical care, but still high enough to provide
for quality care and to ensure access to services.” 103 F.3d at 1497. We held that
the Department could not accomplish this purpose in the absence of some
determination of “what it costs an efficient hospital economically to provide
quality care.” Id. at 1498. Thus, while the Department “need not follow a rigid

formula of payments equal to an efficiently and economically operated hospital’s

14
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costs regardless of other factors,” § 30(A) required the Department to at least
ascertain provider costs when it adjusted reimbursement rates. Id.

The Director has not provided any coherent reason why the purpose
underlying § 30(A) would be different for purposes of federal preemption than it
was for direct enforcement under § 1983, and we see none. That Independent
Living in this case has proceeded under a different cause of action than the
plaintiffs in Orthopaedic Hospital is therefore an inconsequential distinction. In
both cases, the central question is the purpose underlying § 30(A), and as to that
question, Orthopaedic Hospital clearly controls.

B.  Continuing Validity of Orthopaedic Hospital

Second, the Director argues that our more recent decision in Sanchez, 416
F.3d 1051, “effectively overruled” Orthopaedic Hospital, and that the district
court’s analysis of the merits was thus based on legal error. This argument is
unavailing. Sanchez did not overrule Orthopaedic Hospital’s interpretation of
§ 30(A).

Sanchez addressed the narrow question of “whether developmentally
disabled recipients of Medicaid funds and their service providers have a private
right of action against state officials to compel the enforcement of a federal law

governing state disbursement of such funds.” 416 F.3d at 1053. Applying the

15
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Supreme Court’s decision in Gonzaga University v. Doe, 536 U.S. 273 (2002), we
held that § 30(A) does not create any federal “rights” enforceable under § 1983.
Sanchez, 416 F.3d at 1068. In so holding, we did not reach the substantive
requirements of § 30(A), as we were concerned solely with whether the plamntiffs
in that case could bring suit in federal court. In fact, Sanchez does not explore the
congressional “purpose” underlying § 30(A), the touchstone of federal preemption
analysis. If the Sanchez court had any qualms about Orthopaedic Hospital’s
substantive interpretation of § 30(A), it did not say so.

More fundamentally, Sanchez cannot be read to have overruled Orthopaedic
Hospital, for three reasons. First, Sanchez does not even cite Orthopaedic
Hospital, much less overrule its holdings. Second, Sanchez was decided by a
three-judge panel that, under our circuit rules, was powerless to overturn onc of our
prior decisions in the absence of intervening authority, Hart v. Massanari, 266
F.3d 1155, 1171 (9th Cir. 2001). Third, we affirmed the “continuing vitality” of
Orthopaedic Hospital in a published opinion filed one month after Sanchez. See
Alaska Dep’t of Health & Soc. Servs. v. Ctrs. for Medicare & Medicaid Servs., 424
F.3d 931, 940 (9th Cir. 2005). In that case, the State argued—much as the Director
has here—that subsequent developments rendered Orthopaedic Hospital

anachronistic, See id We were “not persuaded,” and we noted that “the relevant

16
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language of § 30(A) remains unchanged since Orthopaedic Hospital, and thus our
interpretation of its purpose, and the State’s obligations thereunder, still holds.” Id.
at 940-41.

Aside from his misreading of Sanchez, the Director also argues that
Orthopaedic Hospital is no longer good law because its interpretation of § 30(A)
“conflicts with the interpretation of the federal agency that Congress vested with
authority {o enforce and implement” the statute. By this, the Director apparently
means that Orthopaedic Hospital conflicts with the interpretation of § 30(A)
presented in an amicus brief filed by the Solicitor General when the Supreme Court
asked him to opine on whether our decision in Orthopaedic Hospital was worthy
of a grant of certiorari. Tn the process of recommending denial of certiorari, the
Solicitor General opined that requiring states to reimburse medical providers at
rates roughly equal to their costs ran counter to the text and legislative history of
§ 30(A). From this, the Director concludes that a “federal agency” repudiated our
interpretation of § 30(A).

Whatever the merits of the Solicitor General’s views, we owe them no
deference in this case. Although at one time the Supreme Court suggested that a
legal opinion expressed by an agency in the course of litigation may be entitled to

deference, Auer v. Robbins, 519 U.S, 452, 461-63 (1997), it subsequently limited

17
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such deference to an agency’s interpretation of ambiguities in its own regulations,
Christensen v. Harris County, 529 U.S. 576, 58688 (2000).

The Director also contends that our holding in Orthopaedic Hospital has
been undermined by Congress’s subsequent repeal of the so-called “Boren
Amendment,” which required states to set hospital inpatient reimbursement rates
that were “reasonable and adequate to meet the costs which must be incurred by
efficiently and economically operated facilities.” This argument is not persuasive
either, as Orthopaedic Hospital itself expressly distinguished the requirements of
the Boren Amendment, previously codified at § 1396a(a}(13)(A), from the “more
flexible” requirements of § 30(A). See 103 I'.3d at 1499. The fact that Congress
repealed the more rigid requirements of the Boren Amendment does not speak to
the propriety of our past interpretation of § 30(A). Moreover, we have previously
rejected the same argument made by the Director in this case, noting that the repeal
of the Boren Amendment, “like its enactment, modified § 13(A) alone; it effected

no change to § 30(A).”"" Alaska DHSS, 424 I'.3d at 941.

"' The Director also attempts to graft past judicial interpretation of the
Boren Amendment onto this court’s interpretation of § 30(A). The Director argues
that because (1) Orthopaedic Hospital described § 30(A)’s requirements as “more
flexible” than the Boren Amendment, and (2) courts held that rates covering only
85-95% of provider costs were reasonable under the Boren Amendment, then (3)
reimbursement rates within the same “range of reasonableness” must easily meet
the requirements of § 30(A). See Reply Brief 08-56422 at 10-11. This argument is

18
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Finally, the Director urges us to reconsider our interpretation of § 30(A) in
Orthopaedic Hospital, noting that several courts have disagreed with its reasoning.
See, e.g., Rite Aid v. Houstoun, 171 F.3d 842, 851 (3d Cir. 1999) (holding that
“secﬁon 30(A) requires the state to achieve a certain result but does not impose any
particular method or process for getting fo that result,” expressly disagreeing with
Orthopaedic Hospital), Methodist Hosps., Inc. v. Sullivan, 91 ¥.3d 1026, 1029-30
(7th Cir. 1996) (holding that “[n]othing in the language of § 1396a(a)(30). . .
requires a state to conduct studies in advance of every modification,” as the statute
merely “requires each state to produce a result”). But see Ark. Med. Soc’y, 6 F.3d
at 530 (holding that § 30(A) requires the state to “consider the relevant factors of
equal access, efficiency, economy, and quality of care as designated in the statute
when setting reimbursement rates™); Minn. Homecare Ass’nv. Gomez, 108 F.3d
917, 918 (8th Cir. 1997) (holding that Medicaid Act “mandates consideration of
the equal access factors of efficiency, economy, quality of care and access to

services in the process of setting or changing payment rates,” although “it does not

a non-sequitur, as Orthopaedic Hospital described the procedural requirements of
§ 30(A) as “more flexible” than those of the Boren Amendment, which required
“periodic cost reports from hospitals subject to audit by the Department.” See 103
F.3d at 1499. While § 30(A) requires less formalized procedures than the Boren
Amendment, it does not follow that § 30(A)’s substantive requirements are also
less demanding.

19



Case: 08-56422 07/09/2009 Page: 20 0f 39  DkiEntry: 6986365

require the State to utilize any prescribed method of analyzing and considering said
factors” and no “formal analysis” is required). Even if we were at liberty to
overrule Orthopaedic Hospital, we would nonetheless affirm the district court’s
injunction, for several reasons,

First, even those courts that have rejected Orthopaedic Hospital’s procedural
requirements have generally recognized that state Medicaid rate reductions may
not be based solely on state budgetary concerns. See Rife Aid, 171 F.3d at 856
(“| BJudgetary considerations may not be the sole basis for a rate revision . . . .”);
see also Beno v. Shalala, 30 F.3d 1057, 1069 n.30 (9th Cir. 1994); Amisub (PSL),
Inc. v. Colo. Dep’t of Soc. Servs., 879 F.2d 789, 80001 (10th Cir. 1989); Ark.
Med. Soc’y, 6 F.3d at 531 (“Abundant persuasive precedent supporis the
proposition that budgetary considerations cannot be the conclusive factor in
decisions regarding Medicaid.”). But see Am. Soc’y of Consuliant Pharmacists v.
Garner, 180 F. Supp. 2d 953, 974-75 (N.D. [ll. 2001). In this case, the record
supports the district court’s conclusion that “the only reason for imposing the cuts
was California’s current fiscal emergency.” The legislation was passed 1n an
emergency session called to “address|[] the fiscal emergency declared by the
Governor.” See Declaration of Stan Rosenstein at 1 (describing the ten percent rate

reduction as one option at the State’s disposal “for dealing with the fiscal crisis”).
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