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LEXSEE 455 US 489 

VILLAGE OF HOFFMAN ESTATES ET AL. v. THE FLIPSIDE, HOFFMAN ES
TATES, INC. 

No. 80-1681 

SUPREME COURT OF THE UNITED STATES 

455 U.S. 489; 102 S. Ct. 1186; 71 L. Ed. 2d 362; 1982 U.S. LEXIS 78; 50 U.S.L. W. 
4267 

December 9, 1981, Argued 
March 3,1982, Decided 

SUBSEQUENT HISTORY: 

Petition for Rehearing Denied April 26, 1982. 

PRIOR mSTORY: 

APPEAL FROM THE UNITED STATES COURT 
OF APPEALS FOR THE SEVENTH CIRCUIT. 

DISPOSITION: 

639 F.2d 373, reversed and remanded. 

DECISION: 

Municipal ordinance requiring license to sell "items 
designed or marketed for use with illegal call1labis or 
drugs," held not unconstitutionally vague or overbroad. 

SUMMARY: 

A village enacted an ordinance regulating the sale of 
drug paraphernalia. The ordinance requires a business to 
obtain a license if it sells any items that are "designed or 
marketed for use with illegal cannabis or drugs". A store 
selling drug paraphernalia in the village brought an ac
tion in the United States District Court for the Northern 
District of Illinois challenging the ordinance prior to its 
enforcement as unconstitutionally vague and overbroad. 
The District Court upheld the constitutionality of the 
ordinance. On appeal, the United States Court of Appeals 
for the Seventh Circuit reversed, holding that the ordi
nance was impermissibly vague on its face (639 F2d 
373). 

On appeal, the United States Supreme Court re
versed and remanded. In an opinion by Marshall, J., ex
pressing the view of Burger, Ch. J., and Brennan, 
Blackmun, Powell, Rehnquist, and O'Connor, JJ., it was 

held that (1) the ordinance did not infringe upon the First 
Amendment rights of a merchandiser of items purported 
to be regulated by the ordinance and was not overbroad 
as inhibiting the First Amendment rights of other parties 
since (a) the ordinance does not restrict speech as such 
but simply regulates the commercial marketing of items 
that the labels reveal may be used for an illicit purpose 
and thus the ordinance does not embrace noncommercial 
speech, (b) insofar as any commercial speech interest 
was implicated, it was only the attenuated interest in dis
playing and marketing merchandise in the manner the 
retailer desires, and (c) it was irrelevant whether the or
dinance had an overbroad scope encompassing other 
persons' commercial speech, (2) the ordinance is not 
impermissibly vague in all of its applications and could 
therefore not be challenged on its face as unduly vague 
in violation of due process as applied to a business en
gaged in selling drug paraphernalia since (a) the lan
guage "designed for use" is not unconstitutionally vague 
on its face insofar as it is sufficiently clear to cover at 
least some of the items sold by the business, and (b) the 
language "marketed for use" gave the business ample 
warning that its marketing activities required a license. 

White, J., concurring in the judgment, expressed the 
view that the court need not have discussed the over
breadth problem in order to reach the result since the 
Court of Appeals did not discuss any problem of over
breadth but rather erroneously held the ordinance void 
for vagueness. 

Stevens, J., did not participate. 

LAWYERS' EDITION HEADNOTES: 

[***LEdHN1] 
LAW § 952 
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First Amendment -- drug paraphernalia ordinance -
commercial speech --
Headnote: [IA][lB] 

A village's ordinance which requires a business to obtain 
a license if it sells any items that are "designed or mar
keted for use with illegal cannabis or drugs" does not 
infringe upon the First Amendment rights of a merchan
diser of items purported to be regulated by the ordinance, 
and is not overbroad as inhibiting the First Amendment 
rights of other parties, even though guidelines interpret
ing the ordinance utilized the proxiillity of drug-related 
literature as an indicium that paraphernalia are "marketed 
for use with illegal cannabis or drugs" since (1) the ordi
nance does not restrict speech as such, but simply regu
lates the commercial marketing of items that the labels 
reveal may be used for an illicit purpose, (2) insofar as 
any commercial speech interest is implicated, it is only 
the attenuated interest in displaying and marketing mer
chandise in the manner that the retailer desires, and (3) it 
is irrelevant whether the ordinance has an overbroad 
scope encompassing protected commercial speech of 
other persons because the overbreadth doctrine does not 
apply to commercial speech. 

[***LEdHN2] 
CORPORATIONS § 37.7 
drug paraphernalia ordinance -- vagueness -

Headnote:[2A ][2B][2C] 

A municipal ordinance which requires a business to ob
tain a license if it sells any items that are "designed or 
marketed for use with illegal cannabis or drugs" is not 
impermissibly vague in all of its applications and there
fore may not be challenged on its face as unduly vague in 
violation of due process as applied to a business engaged 
in selling drug paraphernalia since (1) the language "de
signed for use" is not unconstitutionally vague on its face 
insofar as it is sufficiently clear to cover at least some of 
the items sold by the business and (2) the language 
"marketed for use" gives the business ample warning that 
its marketing activities require a license. 

[***LEdHN3] 
STATUTES § 26 
statute overbreadth and vagueness challenge -
Headnote: [3] 

In a facial challenge to the overbreadth and vagueness of 
a law, a court's fIrst task is to detennine whether the en
actment reaches a substantial amount of constitutionally 
protected conduct and if it does not, then the overbreadth 
challenge must fail; the court should then examine the 
facial vagueness challenge and, assuming the enactment 
implicates no constitutionally protected conduct, should 

uphold the challenge only if the enactment is impermis
sibly vague in all of its applications since a plaintiff who 
engages in some conduct that is clearly proscribed can
not complain of the vagueness of the law as applied to 
the conduct of others, it being necessary for a court to 
examine the complainant's conduct before analyzing 
other hypothetical applications of the law. 

[***LEdHN4] 
COURTS § 810 
facial challenge -- state law -- state court construction -

Headnote: [ 4A][ 4B] 

In evaluating a facial challenge to a state law, a federal 
court must consider any limiting construction that a state 
court or state enforcement agency has proffered, and, in 
making that determination, a court should evaluate the 
ambiguous as well as the unambiguous scope of the en
actment. 

[***LEdHN5] 
STATUTES § 17 
vagueness challenge -- criteria -

Headnote: [5A][5B] 

Vagueness challenges to statutes which do not involve 
First Amendment freedoms must be examined in the 
light of the facts of the case at hand. 

[***LEdHN6] 
STATUTES § 26 
vagueness challenge -- standing -

Headnote: [6A] [6B] 

One to whose conduct a statute clearly applies may not 
successfully challenge it for vagueness, since to sustain 
such a challenge, the complainant must prove that the 
enactment is vague not in the sense that it requires a per
son to conform his conduct to an imprecise but compre
hensible normative standard, but rather in the sense that 
no standard of conduct is specifIed at all. 

[***LEdHN7] 
LAW § 954 
First Amendment -- commercial speech -- government 

regulation --
Headnote: [7] 

With regard to the protections of the First Amendment 
on commercial speech, the government may regulate or 
b~lll entirely speech proposing an illegal transaction. 

[***LEdHN8] 
CORPORATIONS § 37.7 
STATUTES § 17 
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constitutional challenge -- over Breadth -
Headnote: [8] 

With regard to whether a municipal ordinance is uncon
stitutional by virtue of having an overbroad scope, the 
overbreadth doctrine does not apply to commercial 
speech; however, a law that does not reach constitution
ally protected conduct and therefore satisfies the over
breadth doctrine may nevertheless be challenged on its 
face as unduly vague in violation of due process, al
though in order to succeed the complainant must demon
strate that the law is impermissibly vague in all of its 
applications. 

[***LEdHN9] 
LAW § 710 
drug paraphernalia ordinance; substantive due process -

Headnote:[9A][9B] 

A retailer's right to sell smoking accessories, and the 
purchaser's right to buy and use them, are entitled only to 
minimal due process protection, regulation of items that 
have some lawful as well as unlawful uses not being an 
irrational means of discouraging drug use; accordingly, a 
municipal "drug paraphernalia" ordinance which requires 
a business to obtain a license if it sells certain items does 
not constitute a denial of substantive due process on the 
grounds that it would inhibit innocent users of items cov
ered by the ordinance. 

[***LEdHNlO] 
STATUTES § 33 
drug paraphernalia law -- vagueness challenge -

Headnote: [1 OA] [lOB] 

In the event that a state court should construe a munici
pal drug paraphernalia licensing ordinance as prohibiting 
the sale of all pipes, of whatever description, then a seller 
of corncob pipes could not complain that the law is un
duly vague, but could object that the law is not intended 
to cover such items. 

[***LEdHNll] 
CORPORATIONS § 37.7 
municipal ordinance -- vagueness challenge -

Headnote:[II] 

The degree of vagueness that the Federal Constitution 
tolerates of a municipal ordinance depends in part on the 
nature of the enactment, and therefore economic regula
tion is subject to a less strict vagueness test because its 
subject-matter is often more narrow, and because busi
nesses can be expected to consult relevant legislation in 
advance of action; perhaps the most important factor 
affecting the clarity that the Constitution demands of a 

law is whether it threatens to inhibit the exercise of a 
constitutionally protected right such as, for example, if 
the law interferes with the right of :free speech or of asso
ciation, a more stringent vagueness test should apply. 

[***LEdHNI2] 
CORPORATIONS § 37.7 
vagueness -- standards for enforcement -

Headnote:[12A][12B][12C] 

A municipal ordinance regulating the sale of drug para
phernalia which requires a business to obtain a license if 
it sells any items that are "designed or marketed for use 
with illegal cannabis or drugs" is not void for vagueness 
in a preenforcement challenge to it on the grounds that it 
provides insufficient standards for enforcement, espe
cially where the ordinance is sufficiently clear to over
come. the speculative danger of arbitrary enforcement 
and where the possibility exists that the village enacting 
the ordinance will take further steps to minimize the 
dangers of arbitrary enforcement; the theoretical possi
bility that the village will enforce its ordinance against a 
paperclip placed next to certain literature is of no due 
process significance unless the possibility ripens into a 
prosecution. 

[***LEdHN13] 
CORPORATIONS § 37.7 
facial vagueness -- business regulation -

Headnote: [13] 

In reviewing a municipal business regulation for facial 
vagueness, the principle inquiry is whether the law af
fords fair waming of what is proscribed. 

[***LEdHNI4] 
COURTS § 123 
drug paraphernalia ordinance -- inquiry into wisdom and 
effectiveness -- Supreme Court --
Headnote: [14] 

Whether municipal ordinances regulating or prohibiting 
the sale of drug paraphernalia are wise or effective is not 
the province of the United States Supreme Court. 

SYLLABUS: 

An ordinance of appellant village requires a busi
ness to obtain a license if it sells any items that are "de
signed or marketed for use with illegal cannabis or 
drugs." Guidelines defme the items (such as "roach 
clips," which are used to smoke cannabis, "pipes," and 
"paraphernalia"), the sale of which is required to be li
censed. Appellee, which sold a variety of merchandise 
in its store, including "roach clips" and specially de
signed pipes used to smoke marihuana, upon being noti-
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fied that it was in possible violation of the ordinance, 
brought suit in Federal District Court, claiming that the 
ordinance is unconstitutionally vague and overbroad, and 
requesting injunctive and declaratory relief and damages. 
The District Court upheld the ordinance and awarded 
judgment to the village defendants. The Court of Ap
peals reversed on the ground that the ordinance is uncon
stitutionally vague on its face. 

Held: The ordinance is not facially overbroad or 
vague but is reasonably clear in its application to appel
lee. Pp.494-505. 

(a) In a facial challenge to the overbreadth and 
vagueness of an enactment, a court must first determine 
whether the enactment reaches a substantial amount of 
constitutionally protected conduct. If it does not, the 
overbreadth challenge must fail. The court should then 
examine the facial vagueness challenge and should up
hold such challenge only if the enactment is impermissi
bly vague in all of its applications. Pp.494-495. 

(b) The ordinance here does not violate appellee's 
First Amendment rights nor is it overbroad because it 
inhibits such rights of other parties. The ordinance does 
not restrict speech as such but simply regulates the com
mercial marketing of items that the labels reveal may be 
used for an illicit purpose and thus does not embrace 
noncommercial speech. With respect to. any commercial 
speech interest implicated, the ordinance's restriction on 
the manner of marketing does not appreciably limit ap
pellee's communication of information, except to the 
extent it is directed at commercial activity promoting or 
encouraging illegal drug use, an activity which, if 
deemed "speech," is speech proposing an illegal transac
tion and thus subject to government regulation or ban. It 
is irrelevant whether the ordinance has an overbroad 
scope encompassing other persons' commercial speech, 
since the overbreadth doctrine does not apply to com
mercial speech. Pp. 495-497. 

(c) With respect to the facial vagueness challenge, 
appellee has not shown that the ordinance is impermissi
bly vague in all of its applications. The ordinance's lan
guage "designed ... for use" is not 'unconstitutionally 
vague on its face, since it is clear that such standard en
compasses at least an item that is principally used with 
illegal drugs by virtue of its objective features, i. e., fea
tures designed by the manufacturer. Thus, the "designed 
for use" standard is sufficiently clear to cover at least 
some of the items that appellee sold, such as "roach 
clips" and the specially designed pipes. As to the "mar
keted for use" standard, the guidelines refer to the dis
play of paraphernalia and to the proximity of covered 
items to otherwise uncovered items, and thus such stan
dard requires scienter on the part of the retailer. Under 
this test, appellee had ample warning that its marketing 

activities required a license, and by displaying a certain 
magazine and certain books dealing with illegal drugs 
physically close to pipes and colored rolling paper, it was 
in clear violation of the guidelines, as it was in selling 
"roach clips." Pp. 499-503. 

(d) The ordinance's language is sufficiently clear 
that the speculative danger of arbitrary enforcement does 
not render it void for vagueness in a pre-enforcement 
facial challenge. Pp. 503-504. 

COUNSEL: 

Richard N. Williams argued the cause and filed 
briefs for appellants. 

Michael L. Pritzker argued the cause and filed a 
brief for appellee. * 

* Ronald A. Zumbrun and John H. Findley 
filed a brief for Community Action Against Drug 
Abuse as amicus curiae urging reversal. 

Charles A. Trost filed a brief for American 
Businesses for Constitutional Rights as amicus 
curiae urging affirmance. 

Briefs of amici curiae were filed for the State 
of Arkansas et al. by Steve Clark, Attorney Gen
eral of Arkansas, J. D. MacFarlane, Attorney 
General of Colorado, Carl R. Ajello, Attorney 
General of Connecticut, Richard S. Gebelein, At
torney General of Delaware, Jim Smith, Attorney 
General of Florida, and Mitchell D. Franks, 
David H. Leroy, Attorney General of Idaho, 
Linley E. Pearson, Attorney General of Indiana, 
Robert T. Stephan, Attorney General of Kansas, 
William J. Guste, Jr., Attorney General of Louisi
ana, James E. Tierney, Attorney General of 
Maine, Stephen H. Sachs, Attorney General of 
Maryland, and Paul F. Strain, Dennis M. 
Sweeney, and Linda H. Lamone, Assistant Attor
neys General, Paul L. Douglas, Attorney General 
of Nebraska, Richard H. Bryan, Attorney General 
of Nevada, James R. Zazzali, Attorney General of 
New Jersey, Jeff Bingaman, Attorney General of 
New Mexico, Rufus L. Edmisten, Attorney Gen
eral of North Carolina, and David S. Crump and 
James L. Wallace, Jr., Deputy Attorneys General, 
Jan Eric Cartwright, Attorney General of Okla
homa, Leroy S. Zimmerman, Attorney General of 
Pennsylvania, Mark White, Attorney General of 
Texas, David L. Wilkinson, Attorney General of 
Utah, and Kenneth O. Eikenberry, Attorney Gen
eral of Washington; and for the Village of Wil
mette, Illinois, by Robert J. Mangler. 
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JUDGES: 

MARSHALL, J., delivered the opinion of the Court, 
in which BURGER, C. J., and BRENNAN, BLACK
MUN, POWELL, REHNQUIST, and O'CONNOR, JJ., 
joined. WHITE, J., filed an opinion concurring in the 
judgment, post, p. 507. STEVENS, J., took no part in 
the consideration or decision of the case. 

OPINION BY: 

MARSHALL 

OPINION: 

[*491] [***367] [**1189] JUSTICE MAR-
SHALL delivered the opinion of the Court. 

[***LEdHRIA] [IA] [**>!<LEdHR2A] [2A]This case 
presents a pre-enforcement facial challenge to a drug 
paraphernalia ordinance on the ground that it is unconsti
tutionally vague and overbroad. The ordinance in ques
tion requires a business to obtain a license if it sells any 
items that are "designed or marketed for use with illegal 
cannabis or drugs." Village of Hoffman Estates Ordi
nance No. 969-1978. The United States Court of Ap
peals for the Seventh Circuit held that the ordinance is 
vague on its face. 639 F.2d 373 (1981). We noted prob
able jurisdiction, 452 Us. 904 (1981), and now reverse. 

I 

For more than three years prior to May 1, 1978, ap
pellee The Flipside, Hoffman Estates, Inc. (Flipside), 
sold a variety of merchandise, including phonographic 
records, smoking accessories, novelty devices, and jew
elry, in its store located in the [**1190] village of 
Hoffman Estates, Ill. (village). nl On February [*492] 
20, 1978, the village enacted an ordinance regulating 
drug paraphernalia, to be effective May 1, 1978. n2 The 
ordinance makes it unlawful for any person "to sell any 
items, effect, paraphernalia, accessory or thing which is 
designed or marketed for use with illegal cannabis or 
drugs, as defined by Illinois Revised Statutes, without 
obtaining a license therefor." The license fee is $ 150. A 
business must also file affidavits that the licensee and its 
employees have not been convicted of a drug-related 
offense. Moreover, the business must keep a record of 
each sale of a regulated item, including the name and 
address of the [***368] purchaser, to be open to police 
inspection. No regulated item may be sold to a minor. A 
violation is subject to a fme of not less than $ 10 and not 
more than $ 500, and each day that a violation continues 
gives rise to a separate offense. A series of licensing 
guidelines prepared by the Village Attorney defme "Pa
per," "Roach Clips," "Pipes," and "Paraphernalia," the 
sale of which is required to be licensed. n3 

nl More specifically, the District Court 
found: 

"[Flipside] sold literature that included 'A Child's 
Garden of Grass,' 'Marijuana Grower's Guide,' 
and magazines such as 'National Lampoon,' 'Roll
ing Stone,' and 'High Times.' The novelty devices 
and tobacco-use related items plaintiff displayed 
and sold in its store ranged from small commodi
ties such as clamps, chain ornaments and earrings 
through cigarette holders, scales, pipes of various 
types and sizes, to large water pipes, some de
signed for individual use, some which as many as 
four persons can use with flexible plastic tubes. 
Plaintiff also sold a large number of cigarette 
rolling papers in a variety of colors. One of 
plaintiffs displayed items was a mirror, about 
seven by nine inches with the word 'Cocaine' 
painted on its surface in a purple color. Plaintiff 
sold cigarette holders, 'alligator clips,' herb sift
ers, vials, and a variety of tobacco snuff." 485 
F.Supp. 400, 403 (ND Ill. 1980). 

n2 The text of the ordinance is set forth in 
the Appendix to this opinion. 

n3 The guidelines provide: 

"LICENSE GUIDELINES FOR ITEMS, EF
FECT, PARAPHERNALIA, ACCESSORY OR 
THING WHICH IS DESIGNED OR MAR
KETED FOR USE WITH ILLEGAL CANNA
BISORDRUGS 

"Paper -- white paper or tobacco oriented paper 
not necessarily designed for use with illegal can
nabis or drugs may be displayed. Other paper of 
colorful design, names oriented for use with ille
gal cannabis or drugs and displayed are covered. 

"Roach Clips -- designed for use with illegal can
nabis or drugs and therefore covered. 

"Pipes -- if displayed away from the proximity of 
nonwhite paper or tobacco oriented paper, and 
not displayed within proximity of roach clips, or 
literature encouraging illegal use of cannabis or 
illegal drugs are not covered; otherwise, covered. 

"Paraphernalia -- if displayed with roach clips or 
literature encouraging illegal use of cannabis or 
illegal drugs it is covered." 



Page 6 
455 U.S. 489, *; 102 S. Ct. 1186, **; 

71 L. Ed. 2d 362, ***; 1982 U.S. LEXIS 78 

[*493] After an administrative inquiry, the village 
determined that Flipside and one other store appeared to 
be in violation of the ordinance. The Village Attorney 
notified Flipside of the existence of the ordinance, and 
made a copy of the ordinance and guidelines available to 
Flipside. Flipside's owner asked for guidance concerning 
which items were covered by the ordinance; the Village 
Attorney advised him to remove items in a certain sec
tion of the store "for his protection," and he did so. App. 
71. The items included, according to Flipside's descrip
tion, a clamp, chain ornaments, an "alligator" clip, key 
chains, necklaces, earrings, cigarette holders, glove 
stretchers, scales, strainers, a pulverizer, squeeze bottles, 
pipes, water pipes, pins, an herb sifter, mirrors, vials, 
cigarette rolling papers, and tobacco snuff. On May 30, 
1978, instead of applying for a license or seeking clarifi
cation via the administrative procedures that the village 
had established for its licensing ordinances, n4 Flipside 
filed this lawsuit in the United States District Court for 
the Northern District of Illinois. 

n4 Ordinance No. 932-1977, the Hoffman 
Estates Administrative Procedure Ordinance, was 
enacted prior to the drug paraphernalia ordinance, 
and provides that an interested person may peti
tion for the adoption of an interpretive rule. If the 
petition is denied, the person may place the mat
ter on the agenda of an appropriate village com
mittee for review. The Village Attorney indi
cated that no interpretive rules had been adopted 
with respect to the drug paraphernalia ordinance 
because no one had yet applied for a license. 
App.68. 

[**1191] The complaint alleged, inter alia, that the 
ordinance is unconstitutionally vague and overbroad, and 
requested injunctive and declaratory relief and damages. 
The District Court, after hearing testimony, declined to 
grant a preliminary injunction. The case was tried with
out a jury on additional evidence and stipulated testi
mony. The court issued [*494] an opinion upholding 
the constitutionality of the ordinance, and awarded 
judgment to the village defendants. 485 F.Supp. 400 
(1980). 

The Court of Appeals reversed on the ground that 
the ordinance is unconstitutionally vague on its face. 
The court reviewed the language of the ordinance and 
guidelines and found it vague with respect to certain 
conceivable applications, such [***369] as ordinary 
pipes or "paper clips sold next to Rolling Stone maga
zine." 639 F.2d, at 382. It also suggested that the "sub
jective" nature of the "marketing" test creates a danger of 

arbitrary and discriminatory enforcement against those 
with alternative lifestyles. Id., at 384. Finally, the court 
determined that the availability of administrative review 
or guidelines cannot cure the defect. Thus, it concluded 
that the ordinance is impermissibly vague on its face. 

tI 

[***LEdHR3] [3] [***LEdHR4A] [4A] 
[***LEdHR5A] [5A] [***LEdHR6A] [6A]In a facial 
challenge to the overbreadth and vagueness of a law, n5 
a court's first task is to determine whether the enactment 
reaches a substantial amount of constitutionally protected 
conduct. n6 If it does not, then the overbreadth challenge 
must fail. The court should then examine the facial 
vagueness challenge and, assuming the enactment impli
cates [*495] no constitutionally protected conduct, 
should uphold the challenge only if the enactment is 
impermissibly vague in all of its applications. A plaintiff 
who engages in some conduct that is clearly proscribed 
cannot complain of the vagueness of the law as applied 
to the conduct of others. n7 A court should therefore 
examine the complainant's conduct before analyzing 
other hypothetical applications of the law. 

[***LEdHR4B] [4B] 

n5 A "facial" challenge, in this context, 
means a claim that the law is "invalid in toto -
and therefore incapable of any valid application." 
Steffel v. Thompson, 415 u.s. 452, 474 (1974). In 
evaluating a facial challenge to a state law, a fed
eral court must, of course, consider any limiting 
construction that a state court or enforcement 
agency has proffered. Grayned v. City of Rock
ford, 408 u.s. 104, 110 (1972). 

n6 In making that determination, a court 
should evaluate the ambiguous as well as the un
ambiguous scope of the enactment. To this ex
tent, the vagueness of a law affects overbreadth 
analysis. The Court has long recognized that am
biguous meanings cause citizens to "'steer far 
wider of the unlawful zone' ... than if the 
boundaries of the forbidden areas were clearly 
marked." Baggett v. Bullitt, 377 u.s. 360, 372 
(1964), quoting Speiser v. Randall, 357 U.S. 513, 
526 (1958); see Grayned, supra, at 109; cf. 
Young v. American Mini Theatres, Inc., 427 U.s. 
50, 58-61 (1976). 

[***LEdHR5B] [5B] [***LEdHR6B] [6B] 
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n7 "[Vagueness] challenges to statutes which do 
not involve First Amendment freedoms must be 
examined in the light of the facts of the case at 
hand." United States v. Mazuri'e, 419 Us. 544, 
550 (1975). See United States v. Powell, 423 US. 
87,92-93 (1975); United States v. National Dairy 
Products Corp., 372 Us. 29, 32-33, 36 (1963). 
"One to whose conduct a statute clearly applies 
may not successfully challenge it for vagueness." 
Parker v. Levy, 417 Us. 733, 756 (1974). The ra
tionale is evident: to sustain such a challenge, the 
complainant must prove that the enactment is 
vague "'not in the sense that it requires a person 
to conform his conduct to an imprecise but com
prehensible normative standard, but rather in the 
sense that no standard of conduct is specified at 
all.' Coates v. City of Cincinnati, 402 Us. 611, 
614 (1971). Such a provision simply has no 
core." Smith v. Goguen, 415 Us. 566, 578 
(1974). 

The Court of Appeals in this case did not explicitly 
consider whether the ordinance reaches constitutionally 
protected conduct and is overbroad, nor whether the or
dinance is vague in all of its applications. Instead, the 
court determined that the ordinance is void for vagueness 
because it is unclear in some of its applications to the 
[**1192] conduct of Flipside and of other hypothetical 
parties. [***370] Under a proper analysis, however, the 
ordinance is not facially invalid. 

III 

[***LEdHRlB] [lB]We first examine whether the or
dinance infringes Flipside's First Amendment rights or is 
overbroad because it inhibits the First Amendment rights 
of other parties. Flipside makes the exorbitant claim that 
the village has imposed a "prior restraint" on speech be
cause the guidelines treat the proximity of drug-related 
literature as an indicium that paraphernalia are "marketed 
for use with illegal cannabis or [*496] drugs." Flipside 
also argues that because the presence of drug-related 
designs, logos, or slogans on paraphernalia may trigger 
enforcement, the ordinance infringes "protected symbolic 
speech." Brief for Appellee 25. 

These arguments do not long detain us. First, the 
village has not directly infringed the noncommercial 
speech of Flipside or other parties. The ordinance li
censes and regulates the sale of items displayed "with" or 
"within proximity of' "literature encouraging illegal use 
of cannabis or illegal drugs," Guidelines, supra n. 3, but 
does not prohibit or otherwise regulate the sale of litera
ture itself. Although drug-related designs or names on 
cigarette papers may subject those items to regulation, 

the village does not restrict speech as such, but simply 
regulates the commercial marketing of items that the 
labels reveal may be used for an illicit purpose. The 
scope of the ordinance therefore does not embrace non
commercial speech. 

[***LEdHR7] [7] [***LEdHR8] [8] [***LEdHR9A] 
[9A] [***LEdHRlOA] [10A]Second, insofar as any 
commercial speech interest is implicated here, it is only 
the attenuated interest in displaying and marketing mer
chandise in the manner that the retailer desires. We 
doubt that the village's restriction on the manner of mar
ketingappreciably limits Flipside's communication of 
information n8 -- with one obvious and telling exception. 
The ordinance is expressly directed at commercial activ
ity promoting or encouraging illegal drug use. If that 
activity is deemed "speech," then it is speech proposing 
an illegal transaction, which a government may regulate 
or ban entirely. Central Hudson Gas & Electric Corp. v. 
Public Service Comm'n, 447 Us. 557, 563-564 (1980); 
Pittsburgh Press Co. v. Human Relations Comm'n, 413 
US. 376, 388 (1973). Finally, it is irrelevant whether the 
ordinance has an [*497] overbroad scope encompassing 
protected commercial speech of other persons, because 
the overbreadth doctrine does not apply to commercial 
speech. Central Hudson, supra, at 565, n. 8. n9 . 

n8 Flipside explained that it placed items that 
the village considers drug paraphernalia in loca
tions near a checkout counter because some are 
"point of purchase" items and others are small 
and apt to be shoplifted. App. 43. Flipside did 
not assert that its manner of placement was moti
vated in any part by a desire to connnunicate in
formation to its customers. 

[***LEdHR9B] [9B] [***LEdHRlOB] [lOB] 

n9 Flipside also argues that the ordinance is 
"overbroad" because it could extend to "innocent" 
and "lawful" uses of items as well as uses with il
legal drugs. Brief for Appellee 10, 33-35. This 
argument seems to confuse vagueness and over
breadth doctrines. If Flipside is objecting that it 
cannot determine whether the ordinance regulates 
items with some lawful uses, then it is complain
ing of vagueness. We filld that claim unpersua
sive in this pre-enforcement facial challenge. See 
infra, at 497-504. IfFlipside is objecting that the 
ordinance would inhibit innocent uses of items 
found to be covered by the ordinance, it is com
plaining of denial of substantive due process. 
The latter claim obviously lacks merit. A re-
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tailer's right to sell smoking accessories, and a 
purchaser's right to buy and use them, are entitled 
only to minimal due process protection. Here, 
the village presented evidence of illegal drug use 
in the community. App.37. Regulation of items 
that have some lawful as well as unlawful uses is 
not an irrational means of discouraging drug use. 
See Exxon Corp. v. Governor of Maryland, 437 
US. 117, 124-125 (1978).The hostility of some 
lower courts to drug paraphernalia laws -- and 
particularly to those regulating the sale of items 
that have many innocent uses, see, e. g., 639 F.2d 
373, 381-383 (1981); Record Revolution No.6, 
Inc. v. City of Parma, 638 F.2d 916, 928 (CA6 

. 1980), vacated and remanded, 451 US. 1013 
(1981) -- may reflect a belief that these measures 
are ineffective in stemming illegal drug use. This 
perceived defect, however, is not a defect of clar
ity. In the unlikely event that a state court con-' 
strued this ordinance as prohibiting the sale of all 
pipes, of whatever description, then a seller of 
corncob pipes could not complain that the law is 
unduly vague. He could, of course, object that the 
law was not intended to cover such items. 

[***371] [**1193] IV 

A 

[***LEdHR2B] [2B]A law that does not reach constitu
tionally protected conduct and therefore satisfies the 
overbreadth test may nevertheless be challenged on its 
face as unduly vague, in violation of due process. To 
succeed, however, the complainant must demonstrate 
that the law is impermissibly vague in all of its applica
tions. Flipside makes no such showing. 

[*498] The standards for evaluating vagueness 
were enunciated in Grayned v. City of Rockford, 408 
US. 104, 108-109 (1972): 

"Vague laws offend several important values. First, be
cause we assume that man is free to steer between lawful 
and unlawful conduct, we insist that laws give the person 
of ordinary intelligence a reasonable opporhmity to know 
what is prohibited, so that he may act accordingly. 
Vague laws may trap the innocent by not providing fair 
warning. Second, if arbitrary and discriminatory en
forcement is to be prevented, laws must provide explicit 
standards for those who apply them. A vague law 
impermissibly delegates basic policy matters to police
men, judges, and juries for resolution on an ad hoc and 
subjective basis, with the attendant dangers of arbitrary 
and discriminatory applications" (footnotes omitted). 

[***LEdHR11] [l1]These standards should not, of 
course, be mechanically applied. The degree of vague
ness that the Constitution tolerates -- as well as the rela
tive importance of fair notice and fair enforcement -
depends in part on the nature of the enactment. Thus, 
economic regulation is subject to a less strict vagueness 
test because its subject matter is often more narrow, nlO 
and because businesses, which face economic demands 
to plan behavior carefully, can be expected to consult 
relevant legislation in advance of action. nIl Indeed, the 
regulated enterprise may have the ability [***372] to 
clarify the meaning of the regulation by its own inquiry, 
or by resort to an administrative process. n12 The Court 
has also expressed greater tolerance of [*499] enact
ments with civil rather than criminal penalties because 
the consequences of imprecision are qualitatively less 
severe. n13 And the Court has recognized that a scienter 
requirement may mitigate a law's vagueness, especially 
with respect to the adequacy of notice to the complainant 
that his conduct is proscribed. n14 

n10 Papachristou v. City of Jacksonville, 405 
Us. 156, 162 (1972) (dictum; collecting cases). 

nIl See, e. g., United States v. National 
Dairy Products Corp., 372 Us. 29 (1963). Cf. 
Smith v. Goguen, 415 US., at 574. 

n12 See Joseph E. Seagram & Sons, Inc. v. 
Hostetter, ~84 US. 35, 49 (1966); McGowan v. 
Maryland, 366 Us. 420, 428 (1961). 

n13 See Barenblatt v. United States, 360 
Us. 109, 137 (1959) (Black, J., with whom War
ren, C. J., and Douglas, J., joined, dissenting); 
Winters v. New York, 333 Us. 507, 515 (1948). 

n14 See, e. g, Colautti v. Franklin, 439 u.s. 
379, 395 (1979); Boyce Motor Lines v. United 
States, 342 US. 337, 342 (1952); Screws v. 
United States, 325 US. 91, 101-103 (1945) (plu
rality opinion). See Note, The Void-for
Vagueness Doctrine in the Supreme Court, 109 
0. Pa. L. Rev. 67, 87, n. 98 (1960). 

Finally, perhaps the most important factor affecting 
the clarity that the Constitution demands of a law is 
whether it threatens to inhibit the exercise of constitu
tionally protected rights. If, for example, the law inter
feres with the right of free speech [** 1194] or of asso-
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ciation, a more stringent vagueness test should apply. 
n15 

B 

n15 See, e. g., Papachristou, supra; 
Grayned, 408 US., at 109. 

[***LEdHR2C] [2C]This ordinance simply regulates 
business behavior and contains a scienter requirement 
with respect to the alternative "marketed for use" stan
dard. The ordinance nominally imposes only civil penal
ties. However, the village concedes that the ordinance is 
"quasi-criminal," and its prohibitory and stigmatizing 
effect may warrant a relatively strict test. n16 [*500] 
Flipside's facial challenge fails because, under the test 
appropriate to either a quasi-criminal or a criminal law, 
the ordinance is sufficiently clear as applied to Flipside. 

n16 The village stipulated that the purpose of 
the ordinance is to discourage use of the regu
lated items. App. 33. Moreover, the prohibitory 
and stigmatizing effects of the ordinance are 
clear. As the Court of Appeals remarked, "few 
retailers are willing to brand themselves as sellers 
of drug paraphernalia, and few customers will 
buy items with the condition of signing their 
names and addresses to a register available to the 
police." 639 F.2d, at 377. The proposed register 
is entitled, "Retail Record for Items Designed or 
Marketed for Use with Illegal Cannabis or 
Drugs." Record, Complaint, App. B. At argu
ment, counsel for the village admitted that the or
dinance is "quasi-criminal." Tr. of Oral Arg. 4-5. 

The ordinance requires Flipside to obtain a license if 
it sells "any items, effect, paraphernalia, accessory or 
thing which is designed or marketed for use with illegal 
cannabis or drugs, as defined by the Illinois Revised 
Statutes." Flipside expresses no uncertainty about which 
drugs this description encompasses; as the District Court 
noted, 485 F.Supp., at 406, Illinois law clearly defines 
cannabis and numerous other controlled drugs, including 
cocaine. Ill. Rev. Stat., ch. 56 112, paras. 703 and 
1l02(g) (1980). On the other hand, the words "items, 
effect, paraphernalia, accessory or thing" do not identify 
the type of merchandise that the village [***373] de
sires to regulate. n17 Flipside's challenge thus appropri
ately focuses on the language "designed or marketed for 
use.,i Under either the "designed for use" or "marketed 
for use" standard, we conclude that at least some of the 
items sold by Flipside are covered. Thus, Flipside's fa
cial challenge is unavailing. 

n17 The District Court apparently relied 
principally on the growing vernacular under
standing of "paraphernalia" as drug-related items, 
and therefore did not separately analyze the 
meaning of "designed or marketed for use." 485 
F.Supp., at 405-407. We agree with the Court of 
Appeals that a regulation of "paraphernalia" alone 
would not provide much warning of the nature of 
the items regulated. 639 F.2d, at 380. 

1. "Designed for use" 

The Court of Appeals objected that "designed ... for 
use" is ambiguous with respect to whether items must be 
inherently suited only for drug use; whether the retailer's 
intent or manner of display is relevant; and whether the 
intent of a third party, the manufacturer, is critical, since 
the manufacturer is the "designer." 639 F.2d, at 380-381. 
For the reasons that follow, we conclude that this lan
guage is not unconstitutionally vague on its face. 

The Court of Appeals' speculation about the mean
ing of "design" is largely unfounded. The guidelines 
refer to "paper [*501] of colorful design" and to other 
specific items as conclusively "designed" or not "de
signed" for illegal use. n18 A principal meaning 
[**1195] of "design" is "[to] fashion according to a 
plan." Webster's New International Dictionary of the 
English Language 707 (2d ed. 1957). Cf. Lanzetta v. 
New Jersey, 306 Us. 451, 454, n. 3 (1939). It is there
fore plain that the standard encompasses at least an item 
that is principally used with illegal drugs by virtue of its 
objective features, i. e., features designed by the manu
facturer. A business person of ordinary intelligence 
would understand that this term refers to the design of 
the manufacturer, not the intent of the retailer or cus
tomer. It is also sufficiently clear that items which are 
principally used for riondrug purposes, such as ordinary 
pipes, are not "designed for use" with illegal drugs. 
Moreover, no issue of fair warning is present in this case, 
since Flipside concedes that the phrase refers to struc
tural characteristics of an item. n19 

n18 The guidelines explicitly provide that 
"white paper . . . may be displayed," and that 
"Roach Clips" are "designed for use with illegal 
cannabis or drugs and therefore covered" (em
phasisadded). The Court of Appeals criticized 
the latter definition for failing to explain what a 
"roach clip" is. This criticism is unfounded be
cause that technical term has sufficiently cleat 
meaning in the drug paraphernalia industry. 
Without undue burden, Flipside could easily de-
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tennine the meaning of the term. See American 
Heritage Dictionary of the English Language 
1122 (1980) (defining "roach" as "[the] butt of a 
marijuana cigarette"); R. Lingeman, Drugs from 
A to Z: A Dictionary 213-214 (1969) (defining 
"roach" and "roach holder"). Moreover, the ex
planation that a retailer may display certain paper 
"not necessarily designed for use" clarifies that 
the ordinanc!,! at least embraces items that are 
necessarily designed for use with cannabis or il
legal drugs. 

n19 "It is readily apparent that under the 
Hoffman Estates scheme, the 'designed for use' 
phrase refers to the physical characteristics of 
items deemed per se fashioned for use with 
drugs; and that, if any intentional conduct is im
plicated by the phrase, it is the intent of the 'de
signer' (i. e. patent holder or manufacturer) whose 
intent for an item or 'design' is absorbed into the 
physical attributes, or structural 'design' of the 
finished product." Brief for Appellee 42-43. 
Moreover, the village President described drug 
paraphernalia as items "[manufactured} for that 
purpose and marketed for that purpose." App. 82 
(emphasis added). 

[*502] The [***374] ordinance and guidelines do 
contain ambiguities. Nevertheless, the "designed for 
use" standard is sufficiently clear to cover at least some 
of the items that Flipside sold. The ordinance, through 
the guidelines, explicitly regulates "roach clips." Flip
side's co-operator admitted that the store sold such items 
see Tr. 26, 30, and the village Chief of Police testified 
that he had never seen a "roach clip" used for any pur
pose other than to smbke cannabis. App. 52. The Chief 
also testified that a specially designed pipe that Flipside 
marketed is typically used to smoke marihuana. Ibid. 
Whether further guidelines, administrative rules, or en
forcement policy will clarify the more ambiguous scope 
of the standard in other respects is of no concern in this 
facial challenge. 

2. "Marketedfor use" 

Whatever ambiguities the "designed ... for use" 
standard may engender, the alternative "marketed for 
use" standard is transparently clear: it describes a re
tailer's intentional display and marketing of merchandise. 
The guidelines refer to the display of paraphernalia, and 
to the proximity of covered items to otherwise uncovered 
items. A retail store therefore must obtain a license if it 
deliberately displays its wares in a manner that appeals to 
or encourages illegal drug use. The standard requires 

scienter, since a retailer could scarcely "market" items 
"for" a particular use without intending that use. 

Under this test, Flipside had ample warning that its 
marketing activities required a license. Flipside displayed 
the magazine High Times and books entitled Marijuana 
Grower's Guide, Children's Garden of Grass, and The 
Pleasures of Cocaine, physically close to pipes and col
ored rolling papers, in clear violation of the guidelines. 
As noted above, Flipside's co-operator admitted that his 
~tore sold "roach clips," which are principally used for 
Illegal purposes. Finally, in the [*503] same section of 
the store, Flipside had posted the sign, "You must be 18 
or older to purchase any head supplies." n20 Tr. 30. 

v 

n20 The American Heritage Dictionary of 
the English Language 606 (1980) gives the fol
lowing alternative definition of "head": "Slang. 
One who is a frequent user of drugs." 

[***LEdHRI2A] [12A] [***LEdHR13] [13]The Court 
o~ Appeals also held that the ordinance provides insuffi
CIent standards for enforcement. Specifically, the court 
feared that the ordinance might be used to harass indi
viduals with alternative lifestyles and views. 639 F.2d, 
at 384. In reviewing a business regulation for facial 
vagueness, however, the principal inquiry is whether the 
law affords fair warning [**1196] of what is proscribed. 
Moreover, this emphasis is almost inescapable in re
vi~wing a precenforcement challenge to a law. Here, no 
eVIdence has been, or could be, introduced to indicate 
whether the ordinance has been enforced in a discrimina
tory manner or with the aim of inhibiting unpopular 
speech. The language of the ordinance is· sufficiently 
clear that the speculative danger of arbitrary enforcement 
does not render the ordinance void for vagueness; C£ 
Papachristou v. City of Jacksonville, 405 U.S. 156, 168-
171 [***375] (1972); Coates v. City of Cincinnati, 402 
U.S. 611, 614 (1971). 

[***LEdHRI2B] [12B]We do not suggest that the risk 
of discriminatory enforcement is insignificant here. Tes
timony of the Village Attorney who drafted the ordi
nance, the village President, and the Police Chief re
veale.d ~onfusion over whether the ordinance applies to 
certalll Items, as well as extensive reliance on the "judg
ment" of police officers to give meaning to the ordinance 
and to enforce it fairly. At this stage, however, we are 
not prepared to hold that this risk jeopardizes the entire 
ordinance. n21 

[***LEdHRI2C] [12C] 
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n21 The theoretical possibility that thevillage will 
enforce its ordinance against a paper clip placed 
next to Rolling Stone magazine, 639 F.2d, at 382, 
is of no due process significance unless the pos
sibility ripens into a prosecution. 

[*504] Nor do we assume that the village will take 
no further steps to minimize the dangers of arbitrary en
forcement. The village may adopt administrative regula
tions that will sufficiently narrow potentially vague or 
arbitrary interpretations of the ordinance. In economic 
regulation especially, such administrative regulation will 
often suffice to clarify a standard with an otherwise un
certain scope. We also [md it significant that the village, 
in testimony below, primarily relied on the "marketing" 
aspect of the standard, which does not require the more 
ambiguous item-by-item analysis of whether parapherna-

. lia are "designed for" illegal drug use, and which there
fore presents a lesser risk of discriminatory enforcement. 
"Although it is possible that specific future applications . 
. . may engender concrete problems of constitutional 
dimension, it will be time enough to consider any such 
problems when they arise." Joseph E. Seagram & Sons, 
Inc. v. Hostetter, 384 u.s. 35, 52 (1966). n22 

VI 

n22 The Court of Appeals also referred to 
potential Fourth Amendment problems resulting 
from the recordkeeping requirement, which "im
plies that a customer who purchases an item 'de
signed or marketed for use with illegal cannabis 
or drugs' intends to use the item with illegal can
nabis or drugs. A further implication could be 
that a customer is subject to police scrutiny or 
even to a search warrant on the basis of the pur
chase of a legal item." !d., at 384. We will not 
address these Fourth Amendment issues here. In 
a pre-enforcement challenge it is difficult to de
termine whether Fourth Amendment rights are 
seriously threatened. Flipside offered no evi
dence of a concrete threat below. In a posten
forcement proceeding Flipside may attempt to 
demonstrate that the ordinance is being employed 
in such an unconstitutional manner, and that it 
has standing to raise the objection. It is appropri
ate to defer resolution of these problems until 
such a showing is made. 

[***LEdHR14] [14]Many American communities have 
recently enacted laws regulating or prohibiting the sale 
of drug paraphernalia. [*505] To determine whether 

these laws are wise or effective is not, of course, the 
province of this Court. See Ferguson v. Skrupa, 372 
U.S. 726, 728-730 (1963). We hold only that such legis
lation is not facially overbroad or vague if it does not 
reach constitutionally protected conduct and is reasona
bly clear in its application to the complainant. 

Accordingly, the judgment of the Court of Appeals 
is reversed, and the case is remanded for further proceed
ings [***376] consistent with this opinion. 

It is so ordered. 

mSTICE STEVENS took no part in the considera
tion or decision of this case. 

[**1197] APPENDIX TO OPINION OF THE 
COURT 

Village of Hoffman Estates Ordinance No. 969-1978 

AN ORDINANCE AMENDING THE MUNICIPAL 
CODE OF THE VILLAGE OF HOFFMAN ESTATES 
BY PROVIDING FOR REGULATION OF ITEMS DE
SIGNED OR MARKETED FOR USE WITH ILLEGAL 
CANNABIS OR DRUGS 

WHEREAS, certain items designed or marketed for 
use with illegal drugs are being retailed within the Vil
lage of Hoffman Estates, Cook County, Illinois, and 

WHEREAS, it is recognized that such items are le
gal retail items and that their sale cannot be banned, and 

WHEREAS, there is evidence that these items are 
designed or marketed for use with illegal cannabis or 
drugs and it is in the best interests of the health, safety 
and welfare of the citizens of the Village of Hoffman 
Estates to regulate within the Village the sale of items 
designed or marketed for use with illegal cannabis or 
drugs. 

NOW THEREFORE, BE IT ORDAINED by the 
President and Board of Trustees of the Village of Hoff
man Estates, Cook County, Illinois as follows: 

[*506] Section 1: That the Hoffman Estates Mu
nicipal Code be amended by adding thereto an additional 
Section, Section 8-7-16, which additional section shall 
read as follows: 

Sec. 8-7-16 -- ITEMS DESIGNED OR MARKETED 
FOR USE WITH ILLEGAL CANNABIS OR DRUGS 

A. License Required: 

It shall be unlawful for any person or persons as 
principal, clerk, agent or servant to sell any items, effect, 
paraphernalia, accessory or thing which is designed or 
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marketed for use with illegal cannabis or drugs, as de
fmed by Illinois Revised Statutes, without obtaining a 
license therefor. Such licenses shall be in addition to any 
or all other licenses held by applicant. 

B. Application: 

Application to sell any item, effect, paraphernalia, 
accessory or thing which is designed or marketed for use 
with illegal cannabis or drugs shall, in addition to re
quirements of Article 8-1, be accompanied by affidavits 
by applicant and each and every employee authorized to 
sell such items that such person has never been convicted 
of a drug-related offense. 

C. Minors: 

It shall be unlawful to sell or give items as described 
in Section 8-7-16A in any form to any male or female 
child under eighteen years of age. 

D. Records: 

Every licensee must keep a record of every item, ef
fect, paraphernalia, accessory or thing which is designed 
or marketed for use with illegal cannabis or drugs which 
is sold and this record shall be open [***377] to the 
inspection of any police officer at any time during the 
hours of business. Such record shall contain the name 
and address of the purchaser, the name and quantity of 
the product, the date and time of the sale, and the licen
see or agent of the licensee's signature, such records shall 
be retained for not less than two (2) years. 

[*507] E. Regulations: 

The applicant shall comply with all applicable regu
lations of the Department of Health Services and the 
Police Department. 

Section 2: That the Hoffman Estates Municipal Code 
be amended by adding to Sec. 8-2-1 Fees: Merchants 
(Products) the additional language as follows: 

Items designed or marketed for use with illegal cannabis 
or drugs $ 150.00 

Section 3: Penalty. Any person violating any provi
sion of this ordinance shall be fmed not less than ten 
dollars ($ 10.00) nor more than five hundred dollars ($ 
500.00) for the first offense and succeeding offenses 
during the same calendar year, and each day that such 
violation shall continue shall be deemed a separate and 
distinct offense. 

[**1198] Section 4: That the Village Clerk be and 
is hereby authorized to publish this ordinance in pam
phlet form. 

Section 5: That this ordinance shall be in full force 
and effect May 1, 1978, after its passage, approval and 
publication according to law. 

CONCUR BY: 

WHITE 

CONCUR: 

JUSTICE WHITE, concurring in the judgment. 

I agree that the judgment of the Court of Appeals 
must be reversed. I do not, however, believe it necessary 
to discuss the overbreadth problem in order to reach this 
result. The Court of Appeals held the ordinance to be 
void for vagueness; it did not discuss any problem of 
overbreadth. That opinion should be reversed simply 
because it erred in its analysis of the vagueness problem 
presented by the ordinance. 

I agree with the majority that a facial vagueness 
challenge to an economic regulation must demonstrate 
that "the enactment is impermissibly vague in all of its 
applications." Ante, at 495. I also agree with the major
ity's statement that the "marketed for use" standard in the 
ordinance is "sufficiently clear." There is, in my view, no 
need to go any further: If it [*508] is "transparently 
clear" that some particular conduct is restricted by the 
ordinance, the ordinance survives a facial challenge on 
vagueness grounds. 

Technically, overbreadth is a standing doctrine that 
permits parties in cases involving First Amendment chal
lenges to government restrictions on noncommercial 
speech to argue that the regulation is invalid because of 
its effect on the First Amendment rights of others not 
presently before the Court. Broadrick v. Oklahoma, 413 
u.s. 601, 612-615 (1973). Whether the appellee may 
make use of the overbreadth doctrine depends, in the first 
instance, on whether or not it has a colorable claim that 
the ordinance infringes on constitutionally protected, 
[***378] noncommercial speech of others. Although 
appellee claims that the ordinance does have such an 
effect, that argument is tenuous at best and should be left 
to the lower courts for an initial determination. 

Accordingly, I concur in the judgment reversing the 
decision below. 
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Supreme Court's views as to overbreadth of legisla
tion in connection with First Amendment rights. 45 L Ed 
2d 725. 

Supreme Court's application of vagueness doctrine 
to noncriminal statutes or ordinances. 40 L Ed 2d 823. 
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LEXSEE 514 US 87 

DONNA E. SHALALA, SECRETARY OF HEALTH AND HUMAN SERVICES, 
PETITIONER v. GUERNSEY MEMORIAL HOSPITAL 

No. 93-1251 

SUPREME COURT OF THE UNITED STATES 

514 U.S. 87; 115 S. Ct. 1232; 131 L. Ed. 2d 106; 1995 U.S. LEXIS 1808; 63 
U.S.L. W. 4205;95 Cal. Daily Op. Service 1666 

October 31,1994, Argued 
March 6, 1995, Decided 

PRIOR HISTORY: ON WRIT OF CERTIORARI TO 
THE UNITED STATES COURT OF APPEALS FOR 
THE SIXTH CIRCUIT. 

DISPOSITION: 996 F.2d 830, reversed. 

DECISION: 

Secretary of Health and Human Services held to 
have properly required that hospital's Medicare reim
bursement for defeasance loss from refinancing with new 
bonds be amortized over life of old bonds. 

SUMMARY: 

The refmancing of a hospital's bonded debt with new 
bonds resulted in a loss, for accounting purposes, of the 
type which is sometimes referred to as an advance re
funding or defeasance loss. With respect to the Medicare 
reimbursement for the part of the loss for which the hos
pital detennined that the hospital was entitled to reim
bursement, the hospital contended that it was entitled to 
full reimbursement· in the year of the refmancing, while 
the Secretary of Health and Human Services--in accor
dance with an informal Medicare reimbursement guide
line that did not purport to be a regulation and had not 
been adopted pursuant to the notice-and-comment proce
dures of the Administrative Procedure Act (AP A) (5 
uses 551 et seq.)--contended that the loss had to be 
amortized over the life of the old bonds. After a fiscal 
intermediary detennined, based on the guideline, that the 
loss had to be amortized and the Provider Reimburse
ment Review Board disagreed with the intermediary, the 
Administrator of the Health Care Financing Administra
tion reversed the Board's decision. The United States 
District Court for the Southern District of Ohio sustained 
the Secretary's position (796 F Supp 283). The United 

States Court of Appeals for the Sixth Circuit (1) ex
pressed the view that because the guideline departed 
from the generally accepted accounting principles 
(GAAP) that were detennined by the Court of Appeals to 
be required under a Medicare regulation, 42 CFR 
413.20(a), with respect to reimbursement, the guideline 
effected a substantive change in the regulations and was 
void by reason of the Secretary's failure to issue the· 
guideline in accordance with the AP A's notice-and
comment procedures; and (2) reversed the District 
Court's judgment (996 F2d 830). 

On certiorari, the United States Supreme Court re
versed. In an opinion by Kennedy, J., joined by 
Rehnquist, Ch. J., and Stevens, Ginsburg, and Breyer, 
JJ., it was held that the Secretary's requirement, that for 
reimbursement purposes the defeasance loss had to be 
amortized, was proper, because (1) Medicare regulations 
did not require reimbursement according to GAAP, 
which included the accrual method of accounting; and 
(2) the informal reimbursement guideline was a valid 
interpretive rule, since (a) the guideline did not effect a 
substantive change in the Medicare regulations, and (b) 
interpretive rules did not require notice and comment. 

O'Connor, J., joined by Scalia, Souter, and Thomas, 
JJ., dissenting, expressed. the view that (1) general Medi
care reporting and reimbursement regulations required 
provider costs to be treated according to GAAP, and (2) 

. as a result, the guideline requiring amortization was inva
lid for failure to comply with the notice-and-comment 
procedures established by an AP A provision, 5 uses 
553. 

LAWYERS' EDITION HEADNOTES: 

[***LEdHN1] 
ADMINISTRATIVE LAW § 75 
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SOCIAL SECURITY AND MEDICARE § 8 
defeasance loss -- reimbursement guideline -- notice and 

comment --
Headnote:[lA][lB][l C][lD][lE][lF][l G] 

The Secretary of Health and Human Services acts prop
erly in requiring--in accordance with an informal Medi
care reimbursement guideline that does not purport to be 
a regulation and has not been adopted pursuant to the 
notice-and-comment procedures of the Administrative 
Procedure Act (5 USCS 551 et seq.)--that the Medicare 
reimbursement to which a hospital is entitled for a defea
sance loss from issuing new bonds to replace old bonds 
that were issued to fund capital improvements must be 
amortized over the life of the old bonds, rather than be
ing fully reimbursed in the year of refinancing, because 
(1) Medicare regulations do not require reimbursement 
according to generally accepted accounting principles 
(GAAP), which include the accrual method of account
ing, since (a) 42 CFR 413.20(a) insures the existence of 
adequate provider records but does not dictate theSecre
tary's reimbursement determinations, (b) 42 CFR 413.24 
does not, simply by its accrual accounting requirement, 
bind the Secretary to make reimbursement according to 
GAAP, where GAAP is not the only form of accrual 
accounting, (c) the Secretary's reading of the Medicare 
regulations is consistent with 42 USCS 1395x(v)(1)(A), 
which, rather than requiring adherence to GAAP, merely 
instructs the Secretary, in computing payment amounts 
to service providers, to consider the principles generally 
applied by national organizations or established prepay
ment organizations, and (d) the Secretary's mode of de
termining benefits by both rule making and adjudication
-where, as to particular reimbursement details not ad
dressed by the regulations, the Secretary relies upon an 
adjudicative structure which includes the right to review 
by the Provider Reimbursement Review Board, and, in 
some instances, the Secretary, as well as review in a 
Federal District Court of a final agency action--is a 
proper exercise of the Secretary's statutory mandate; and 
(2) the informal reimbursement guideline is a valid inter
pretive rule, since (a) the guideline does not effect a sub
stantive change in the Medicare regulations, and (b) in
terpretive rules do not require notice and comment. 
(O'Connor, Scalia, Souter, and Thomas, JJ., dissented 
from this holding.) 

[***LEdHN2] 
SOCIAL SECURITY AND MEDICARE § 9 
administrative interpretation of regulation -- judicial 
deference --
Headnote: [2A ][2B] [2C] 

With respect to 42 CFR 413.20(a)--which provides that 
the methods of determining costs payable under Medi-

care involve making use of data available from a Medi
care provider's basis accounts, as usually maintained, to 
arrive at equitable and proper payment for services to 
beneficiaries--the position of the Secretary of Health and 
Human Services that 413.20(a) does not bind the Secre
tary to reimburse according to generally accepted ac
counting principles (GAAP) is a reasonable regulatory 
interpretation to which the United States Supreme Court 
must defer, as such interpretation is supported by (1) the 
text of 413.20(a), since the text confirms the distinction 
between record keeping practices and principles of reim
bursement by contemplating that a provider's basic fi
nancial information is organized according to GAAP as a 
beginning point from which the Secretary arrives at equi
table and proper payment for services, which result is 
different from saying that GAAP is by definition an equi
table and proper measure of reimbursement; and (2) the 
overall structure of the Medicare regulations, since (a) 
the essential distinction between record keeping re
quirements and reimbursement principles is confrrmed 
by the organization of the regulations in 42 CFR Part 
413, in which record-keeping requirements are consid
ered in earlier subparts than are cost reimbursement mat
ters, (b) it does not follow from the fact that a provider's 
cost accounting is the first step toward reimbursement 
that it is the only step, and (c) the regulations' description 
of the role of a fiscal intermediary in assisting providers 
in generating reimbursement claims underscores the 
view that a provider's cost accounting systems are only 
the first step in the ultimate determination of reimburs
able costs. (O'Connor, Scalia, Souter, and Thomas, JJ., 
dissented from this holding.) 

[***LEdHN3] 
ADMINISTRATIVE LAW § 84 
interpretation of regulation -

Headnote:[3] 

The logical sequence of an administrative agency's regu
lation or a part of the regulation can be significant in 
interpreting the meaning of the regulation. 

[***LEdHN4] 
SOCIAL SECURITY AND MEDICARE § 8 
administrative rule making -- obligation -

Headnote: [ 4] 

To the extent that 42 USCS 1395x(v)(1)(A)'s broad dele
gation of authority to the Secretary of Health and Human 
Services concerning Medicare reimbursement determina
tions imposes on the Secretary a rule-making obligation, 
such obligation is discharged by the Secretary, because 
(1) there is no basis for suggesting that the Secretary has 
a statutory duty to promulgate regulations that, either by 
default rule or by specification, address every conceiv-
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able question in the proc~ss of detennining equitable 
reimbursement; and (2) the Secretary has issued regula
tions to address a wide range of reimbursement ques
tions, which regulations are comprehensive and intricate 
in detail and address matters such as limits on cost reim
bursement, apportioning costs to Medicare services, and 
the specific treatment of numerous particular costs. 

[***LEdHN5] 
ADMINISTRATIVE LAW § 92 
SOCIAL SECURITY AND MEDICARE § 8 
general regulations -- precise rules -

Headnote: [5] 

The fact that the regulations of the Secretary of Health 
and Human Services do not resolve a specific timing 
question before the United States Supreme Court-
whether the Medicare reimbursement to which a hospital 
is entitled for a defeasance loss from issuing new bonds 
to replace old bonds that were issued to fund capital im
provements must be amortized over the life of the old 
bonds rather than being fully reimbursed in the· year of 
the refmancing--in a conclusive way, or could use a more 
exact mode of calculating, does not render the regula
tions invalid, for (1) the methods for the estimation of a 
Medicare provider's reasonable costs required by 42 
uses 1395x(v)(I)(A) need be only generalizations that 
necessarily will fail to yield exact numbers, and (2) the 
Administrative Procedure Act (5 uses 551 et seq.) does 
not require that all the specific applications of a rule 
evolve by further, more precise rules rather than by adju
dication. 

[***LEdHN6] 
SOCIAL SECURITY AND MEDICARE § 8 
interpretive guideline -- provider reimbursement -- am

ortization --
Headnote: [6A] [6B] 

It is proper for the Secretary of Health and Human Ser
vices to issue a guideline or interpretive rule in detennin
ing that for purposes of reimbursement to Medicare pro
viders, defeasance losses--accounting losses from refi
nancing of debts incurred for capital expenditures-
should be amortized rather than being fully reimbursable 
in the year of the refinancing, because (1) the interpretive 
guideline issued by the Secretary is the means to insure 
that capital~related costs allowable under the Medicare 
regulations are reimbursed in a manner consistent with 
the mandate, under 42 uses 1395x(v)(I)(A)(i), that the 
program bear neither more nor less than its fair share of 
costs; (2) proper reimbursement requires proper timing, 
where (a) reimbursement in 1 year of costs attributable to 
a span of years would be detennined by the provider's 
Medicare utilization for that 1 year and would lead to 

distortion, and (b) with respect to full reimbursement in 1 
year, if the provider's utilization rate changed or the pro
vider dropped from the program, the Secretary would 
have reimbursed up front an amount other than that at
tributable to Medicare services, which would result in the 
cross-subsidization--reimbursement of an amount other 
than that attributable to Medicare--which 
1395x(v)(I)(A)(i) forbids; (3) the guideline (a) imple
ments the statutory ban on cross-subsidization in a rea
sonable way, and (b) as an application of the statutory 
ban on cross-subsidization and the requirement, under 42 
eFR 413.9, that only the actual cost of services rendered 
to beneficiaries during a given year be reimbursed, is a 
prototypical example of an interpretive rule issued by an 
agency to advise the public of the agency's construction 
of the statutes and rules which the agency administers. 
(O'Connor, Scalia, Souter, and Thomas, JJ., dissented 
from this holding.) 

[***LEdHN7] 
ADMINISTRA TIVE LAW § 86 
rules -- force and effect -

Headnote: [7] 

Rules issued by a federal administrative agency that in
terpret federal legislation do not have the force and effect 
of law and are not accorded that weight in the adjudica
tory process. 

[***LEdHN8] 
SOCIAL SECURITY AND MEDICARE § 8 
provider reimbursement -- generally accepted account

ing principles --
Headnote: [8] 

With respect to accounting methods used to determine 
reimbursement to Medicare providers, the Secretary of 
Health and Human Services is not self-bound to delegate 
the detennination of ally matter not specifically ad
dressed by the Medicare regulations to the conventions 
of financial accounting that comprise generally accepted 
accounting principles (GAAP); the nature and objectives 
of GAAP illustrate the unlikelihood that the Secretary 
would choose such a course, where (1) contrary to the 
Secretary's mandate to match reimbursement with Medi
care services, GAAP does not necessarily parallel eco
nomic reality, (2) fmancial accounting has as its founda
tion the principle of conservatism, with a corollary that 
possible errors in measurement should be in the direction 
of understatement rather than overstatement of net in
come and net assets, which orientation may be consistent 
with the objective of informing investors but ill-serves 
the needs of Medicare reimbursement and its mandate to 
avoid cross-subsidization, and (3) rather than being a 
single-source accounting rulebook, GAAP (a) encom-
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passes the conventions, rules, and procedures that define 
accepted accounting practice at a particular point in time, 
(b) changes, and (c) even at anyone point, is often inde
terminate. (O'Connor, Scalia, Souter, and Thomas, n., 
dissented from this holding.) 

SYLLABUS:· After the refinancing of its bonded debt 
resulted in a "defeasance" loss for accounting purposes, 
respondent health care provider (hereinafter Hospital) 
determined that it was entitled to Medicare reimburse
ment for part of that loss. Although the Hospital con
tended that it should receive its full reimbursement in the 
year of the refinancing, the fiscal intermediary agreed 
with petitioner Secretary of Health and Human Services 
that the loss had to be amortized over the life of the Hos
pital's old bonds in accord with an informal Medicare 
reimbursement guideline, PRM § 233. The District 
Court ultimately sustained the Secretary's position, but 
the Court of Appeals reversed. Interpreting the Secre
tary's Medicare regulations, 42 CFR pt. 413, to require 
reimbursement according to generally accepted account
ing principles (GAAP), the latter court concluded that, 
because PRM § 233 departed from GAAP, it effected a 
substantive change in the regulations and was void by 
reason of the Secretary's failure to issue it in accordance 
with the notice-and-comment provisions of the Adminis
trative Procedure Act (APA). 

Held: 

1. The Secretary is not required to adhere to GAAP in 
making provider reimbursement determinations. Pp. 91-
97. 

(a) The Medicare regulations do not require reimburse
ment according to GAAP. The Secretary's position that 
42 CFR § 413.20(a) -- which specifies, inter alia, that 
"the principles of cost reimbursement require that pro
viders maintain sufficient financial records ... for proper 
determination of costs," and that "standardized defmi
tions, accounting, statistics, and reporting practices that 
are widely accepted in the hospital and related fields are 
followed" -- ensures the existence of adequate provider 
records but does not dictate the Secretary's own reim
bursement determinations is supported by the regula
tion's text and the overall structure of the regulations and 
is therefore entitled to deference as a reasonable regula
tory interpretation. Moreover, § 413 .24 -- which requires 
that a provider's cost data be based on the accrual basis 
of accounting -- does not mandate reimbursement ac
cording to GAAP, since GAAP is not the only form of 
accrual accounting. In fact, PRM § 233 reflects a differ
ent accrual method. Pp. 92-95. 

(b) The Secretary's reading of her regulations is consis
tent with the Medicare statute, which does not require 
adherence to GAAP, but merely instructs that, in estab
lishing methods for determining reimbursable costs, she 
should "consider, among other things, the principles gen
erally applied by national organizations or established 
prepayment organizations (which have developed such 
principles) ... ," 42 Us.c. § 1395x(v)(I)(A). Nor is 
there any basis for suggesting that the Secretary has a 
statutory duty to promulgate regulations that address . 
every conceivable question in the process of determining 
equitable reimbursement. To the extent that § 
1395x(v)(I)(A)'s broad delegation of authority to her 
imposes a rulemaking obligation, it is one she has with
out doubt discharged by issuing comprehensive and in
tricate regulations that address a wide range of reim
bursement questions and by relying upon an elaborate 
adjudicative structure to resolve particular details not 
specifically addressed by regulation. The AP A does not 
require that all the specific applications of a rule evolve 
by further, more precise rules rather than by adjudica
tion, and the Secretary's mode of determiniug benefits by 
both rulemaking and adjUdication is a proper exercise of 
her statutory mandate. Pp. 95-97. 

2. The Secretary's failure to follow the AP A notice-and
comment provisions in issuing PRM § 233 does not in
validate that gUideline. It was proper for the Secretary to 
issue a guideline or interpretive rule in determining that 
defeasance losses should be amortized. PRM § 233 is 
the Secretary's means of implementing the statute's man
date that the Medicare program bear neither more nor 
less than its fair share of reimbursement costs, 42 Us. C. 
§ 1395x(v)(I)(A)(i), and the regulatory requirement that 
only the actual cost of services rendered to beneficiaries 
during a given year be reimbursed, 42 CFR § 413.9. As 
such, PRM § 233 is a prototypical example of an inter
pretive rule issued by an agency to advise the public of 
its construction of the statutes and rules it administers. 
Interpretive rules do not require notice-and-comment, 
although they also do not have the force and effect of law 
and are not accorded that weight in the adjudicatory 
process. AP A rulemaking would be required if PRM § 
233 adopted a new position inconsistent with any of the 
Secretary's existing regulations. However, because the 
Secretary's regulations do not bind her to make Medicare 
reimbursements in accordance with GAAP, her determi
nation in PRM § 233 to depart from GAAP by requiring 
bond defeasance losses to be amortized does not amount 
to a substantive change to the regulations. Pp. 97-100. 

3. An examination of the nature and objectives of GAAP 
illustrates the unlikelihood that the Secretary would 
choose to impose upon herself the duty to go through the 
time-consuming rulemaking process whenever she dis-
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agreed with any announcements or changes in GAAP 
and wished to depart from them. Pp. 100-102. 

(a) GAAP does not necessarily reflect economic reality, 
and its conservative orientation in guiding judgments and 
estimates ill-serves Medicare reimbursement and its 
mandate to avoid cross-subsidization. Pp. 100-101. 

(b) GAAP is not a lucid or encyclopedic set of pre
existing rules. It encompasses the conventions, rules, and 
procedures that defme accepted accounting practice at a 
particular point in time, and changes over time. Even at 
anyone point, GAAP consists of multiple sources, any 
number of which might present conflicting treatments of 
a particular accounting question. Pp. 101-102. 

COUNSEL: Kent L. Jones argued the cause for peti
tioner. With him on the briefs were Solicitor General 
Days, Assistant Attorney General Hunger, Deputy So
licitor General Kneedler, Anthony J. Steinmeyer, and 
John P. Schnitker. 

Scott W. Taebel argued the cause for respondent. With 
him on the brief was Diane M. Signoracci. * 

* Briefs of amici curiae urging affirmance were 
filed for the American Hospital Association et al. 
by Robert A. Klein and Charles W. Bailey; for 
the hospitals participating in st. John Hospital v. 
Shalala by William G. Christopher, Chris 
Rossman, and Kenneth R. Marcus; and for the 
Mother Frances Hospital et al. by Dan M. Peter
son. 

JUDGES: KENNEDY, J., delivered the opinion of the 
Court, in: which REHNQUIST, C. J., and STEVE~S, 
GINSBURG, and BREYER, JJ., joined. O'CONNOR, J., 
filed a dissenting opinion, in which SCALIA, SOUTER, 
and THOMAS, JJ.,joined, post, p. 102. 

OPINION BY: KENNEDY 

OPINION: [*89] [**1234] [***113] JUSTICE 
KENNEDY delivered the opinion ofthe Court. 

In this case a health care provider challenges a 
Medicare reimbursement determination by the Secretary 
of Health and Human Services. What begins as a rather 
conventional accounting problem raises significant ques
tions respecting the interpretation of the Secretary's regu
lations and her authority to resolve certain reimburse
ment issues by adjudication [*90] and interpretive rules, 
rather than by regulations that address all accounting 
questions in precise detail. 

[***LEdHRIA] [lA]The particular dispute concerns 
whether the Medicare regulations require reimbursement 
according to generally accepted accounting principles 
(GAAP) , and whether the reimbursement guideline the 
Secretary relied upon is invalid because she did not fol
low the notice-and-comment provisions of the Adminis
trative Procedure Act (APA) in issuing it. We hold that 
the Secretary's regulations do not require reimbursement 
according to GAAP and that her guideline is a valid in
terpretive rule. 

I 

Respondent Guernsey Memorial Hospital (hereinaf
ter Hospital) issued bonds in 1972 and 1982 to fund capi
tal improvements. In 1985, the Hospital refinanced its 
bonded debt by issuing new bonds. Although the refi
nancing will result in an estimated $ 12 million saving in 
debt service costs, the transaction did result in an ac
counting loss, sometimes referred to as an advance re
funding or defeasance loss, of $ 672,581. The Hospital 
determined that it was entitled to Medicare reimburse
ment for about $ 314,000 of the loss. The total allowable 
amount of the loss is not in issue, but its timing is. The 
Hospital contends it is entitled to full reimbursement in 
one year, the year of the refinancing; the Secretary con
tends the loss must be amortized over the life of the old 
bonds. 

The Secretary's position is in accord with an infor
mal Medicare reimbursement guideline. See U.S. Dept. 
of Health and Human Services, Medicare Provider Re
imbursement Manual § 233 (Mar. 1993) (PRM). PRM § 
233 does not purport to be a regulation and has not been 
adopted pursuant to the notice-and-comment procedures 
of the Administrative Procedure Act. The fiscal interme
diary relied on § 233 and determined that the loss had to 
be amortized. The Provider Reimbursement Review 
Board disagreed, see App. to Pet. for Cert. 54a, but the 
Administrator of the Health Care [*91] Financing Ad
ministration reversed the Board's decision, see id., at 40a. 
In the [**1235] District Court the Secretary's position 
was sustained, see Guernsey Memorial Hospital v. Sulli
van, 796 F. Supp. 283 [***114] (SD Ohio 1992), but 
the Court of Appeals reversed, see Guernsey Memorial 
Hospital v. Secretary of Health and Human Services, 996 
F.2d 830 (CA6 1993). In agreement with the Hospital, 
the court interpreted the Secretary's own regulations to 
contain a "flat statement that generally accepted account
ing principles 'are followed'" in determining Medicare 
reimbursements. Id., at 833 (quoting 42 CFR § 
4J3.20(a)). Although it was willing to accept the argu
ment that PRM § 233's treatment of advance refunding 
losses "squares with economic reality," 996 F.2d at 834, 
the Court of Appeals concluded that, because PRM § 
233 departed from GAAP, it "effects a substantive 
change in the regulations [and is] void by reason of the 
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agency's failure to comply with the Administrative Pro
cedure Act in adopting it." Id., at 832. Once the court 
ruled that GAAP controlled the timing of the accrual, it 
followed that the Hospital, not the Secretary, was correct 
and that the entire loss should be recognized in the year 
of refinancing. 

We granted certiorari, 511 US 1016 (1994), and 
now reverse. 

II 

Under the Medicare reimbursement scheme at issue 
here, participating hospitals furnish services to program 
beneficiaries and are reimbursed by the Secretary 
through fiscal intermediaries. See 42 USc. § § 1395g 
and 1395h (1988 and Supp. V). Hospitals are reimbursed 
for "reasonable costs," defmed by the statute as "the cost 
actually incurred, excluding therefrom any part of in
curred cost found to be unnecessary in the efficient de
livery of needed health services. i

' § 1395x(v)(1)(A). The 
Medicare Act, 79 Stat. 290, as amended, 42 US. C. § 
1395 et seq., authorizes the Secretary to promulgate 
regulations "establishing the method or methods to be 
used" for determining reasonable costs, directing [*92] 
her in the process to "consider, among other things, the 
principles generally applied by national organizations or 
established prepayment organizations (which have de
veloped such principles) in computing" reimbursement 
amounts. § 1395x(v)(1)(A). 

The Secretary has promulgated, and updated on an 
annual basis, regulations establishing the methods for 
determining reasonable cost reimbursement. See Good 
Samaritan Hospital v. Shalala, 508 US 402, 404-407, 
124 L. Ed. 2d 368,113 S. Ct. 2151 (1993). The relevant 
provisions can be found within 42 CFR pt. 413 (1994). 
Respondent contends that two of these regulations, § § 
413.20(a) and 413.24, mandate reimbursement according 
to GAAP, and the Secretary counters that neither does. 

A 

Section 413.20(a) provides as follows: 

"The principles of cost reimburse
ment require that providers maintain suf
ficient fmancial records and statistical 
data for proper determination of costs 
payable under the program. Standardized 
defmitions, accounting, statistics, and re
porting practices that are widely accepted 
in the hospital and related fields are fol
lowed. Changes in these practices and 
systems will not be required in order to 
determine costs payable under the princi
ples of reimbursement. Essentially the 
methods of determining costs payable un
der Medicare involve making use of data 

available from the institution's [***115] 
basis accounts, as usually maintained, to 
arrive at equitable and proper payment for 
services to beneficiaries." 

[***LEdHRlB] [lB]Assuming, arguendo, that the 
"standardized defmitions, accounting, statistics, and re
porting practices" referred to by the regulation refer to 
GAAP, that nevertheless is just the beginning, not the 
end, of the inquiry. The decisive question still remains: 
Who is it that "follow[s]" GAAP, and for what purposes? 
The Secretary's view is that § 413.20(a) ensures [*93] 
the existence of adequate provider records but does not 
dictate her own reimbursement determinations. We are 
persuaded that the Secretary's reading is correct. 

[***LEdHR2A] [2A]Section 413.20(a) sets forth its 
directives in an ordered progression. The first sentence 
directs that providers must maintain records that are suf
ficient for proper determination of costs. It does not say 
the records are conclusive of the entire reimbursement 
process. The second sentence makes it clear to providers 
that standardized accounting practices are followed. The 
third sentence reassures [** 1236] providers that 
changes in their recordkeeping practices and systems are 
not required in order to determine what costs the pro
vider can recover when principles of reimbursement are 
applied to the provider's raw cost data. That sentence 
makes a distinction between recordkeeping practices and 
systems on one hand and principles of reimbursement on 
the other. The last sentence confrrms the distinction, for 
it contemplates that a provider's basic fmancial informa
tion is organized according to GAAP as a beginning 
point from which the Secretary "arrive[s] at equitable 
and proper payment for services." This is far different 
from saying that GAAP is by defmition an equitable and 
proper measure of reimbursement. 

[***LEdHR2B] [2B] [***LEdHR3] [3]The essential 
distinction between recordkeeping requirements and re
imbursement principles is confirmed by the organization 
of the regulations in 42 CFR pt. 413 (1994). Subpart A 
sets forth introductory principles. Subpart B, containing 
the regulation here in question, is entitled "Accounting 
Records and Reports." The logical conclusion is that the 
provisions in subpart B concern recordkeeping require
ments rather than reimbursement, and closer inspection 
reveals this to be the case. Section 413.20 is the first 
section in subpart B, and is entitled "Financial data and 
reports." In addition to § 413.20(a), the other paragraphs 
in § 413.20 govern the "frequency of cost reports," "re
cordkeeping requirements for new providers," "continu
ing provider recordkeeping requirements," and "suspen-
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sion of program [*94] payments to a provider ... [who] 
does not maintain ... adequate records." Not until the 
following subparts are cost reimbursement matters con
sidered. Subpart C is entitled "Limits on Cost Reim
bursement, II. subpart D "Apportionment [of Allowable 
Costs]," subpart E "Payments to Providers," and subparts 
F through H address reimbursement of particular cost 
categories. The logical sequence of a regulation or a part 
of it can be significant in interpreting its meaning. 

[***LEdHR2C] [2C]It is true, as the Court of Appeals 
said, that § 413.20(a) "does not exist in a vacuum" but 
rather is a part of the overall Medicare reimbursement 
scheme. 996 F.2d at 835. But it does not follow from the 
fact that a provider's cost accounting is [***116] the 
first step toward reimbursement that it is the only step. It 
is hardly surprising that the reimbursement process be
gins with certain recordkeeping requirements. 

The regulations' description of the fiscal intermedi
ary's role underscores this interpretation. The regulations 
direct the intermediary to consult and assist providers in 
interpreting and applying the principles of Medicare re
imbursement to generate claims for reimbursable costs, § 
413.20(b), suggesting that a provider's own determina
tion of its claims involves more than handing over its 
existing cost reports. The regulations permit initial ac
ceptance of reimbursable cost claims, unless there are 
obvious errors or inconsistencies, in order to expedite 
payment. § 413.64(f)(2). When a subsequent, more 
thorough audit follows, it may establish that adjustments 
are necessary. Ibid.; see also § § 421.100(a), (c). This 
sequence as well is consistent with the Secretary's view 
that a provider's cost accounting systems are only the 
first step in the ultimate determination of reimbursable 
costs. 

The Secretary's position that § 413.20(a) does not 
bind her to reimburse according to GAAP is supported 
by the regulation's text and the overall structure of the 
regulations. It [*95] is a reasonable regulatory interpre
tation, and we must defer to it. Thomas Jefferson Univ. 
v. Shalala, 512 u.s. 504, 512,129 L. Ed. 2d 405,114 S. 
Ct. 2381 (1994); see also Martin v. Occupational Safety 
and Health Review Comm'n, 499 u.s. 144, 151, 111 S. 
Ct. 1171, 113 L. Ed. 2d 117 (1991) ("Because applying 
an ·agency's regulation to complex or changing circum
stances calls upon the agency's unique expertise and 
policymaking prerogatives, we presume that the power 
authoritatively to interpret its own regulations is a com
ponent of the agency's delegated lawmaking powers"); 
Lyng v. Payne, 476 u.s. 926, 939, 90 L. Ed. 2d 921, 106 
S. Ct. 2333 (1986) ("agency's construction of its own 
regulations is entitled to substantial deference"). 

[***LEdHRIC] [1C]Respondent argues that, even if § 
413.20(a) does not mandate reimbursement according to 
GAAP, § 413.24 does. This contention need not detain 
us long. Section 413 .24 requires that a provider's cost 
data be based on the accrual basis of accounting, under 
which "revenue is reported in the period when it is 
earned, regardless of when it is collected, and expenses 
are reported in the period in which they are incurred, 
regardless of when they are paid." § 413.24(b)(2). But 
GAAP is not the only form of accrual accounting; in fact, 
both the GAAP approach and PRM § 233 reflect differ
ent [**1237] methods of accrual accounting. See Ac
counting Principles Board (APB) Opinion No. 26, PP5-8, 
reprinted at App. 64-66 (describing alternative accrual 
methods of recognizing advance refunding losses, in
cluding the one adopted in PRM § 233). Section 413.24 
does not, simply by its accrual accounting requirement, 
bind the Secretary to make reimbursements according to 
GAAP. 

B 

The Secretary's reading of her regulations is consis
tent with the Medicare statute. Rather than requiring ad
herence to GAAP, the statute merely instructs the Secre
tary, in establishing the methods for determining reim
bursable costs, to "consider, among other things, the 
principles generally applied by national organizations or 
established prepayment [*96] [***117] organizations 
(which have developed such principles) in computing the 
amount of payment ... to providers of services." 42 
U.S.C § 1395x(v)(I)(A). 

[***LEdHR4] [4]Nor is there any basis for suggesting 
that the Secretary has a statutory duty to promulgate 
regulations that, either by default rule or by specification, 
address every conceivable question in the process of de
termining equitable reimbursement. To the extent the 
Medicare statute's broad delegation of authority imposes 
a rulemaking obligation, see ibid., it is one the Secretary 
has without doubt discharged. See Good Samaritan Hos
pital v. Shalala, 508 u.s. at 418, and n. 13, 419, n. 15. 
The Secretary has issued regulations to address a wide 
range of reimbursement questions. The regulations are 
comprehensive and intricate in detail, addressing matters 
such as limits oncost reimbursement, apportioning costs 
to Medicare services, and the specific treatment of nu
merous particular costs. As of 1994, these regulations 
consumed some 640 pages of the Code of Federal Regu
lations. 

[** * LEdHRlD] [lD] [***LEdHR5] [5]As to particu
lar reimbursement details not addressed by her regula
tions, the Secretary relies upon an elaborate adjudicative 
structure which includes the right to review by the Pro
vider Reimbursement Review Board, and, in some in-
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stances, the Secretary, as well as judicial review in fed
eral district coUrt of [mal agency action. 42 US.C § 
139500(£)(1); see Bethesda Hospital Assn. v. Bowen, 485 
US. 399, 400-401, 99 L. Ed. 2d 460, 108 S. Ct. 1255 
(1988). That her regulations do not resolve the specific 
timing question before us in a conclusive way, or "could 
use a more exact mode of calculating," does not, of 
course, render them invalid, for the "methods for the 
estimation of reasonable costs" required by the statute 
only need be "generalizations [that] necessarily will fail 
to yield exact numbers." Good Samaritan, supra, at 418. 
The AP A does not require that all the specific applica
tions of a rule evolve by further, more precise rules 
rather than by adjudication. See NLRB v. Bell Aerospace 
Co., 416 Us. 267, 40 L. Ed. 2d 134, 94 S. Ct. 1757 
[*97] (1974); SEC v. Chenery Corp., 332 Us. 194, 91 
L. Ed. 1995, 67 S. Ct. 1575 (1947). The Secretary's mode 
of determining benefits by both rulemaking and adjudi
cation is, in our view, a proper exercise of her statutory 
mandate. 

III 

[***LEdHR6A] [6A]We also believe it was proper for 
the Secretary to issue a guideline or interpretive rule in 
determining that defeasance losses should be amortized. 
PRM § 233 is the means to ensure that capital-related 
costs allowable under the regulations are reimbursed in a 
manner consistent with the statute's mandate that the 
program bear neither more nor less than its fair share of 
costs. 42 US.C § 1395x(v)(I)(A)(i) ("The necessary 
costs of efficiently delivering covered services to indi
viduals covered by [Medicare] will not be borne by indi
viduals not so covered, and the costs with r:espect to in
dividuals not so [**1238] covered will not be borne by 
[Medicare],,). The Secretary has promulgated regulations 
authorizing reimbursement of capital-related costs such 
as respondent's that are "appropriate [***118] and help
ful in ... maintaining the operation of patient care facili
ties," 42 CFR § 413.9(b)(2) (1994); see generally § § 
413.130-413.157, including "necessary and proper inter
est" and other costs associated with capital indebtedness, 
§ 413.153(a)(I); see also § § 413. 130(a)(7) and (g). The 
only question unaddressed by the otherwise comprehen
sive regulations on this particular subject is whether the 
loss should be recognized at once or spread over a period 
of years. It is at this step that PRM § 233 directs amorti
zation. 

Although one-time recognition in the initial year 
might be the better approach where the question is how 
best to portray a loss so that investors can appreciate in 
full a company's financial position, see APB Opinion 26, 
PP4-5, reprinted at App. 64, the Secretary has deter
mined in PRM § 233 that amortization is appropriate to 
ensure that Medicare only reimburse its fair share. The 

Secretary must calculate how much of a provider's total 
allowable costs are [*98] attributable to Medicare ser
vices, see 42 CFR § § 413.5(a), 413.9(a), and (c)(3) 
(1994), which entails calculating what proportion of the 
provider's services were delivered to Medicare patients, § 
§ 413.50 and 413.53. This ratio is referred to as the pro
vider's "Medicare utilization." App. to Pet. for Cert. 49a. 
In allocating a provider's total allowable costs to Medi
care, the Secretary must guard against various contin
gencies. The percentage of a hospital's patients covered 
by Medicare may change from year to year; or the pro
vider may drop from the Medicare program altogether. 
Either will cause the hospital's Medicare utilization to 
fluctuate. Given the undoubted fact that Medicare utiliza
tion will not be an annual constant, the Secretary must 
strive to assure that costs associated with patient services 
provided over time be spread, to avoid distortions in re
imbursement. As the provider's yearly Medicare utiliza
tion becomes ascertainable, the Secretary is able to allo
cate costs with accuracy and the program can bear its 
proportionate share. Proper reimbursement requires 
proper timing. Should the Secretary reimburse in one 
year costs in fact attributable to a span of years, the re
imbursement will be determined by the provider's Medi
care utilization for that one year, not for later years. This 
leads to distortion. If the provider's utilization rate 
changes or if the provider drops from the program alto
gether the Secretary will have reimbursed up front an 
amount other than that attributable to Medicare services. 
The result would be cross-subsidization, id., at 50a, 
which the Act forbids. 42 US.C § 1395x(v)(I)(A)(i). 

That PRM § 233 implements the statutory ban on 
cross-subsidization in a reasonable way is illustrated by 
the Administrator's application of § 233 to the facts of 
this case. The Administrator found that respondent's loss 
"did not relate exclusively to patient care services ren
dered in the year of the loss .... [but were] more closely 
related to [patient care services in] the years over which 
the original bond term extended." App. to Pet. for Cert. 
49a. Because the loss [*99] was associated with patient 
services over a period of time, the Administrator con
cluded that amortization was required to avoid the statu
tory ban on cross-subsidization: 

"The statutory prohibition against cross
subsidization [citing the prOVISIOn 
[***119] codified at 42 US.C § 
1395x(v)(1)(A)], requires that costs rec
ognized in one year, but attributable to 
health services rendered over a number of 
years, be amortized and reimbursed dur
ing those years when Medicare beneficiar-
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ies use those services." Id., at 50a (foot
note omitted). 
"By amortizing the loss to match it to 
Medicare utilization over the years to 
which it relates, the program is protected 
from any drop in Medicare utilization, and 
the provider is likewise assured that it will 
be adequately reimbursed if Medicare 
utilization increases. Further, the program 
is protected from making a payment at
tributable to future years and then having 
the provider drop out of the Program be
fore services are rendered to Medicare 
beneficiaries in those future years." Id., at 
49a (footnote omitted). 

[**1239] 

[***LEdHRIE] [IE] [***LEdHR6B] [6B] 
[***LEdHR7] [7]As an application of the statutory ban 
on cross-subsidization and the regulatory requirement 
that only the actual cost of services rendered to benefici
aries during a given year be reimbursed, 42 U.s.c. § 

. 1395x(v)(1)(A)(i); 42 CFR § 413.9 (1994), PRM § 233 
is a prototypical example of an interpretive rule "'issued 
by an agency to advise the public of the agency's con
struction of the statutes and rules which it administers.'" 
Chrysler Corp. v. Brown, 441 u.s. 281, 302, n. 31, 60 L. 
Ed. 2d 208, 99 S. Ct. 1705 (1979) (quoting Attorney 
General's Manual on the Administrative Procedure Act 
30, n. 3 (1947)). Interpretive rules do not require notice 
and comment, although, as the Secretary recognizes, see 
Foreword to PRM, they also do not have the force and 
effect of law and are not accorded that weight in the ad
judicatory process, ibid. 

[*100] 

[***LEdHRIF] [IF]We can agree that APA rulemak
ing would still be required if PRM § 233 adopted a new 
position inconsistent with any of the Secretary's existing 
regulations. As set forth in Part II, however, her regula
tions do not require reimbursement according to GAAP. 
PRM § 233 does not, as the Court of Appeals concluded 
it does, "effect a substantive change in the regulations." 
996 F.2d at 832. 

IV 

[***LEdHR8] [8]There is much irony in the sugges
tion, made in support of the Hospital's interpretation of 
the statute and regulations, that the Secretary has bound 
herself to delegate the determination of any matter not 
specifically addressed by the regulations to the conven
tions of financial accounting that comprise GAAP. The 
Secretary in effect would be imposing upon herself a 

duty to go through the time-consuming rulemaking proc
ess whenever she disagrees with any announcements or 
changes in GAAP and wishes to depart from them. Ex
amining the nature and objectives of GAAP illustrates 
the unlikelihood that the Secretary would choose that 
course. 

Contrary to the Secretary's mandate to match reim
bursement with Medicare services, which requires her to 
determine with some certainty just when and on whose 
account costs are incurred, GAAP "do[es] not necessarily 
parallel economic reality." R. Kay & D. Searfoss, Hand
book of Accounting and Auditing, ch. 5, p. 7 (2d ed. 
1989). Financial accounting is not a science. It addresses 
many questions as to which the answers [***120] are 
uncertain and is a "process [that] involves continuous 
judgments and estimates." Id., ch. 5, at 7-8. In guiding 
these judgments and estimates, "fmancial accounting has 
as its foundation the principle of conservatism, with its 
corollary that 'possible errors in measurement [should] be 
in the direction of understatement rather than overstate
ment of net income and net assets. '" Thor Power Tool 
Co. v. Commissioner, 439 U.S. 522, 542, 58 L. Ed. 2d 
785,99 S. Ct. 773 (1979) (citation omitted). This orienta
tion may be consistent with the obj ective [* 1 01] of in
forming investors, but it ill serves the needs of Medicare 
reimbursement and its mandate to avoid cross
subsidization. Cf. id., at 543 ("The accountant's conser
vatism cannot bind the Commissioner [of the IRS] in his 
efforts to collect taxes"). 

GAAP is not the lucid or encyclopedic set of pre
existing rules that the dissent might perceive it to be. Far 
from a single-source accounting rulebook, GAAP "en
compasses the conventions, rules, and procedures that 
define accepted accounting practice at a particular point 
in time." Kay & Searfoss, ch. 5, at 7 (1994 Update). 
GAAP changes and, even at anyone point, is often inde
terminate. "The determination that a particular account
ing principle is generally accepted may be difficult be
cause no single source exists for all principles." Ibid. 
There are 19 different GAAP sources, any number of 
which might present conflicting treatments of a particular 
accounting question. Id., ch. 5, at 6-7. When such con
flicts arise, the accountant is directed to consult an elabo
rate hierarchy of GAM sources to determine which 
treatment to follow. Ibid. We think it is a rather extraor
dinary proposition that the Secretary has consigned her
self to this process in addressing the timing of Medicare 
reimbursement. 

[***LEdHRIG] [IG]The framework followed in this 
case is a sensible structure for the complex Medicare 
[**1240] reimbursement process. The Secretary has 
promulgated regulations setting forth the basic principles 
and methods of reimbursement, and has issued interpre-
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tive rules such as PRM § 233 that advise providers how 
she will apply the Medicare statute and regulations in 
adjudicating particular reimbursement claims. Because 
the Secretary's regulations do not bind her to make 
Medicare reimbursements in accordance with GAAP, her 
determination in PRM § 233 to depart from GAAP by 
requiring bond defeasance losses to be amortized does 
not amount to a substantive change to the regulations. It 
is a valid interpretive rule, and it was reasonable for the 
Secretary to follow that [*102] policy here to deny re
spondent's claim for full reimbursement of its defeasance 
loss in 1985. 

The judgment of the Court of Appeals is reversed. 

It is so ordered. 

DISSENT BY: O'CONNOR 

DISSENT: 

JUSTICE O'CONNOR, with whom JUSTICE 
SCALIA, JUSTICE SOUTER, and JUSTICE THOMAS 
join, dissenting. 

Unlike the Court, I believe that general Medicare re
porting and reimbursement regulations require provider 
costs to be treated according to "generally accepted ac
counting principles." As a result, T would hold that con
trary guidelines issued [***121] by the Secretary of 
Health and Human Services in an informal policy man
ual and applied to determine the timing of reimburse
ment in this case are invalid for failure to comply with 
the notice and comment procedures established by the 
Administrative Procedure Act, 5 U.S.c. § 553. Because 
the Court holds to the contrary, I respectfully dissent. 

I 

It is undisputed, as the Court notes, ante, at 90, that 
respondent, Guernsey Memorial Hospital (Hospital), is 
entitled to reimbursement for the reasonable advance 
refunding costs it incurred when it refinanced its capital 
improvement bonds in 1985. The only issue here is one 
of timing: whether reimbursement is to be made in a 
lump sum in the year of the refmancing, in accordance 
with generally accepted accounting principles (known in 
the accounting world as GAAP), or in a series of pay
ments over the remaining life of the original bonds, as 
the Secretary ultimately concluded after applying § 233 
of the Medicare Provider Reimbursement Manual 
(PRM). The Hospital challenged the Secretary's reim
bursement decision under the Medicare Act, 42 u.s. C. § 
139500(£), which incorporates the Administrative Proce
dure Act, 5 U.s.c. § 551 et seq. (1988 ed. and Supp. V), 
by reference. Under the governing standard, reviewing 
courts are to "hold [*103] unlawful and set aside" an 
agency action that is "arbItrary, capricious, an abuse of 

discretion, or otherwise not in accordance with law." 5 
U.S.c. § 706(2)(A). We must give substantial deference 
to an agency's interpretation of its own regulations, Lyng 
v. Payne, 476 u.s. 926, 939, 90 L. Ed. 2d 921, 106 S. 0. 
2333 (1986), but an agency's interpretation cannot be 
sustained if it is "'plainly erroneous or inconsistent with 
the regulation.'" Stinson v. United States, 508 U.S. 36, 
45, 123 L. Ed. 2d 598, Il3 S. Ct. 1913 (1993) (quoting 
Bowles v. Seminole Rock & Sand Co., 325 U.s. 410, 414, 
89 L. Ed. 1700, 65 S. Ct. 1215 (1945)). In my view, that 
is the case here. 

The Medicare Act requires that, for reimbursement 
purposes, the actual reasonable costs incurred by a pro
vider "shall be determined in accordance with regulations 
establishing the method or methods to be used . . . in 
determining such costs." 42 U.s.c. § 1395x(v)(I)(A). 
The Secretary's regulations similarly provide that the 
"reasonable cost. of any services must be determined in 
accordance with regulations establishing the method or 
methods to be used, and the items to be included." 42 
CFR § 413.9(b)(1) (1994). The Secretary is not bound to 
adopt GAAP for reimbursement purposes; indeed, the 
statute only requires that, in promulgating the necessary 
regulations, "the Secretary shall consider, among other 
things, the principles generally applied by national or
ganizations or established prepayment organizations 
(which have developed such principles) in computing 
the amount of payment ... to providers of services .... " 
42 U.s.c. § 1395x(v)(I)(A). Neither the Hospital nor the 
Court of Appeals disputes that the Secretary [**1241] 
has broad and flexible authority to prescribe standards 
for reimbursement. See Good Samaritan Hospital v. Sha
lala, 508 U.s. 402, 418, n. 13, 124 L. Ed. 2d 368, Il3 S. 
Ct. 2151 (1993). 

Nevertheless, the statute clearly contemplates that 
the Secretary will [***122] state the applicable reim
bursement methods in regulations -- including default 
rules that cover a range of situations unless and until 
specific regulations are promulgated to supplant them 
with respect to a particular type of [* 1 04] cost. Indeed, 
despite the Court's suggestion to the contrary, ante, at 96, 
only by employing such default rules can the Secretary 
operate the sensible, comprehensive reimbursement 
scheme that Congress envisioned. Otherwise, without 
such background guidelines, providers would not have 
the benefit of regulations establishing the accounting 
principles upon which reimbursement decisions will be 
based, and administrators would be free to select, with
out having to comply with notice and comment proce
dures, whatever accounting rule may appear best in a 
particular context (so long as it meets minimum stan
dards of rationality). In my view, the question becomes 
simply whether the Secretary has in fact adopted GAAP 
as the default rule for cost reimbursement accounting. 
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Like the Court, see ante, at 95-96, I do not think that 
42 CFR § 413.24(a) (1994), which provides that Medi
care cost data "must be based on ... the accrual basis of 
accounting," requires the use ofGAAP. As the regulation 
itself explains, "under the accrual basis of accounting, 
·revenue is reported in the period when it is earned, re" 
gardless of when it is collected, and expenses are re
ported in the period in which they are incurred, regard
less of when they are paid." § 413.24(b)(2). This defmi
tion of "accrual basis" simply incorporates the dictionary 
understanding of the term, thereby distinguishing the 
method required of cost providers from "cash basis" ac
counting (under which revenue is reported only when it 
is actually received and expenses are reported only when 
they are actually paid). GAAP employs the generally 
accepted form of accrual basis accounting, but not the 
only possible form. In fact, both the applicable GAAP 
rule, established by Early Extinguishment of Debt, Ac
counting Principles Board Opinion No. 26 (1972), re
printed at App. 62, and PRM § 233 appear to reflect 
accrual, as opposed to cash basis, accounting principles. 

Although § 413 .24 simply opens the door for the 
Secretary to employ GAAP, § 413.20 makes clear that 
she has, in fact, [* 1 05] incorporated GAAP into the cost 
reimbursement process. That section provides that "stan
dardized definitions, accounting, statistics, and reporting 
practices that are widely accepted in the hospital and 
related fields are followed." § 413.20(a). As the Court of 
Appeals noted, "it is undisputed, in the case at bar, that 
Guernsey Memorial Hospital keeps its books on the ac
crual basis of accounting and in accordance with gener
ally accepted accounting principles." Guernsey Memorial 
Hospital v. Secretary of HHS, 996 F.2d 830, 834 (CA6 
1993). Similarly, related entities in the health care field 
employ GAAP as their standardized accounting prac
tices. See American Institute of Certified Public Ac
countants, Audits of Providers of Health Care Services § 
3.01, p. 11 (1993) ("Financial statements of health care 
entities should be prepared in conformity with generally 
accepted accounting principles"); Brief for American 
Hospital Association et al. as Amici Curiae 7-8 ("Gener
ally accepted accounting principles have always pro
vided the standard defmitions and accounting practices 
applied by nongovernment hospitals in [***123] main
taining their books and records"). Accordingly, the Sec
retary concedes that, under § 413.20, the Hospital at the 
very least was required to submit its request for Medicare 
reimbursement in accordance with GAAP. Guernsey 
Memorial Hospital v. Sullivan, 796 F. Supp .. 283, 288-
289 (SD Ohio 1992); Tr. ofOralArg. 8. 

The remainder of § 413.20 demonstrates, moreover, 
that the accounting practices commonly used in the 
health care field determine how costs will be reimbursed 
by Medicare, not just how they are to be reported. The 

first sentence of § 413.20(a) begins with a statement that 
the provision explains what "the principles of cost reim
bursement require." (Emphasis added.) And the sentence 
emphasizing that standardized accounting and reporting 
practices "are followed" is itself accompanied by the 
promise that "changes in these practices and systems 
[**1242] will not be required in order to determine costs 
payable [that is, reimbursable] under the [*106] princi
ples of reimbursement." The language of the regulation, 
taken as a whole, indicates that the accounting system 
maintained by the provider ordinarily forms the basis for 
determining how Medicare costs will be reimbursed. I 
fmd it significant that the Secretary, through the Admin
istrator of the Health Care Finance Administration, has 
changed her interpretation of this regulation, having pre
viously concluded that this provision generally requires 
the costs of Medicare providers to be reimbursed accord
ing to GAAP when that construction Was to her benefit. 
See Dr. David M Brotman Memorial Hospital v. Blue 
Cross AssnjBlue Cross of Southern California, HCF A 
Admin. Decision, CCH Medicare and Medicaid Guide 
P30,922, p. 9839 (1980) (holding that, "under 42 CFR 
405.406 [now codified as § 413.20], the determination 
of costs payable under the program should follow stan
dardized accounting practices" and applying the GAAP 
rule -- that credit card costs should be treated as expenses 
in the period incurred -- and not the PRM's contrary rule 
-- that such costs should be considered reductions of 
revenue). 

Following the Secretary's current position, the Court 
concludes, ante, at 92-93, that § 413.20 was intended to 
do no more than reassure Medicare providers that they 
would not be required fundamentally to alter their ac
counting practices for reporting purposes. Indeed, the 
Court maintains, the regulation simply ensures the exis
tence of adequate provider fmancial records, maintained 
according to widely accepted accounting practices, that 
will enable the Secretary to calculate the costs payable 
under the Medicare program using some other system
wide method of determining costs, which method she 
does not, and need not, state in any regulations. For sev
eral reasons, I fmd the Court's interpretation of § 413.20 
untenable. 

Initially, the Court's view is belied by the text and 
structure of the regulations. As the Court of Appeals 
noted, "the sentence in [§ 413.20(a)] that says standard
ized reporting [* 107] practices 'are followed' does not 
exist in a vacuum." 996 F.2d at 835. The Provider Reim
bursement Review Board has explained: "The purpose of 
cost reporting is to enable a hospital's costs to be known 
so that its reimbursement can be calculated. For that rea
son, there must be some consistency between the funda
mental principles of cost reporting and those principles 
used for cost reimbursement." Fort [***124] Worth 
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Osteopathic Medical Center v. Blue Cross and Blue 
Shield Ass'nlBlue Cross and Blue Shield of Texas, CCH 
Medicare and Medicaid Guide P40,413, p. 31,848 
(1991). The text of § 413.20 itself establishes this link 
between cost reporting and cost reimbursement by ex
plaining that a provider hospital generally need not mod
ify its accounting and reporting practices in order to de
termine what costs Medicare will reimburse. That is, "the 
methods of determining costs payable under Medicare 
involve making use of data available from the institu
tion's basis accounts, as usually maintained, to arrive at 
equitable and proper payment for services to beneficiar
ies." § 413.20(a). By linking the reimbursement process 
to the provider's existing financial records, the regulation 
contemplates that both the agency and· the provider will 
be able to determine what costs are reimbursable. It 
would make little sense to tie cost reporting to cost reim
bursement in this manner while simultaneously mandat
ing different accounting systems for each. 

In addition, as the Court aptly puts it, "the logical 
sequence of a regulation ... can be significant in inter
preting its meaning." Ante, at 94. Consideration of how a 
provider's claim for reimbursement is processed under
mines the Court's interpretation of § 413.20(a). The 
Court suggests that the fiscal intermediaries who make 
the initial reimbursement decisions take a hospital's cost 
report as raw data and apply a separate set of accounting 
principles to determine the proper amount of reimburse
ment. In certain situations, namely where the regulations 
provide for specific departures from GAAP, this is un
doubtedly the case. But the [*108] description of the 
intermediary's role in the regulations contemplates reli
ance on the GAAP-based cost report as determining re
imbursable costs in considering the ordinary claim. See, 
e. g., § 413.60(b) (providing that, "at the end of the [re
porting] period, the [**1243] actual apportionment, 
based on the cost finding and apportionment methods 
selected by the provider, determines the Medicare reim
bursement for the actual services provided to beneficiar
ies during the period" (emphasis added)); § 413.64(£)(2) 
("In order to reimburse the provider as quickly as possi
ble, an initial retroactive adjustment will be made as 
soon as the cost report is received. For this purpose, the 
costs will be accepted as reported, unless there are obvi
ous errors or inconsistencies, subject to later audit. 
When an audit is made and the final liability of the pro
gram is determined, a final adjustment will be made" 
(emphasis added)). The fiscal intermediary, then, is es
sentially instructed to check the hospital's cost report for 
accuracy, reasonableness, and presumably compliance 
with the regulations. But that task seems to operate 
within the framework of the hospital's normal accounting 
procedure -- i. e., GAAP -- and not some alternative 
uncodified set of accoUJiting principles employed by th~ 

Secretary. See generally 42 CFR § § 421.1-421.128 
(1994). 

I take seriously our obligation to defer to an agency's 
reasonable interpretation of its own regulations, particu
larly "when, as here, the regulation concerns 'a complex 
and highly technical regulatory program,' in which the 
identification and classification of relevant 'criteria nec
essarily require significant expertise [*** 125] and en
tail the exercise of judgment grounded in policy con
cerns.'" Thomas Jefferson Univ. v. Shalala, 512 Us. 504, 
512,129 L. Ed. 2d 405, 114 S. Ct. 2381 (1994) (quoting 
Pauley v. BethEnergy Mines, Inc., 501 US. 680, 697, 
115 L. Ed. 2d604, 111 S. Ct. 2524 (1991)). In this case, 
however, the Secretary advances a view of the regula
tions that would force us to conclude that she has not . 
fulfIlled her statutory duty to promulgate regulations 
determining the methods by which reasonable Medicare 
costs are to be [* 1 09] calculated. If § 4 i 3.20 does not 
incorporate GAAP as the basic method for determining 
cost reimbursement in the absence of a more specific 
regulation, then there is no regulation that specifies an 
overall methodology to be applied in the cost determina
tion process. Given that the regulatory scheme could not 
operate without such a background method, and given 
that the statute requires the Secretary to make reim
bursement decisions "in accordance with regulations 
establishing the method or methods to be used," 42 
US.c. § 1395x(v)(I)(A), I find the Secretary's interpre
tation to be unreasonable and unworthy of deference. 

Unlike the Court, therefore, I would hold that .§ 
413.20 requires the costs incurred by Medicare providers 
to be reimbursed according to GAAP in the absence of a 
specific regulation providing otherwise. The remainder 
oft;ny decision flows from this conclusion. PRM § 233, 
WhICh departs from the GAAP rule concerning advance 
refundin~ losses, does not have the force of a regulation 
because It was promulgated without notice and comment 
as required by the Administrative Procedure Act, 5 
US.c. § 553. And, contrary to the Secretary's argument, 
PRM § 233 cannot be a valid "interpretation" of the 
Medicare regulations because it is clearly at odds with 
the meaning of § 413.20 itself. Thus, I would conclude 
that the Secretary's refusal, premised upon an application 
of PRM § 233, to reimburse the Hospital's bond de
feasement costs in accordance with GAAP was invalid. 

II 

The remaining arguments advanced by the Court in 
support of the Secretary's position do not alter my view 
of the regulatory scheme. The Court suggests that a con
trary decision, by requiring the Secretary to comply with 
the notice and comment provisions of the Administrative 
~rocedure Ac~ in promulgating reimbursement regula
tIOns, would Impose an insurmountable burden on the 
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Secretary's administration of the Medicare program. I 
disagree. Congress obviously [*110] thought that the 
Secretary could manage that task when it required that 
she act by regulation. Moreover, despite the Court's sug
gestion, ante, at 96, nothing in my position requires the 
agency to adopt substantive rules addressing every de
tailed and minute reimbursement issue that might arise. 
An agency certainly cannot foresee every factual sce
nario with which it may be presented in administering its 
programs; to fill in the gaps, it must rely on adjudication 
of particular [**1244] cases and other forms of agency 
action, such as the promulgation of interpretive rules and 
policy statements, that give effect to the statutory princi
ples and the background methods embodied in the regu
lations. Far from being foreclosed from case-by-case 
adjudication, the Secretary is simply [*** 126] obli
gated, in making those reimbursement decisions, to abide 
by whatever ground rules she establishes by regulation. 
Under the Court's reading of the regulations, the Secre
tary in this case did not apply any accounting principle 
found in the regulations to the specific facts at issue -
and indeed could not have done so because no such prin
ciples are stated outside the detailed provisions govern
ing particular reimbursement decisions. I believe that the 
Medicare Act's command that reimbursement requests by 
providers be evaluated "in accordance with regulations 
establishing the method or methods to be used" pre
cludes this result. 

Moreover, I find it significant that the bond de
feasement situation at issue here was foreseen. If the 
Secretary had the opportunity to include a section on 
advance refunding costs in the PRM, then she could have 
promulgated a regulation to that effect in compliance 
with the Administrative Procedure Act, thereby giving 
the public a valuable opportunity to comment on the 
regulation's wisdom and those adversely affected the 
chance to challenge the ultimate rule in court. An agency 
is bound by the regulations it promulgates and may not 
attempt to circumvent the amendment process through 
substantive changes recorded in an informal policy 
[* 111] manual that are unsupported by the language of 
the regulation. Here, Congress expressed a clear policy 
in the Medicare Act that the reimbursement principles 
selected by the Secretary -- whatever they may be -
must be adopted subject to the procedural protections of 
the Administrative Procedure Act. I would require the 
Secretary to comply with that statutory mandate. 

The PRM, of course, remains an important part of 
the Medicare reimbursement process, explaining in detail 
what the regulations layout in general and providing 
those who must prepare and process claims with the 
agency's statements of policy concerning how those 
regulations should be applied in particular contexts. One 
role for the manual, therefore, is to assist the Secretary in 

her daunting task of overseeing the thousands of Medi
care reimbursement decisions made each year. As the 
foreword to the PRM explains, "the procedures and 
methods set forth in this manual have been devised to 
accommodate program needs and the administrative 
needs of providers and their intermediaries and will as
sure that the reasonable cost regulations are uniformly 
applied nationally without regard to where covered ser
vices are furnished." Indeed, large portions of the PRM 
are devoted to detailed examples, including step-by-step 
calculations, of how certain rules should be applied to 
particular facts. The manual also provides a forum for 
the promulgation of interpretive rules and general state
ments of policy, types of agency action· that describe 
what the agency believes the statute and existing regula
tions require but that do not alter the substantive obliga
tions created thereby. Such interpretive rules are exempt 
from the notice and comment provisions of the Adminis
trative Procedure Act, see 5 u.s. C. § 553(b )(A), but they 
must explain existing law and not contradict what the 
regulations require. 

As a result, the policy considerations upon which the 
Court focuses, see ante, at 97-100, are largely beside the 
[***127] point. Like the Court of Appeals, I do not 
doubt that the [*112] amortization approach embodied 
in PRM § 233 "squares with economic reality," 996 F.2d 
at 834, and would likely be upheld as a rational regula
tion were it properly promulgated. Nor do I doubt that 
amortization of advance refunding costs may have cer
tain advantages for Medicare reimbursement purposes. It 
is certainly true that the Act prohibits the Medicare pro
gram from bearing more or less than its proper share of 
hospital costs, 42 u.s. C. § 1395x(v)(1 )(A)(i), but imme
diate recognition of advance refunding losses does not 
violate this principle. While the Court, like the Secretary, 
assumes that advance refunding costs are properly attrib
uted to health care services rendered over a number of 
years, it does not point to any evidence in the record sub
stantiating that proposition. In fact, what testimony there 
is [**1245] supports the view that it is appropriate to 
recognize advance refunding losses in the year of the 
transaction because the provider no longer carries the 
costs of the refunded debt on its books thereafter; the 
losses in question simply represent a one-time recogni
tion of the difference between the net carrying costs of 
the old bonds and the price necessary to reacquire them. 
See, e. g., App. 14-15,22. While reasonable people may 
debate the merits of the two options, the point is that 
both appear in the end to represent economically reason
able and permissible methods of determining what costs 
are properly reimbursable and when. Given that neither 
approach is commanded by the statute, the cross
subsidization argument should not alter our reading of § 
413.20. 
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Finally, the Secretary argues that she was given a 
"broad and flexible mandate" to prescribe standards for 
Medicare reimbursement, and that, as a result, "it is ex
ceedingly unlikely that the Secretary would have in
tended, in general regulations promulgated as part of the 
initial implementation of the Medicare Act, to abdicate to 
the accounting profession (or to anyone else) ultimate 
responsibility for making particular cost reimbursement 
determinations." Brief for Petitioner 19. She points out 
that the purpose of Medicare [* 113] reimbursement, to 
provide payment of the necessary costs of efficient de
livery of covered services to Medicare beneficiaries; may 
not be identical to the objective of financial accounting, 
which is "to provide useful information to management, 
shareholders, creditors, and others properly interested" 
and "has as its foundation the principle of [financial] 
conservatism." Thor Power Tool Co. v. Commissioner, 
439 U.S 522, 542, 58 L. Ed. 2d 785,99 S Ct. 773 (1979) 
(rejecting taxpayer's assertion that an accounting princi
ple that conforms to GAAP must be presumed to be 
permissible for tax purposes). The Court makes this ar
gument as well. See ante, at 100-101. 

Reading the regulations to employ GAAP, even 
though it is possible that the relevant reimbursement 
standard will change over time as the position of the ac
counting profession evolves, does not imply an abdica
tion of statutory authority but a necessary invocation of 
an established body of accounting principles to apply 
where specific regulations have not provided otherwise. 
The Secretary is, of course, not bound by GAAP in such 
a situation and, indeed, [***128] has promulgated re
imbursement regulations that depart from the GAAP 
default rule in specific situations. Compare, e. g., § 
413.134 (£)(2) (limited recognition of gain or loss on 
involuntary conversion of depreciable asset) with R. Kay 
& D. Searfoss, Handbook of Accounting and Auditing, 
ch. 15, p. 14 (2d ed. 1989 and 1994 Supp.) (gains or 
losses are recognized under GAAP in the period of dis
posal of a depreciable asset, even if reinvested in a simi
lar asset). The Secretary would also be free to devise a 
reimbursement scheme that does not involve GAAP as a 
background principle at all if she believes, as the Court 
argues, that use of GAAP binds her to a cost allocation 
methodology ill suited to Medicare reimbursement, see 
ante, at 101. Our task is simply to review the regulations 
the Secretary has in fact adopted, and I conclude that the 
Secretary has incorporated GAAP as the reimbursement 
default rule. 

[*114] III 

Contrary to the Court's conclusion, I do not believe 
that the Administrator's reimbursement decision can be 
defended as a rational application of the statute and the 

existing regulations. The Hospital sought reimbursement 
for its advance refunding costs in accordance with 
GAAP and in compliance with the Secretary's published 
regulations. The Administrator applied PRM § 233, 
which calls for a departure from GAAP in this instance, 
to deny the Hospital's request; that decision contradicted 
the agency's own regulations and therefore resulted in a 
reimbursement decision that was "not in accordance with 
law" within the meaning of the Administrative Procedure 
Act, 5 U.Sc. § 706(2)(A). I agree with the court below 
that "the 'nexus' that exists in the regulations between 
cost reporting and cost reimbursement [**1246] is too 
strong ... to be broken by a rule not adopted in accor
dance with the rulemaking requirements of the Adminis
trative Procedure Act." 996 F.2d at 836. Because the 
Court holds otherwise, I respectfully dissent. 
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