
An Official Publication of the Society of Hospital Medicine Journal of Hospital Medicine    Vol 12  |  No 6  |  June 2017          479

EDITORIAL

It’s Time for a Strategic Approach to Observation Care
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After patients have experienced an illness requiring a hos-
pital stay, they are increasingly finding that despite having 
received treatment in a hospital bed, they were never actu-
ally admitted—at least not from the perspective of their in-
surers. Instead, these patients were kept under observation, 
an outpatient designation that allows a hospital to bill for 
observation services without formally admitting a patient.

Recent studies have recorded significant increases in hos-
pitals’ use of observation stays among the Medicare popu-
lation,1-3 raising concerns about the financial ramifications 
for patients. Under observation, patients are potentially re-
sponsible for a greater share of the cost and bear the financial 
consequences of inappropriate observation stays. Currently, 
around 6% of Medicare patients hospitalized as outpatients 
spend more than 48 hours (or two midnights) in observa-
tion, sometimes much longer, exposing them to significant 
out-of-pocket costs.3 In addition, liberal use of observation 
can lead to increased hospital stays, for example among low-
er-severity emergency department (ED) patients who could 
have been safely discharged but were instead kept for a costly 
observation stay.4 At the same time, hospitals do not neces-
sarily benefit from this cost shifting; in fact, hospital margin 
is worse for patients under Medicare observation care.5 Yet 
hospitals are obligated to be compliant with CMS observa-
tion regulations and may try to avoid the consequences (eg, 
audits, non-payment) for inpatient stays that are deemed in-
appropriate by CMS.

While the nuances of how CMS finances observation 
stays have made the practice controversial, the use of ob-
servation care in other payer groups that may not have the 
same reimbursement policies, and its impact on patients, 
have not been well studied. In this issue of the Journal of 
Hospital Medicine, Nuckols et al.6 begins to address this gap 
by carefully exploring trends in observation stays in a mul-
tipayer data set.

The authors use data for four states (Georgia, Nebraska, 
South Carolina, and Tennessee) from the Healthcare Cost 
and Utilization Project (Agency for Healthcare Quality and 
Research) and the American Community Survey (US Cen-
sus Bureau) to calculate population based rates of ED visits, 
observation stays, and inpatient admissions. To date, this 

is the first study to examine and compare the use of obser-
vation stays in an all-payer data set. Similar to prior work 
that examined the Medicare population, the authors find in-
creased rates of treat-and-release ED visits and observation 
stays over time with a corresponding decline in inpatient 
admissions. As this study clearly shows, observation stays are 
comprising a greater fraction of the total hospital care deliv-
ered to patients with acute illnesses.

In many ways, the findings of Nuckols et al.6 raise more 
questions than they answer. For example, does the rise in 
observation stays represent a fundamental shift in how hos-
pitals deliver care, an alternative to costly inpatient admis-
sions? Are changing payer incentives driving hospitals to be 
more prudent in their inpatient admission practices, or are 
similar services simply being delivered under a new billing 
designation? And, most important, does this shift have any 
repercussions for the quality and safety of patient care?

Ultimately, the answer to these questions is, “It depends.” 
As the authors mention, most US hospitals admit observa-
tion patients to general medical wards, where they receive 
care at the admitting provider’s discretion instead of utilizing 
specific care pathways or observation protocols.7 In some of 
these hospitals, there may be little to no difference in how 
the observation patient is treated compared with a similar 
patient who is hospitalized as an inpatient.

However, a minority of hospitals has been more strategic 
in their delivery of observation care and have developed 
observation units. While observation units vary in design, 
common features include a dedicated location in the hos-
pital with dedicated staff, reliance on clear inclusion-exclu-
sion criteria for admission to the unit, and the use of rap-
id diagnostic or treatment protocols for a limited number 
of conditions. About half of these observation units are 
ED-based, reducing transitions of care between services. 
Protocol-driven observation units have the potential to 
prevent unnecessary inpatient admissions, standardize evi-
dence-based practice, and reduce practice variation and re-
source use, apparently without increasing adverse events.8 In 
addition, they may also lead to better experiences of care for 
many patients compared with inpatient admissions.

Medicare’s own policy on observation hospital care suc-
cinctly describes ED observation units: “Observation ser-
vices are commonly ordered for patients who present to the 
emergency department and who then require a significant 
period of treatment in order to make a decision concerning 
their admission or discharge…usually in less than 24 hours.” 
Due to regulatory changes and auditing pressure, observa-
tion care has expanded beyond this definition in length of 
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stay, scope, and practice such that much of observation care 
now occurs on general hospital wards. Ideally, observation 
policy must be realigned with its original intent and invest-
ment made in ED observation units.

The shifting landscape of hospital-based care as described 
by Nuckols et al.6 highlights the need for a more strategic ap-
proach to the delivery of acute care. Unfortunately, to date, 
there has been a lack of attention among policymakers to-
wards promoting a system of emergent and urgent care that 
is coordinated and efficient. Observation stays are one major 
area for which innovations in the acute care delivery system 
may result in meaningful improvement in patient outcomes 
and greater value for the healthcare system. Incentivizing a 
system of high-value observation care, such as promoting the 
use of observation units that employ evidence-based practic-
es, should be a key priority when considering approaches to 
reducing the cost of hospital-based and other acute care.

One strategy is to better define and possibly expand the 
cohort of patients likely to benefit from care in an observa-
tion unit. Hospitals with significant experience using obser-
vation units treat not only common observation conditions 
like chest pain, asthma, or cellulitis, but also higher-risk 
inpatient conditions like syncope and diabetic ketoacidosis 
using rapid diagnostic and treatment protocols.

Identifying high-value observation care also will require 
developing patient outcome measures specific for observa-
tion stays. Observation-specific quality measures will allow a 
comparison of hospitals that use different care pathways for 
observation patients or treat certain populations of patients in 
observation units. This necessitates looking beyond resource 
use (costs and length of stay), which most studies on observa-
tion units have focused on, and examining a broader range of 
patient outcomes like time to symptomatic resolution, quality 
of life, or return to productivity after an acute illness.

Finally, observation care is also a good target for payment 
redesign. For example, incentive payments could be provid-
ed to hospitals that choose to develop observation units, 
employ observation units that utilize best known practices 

for observation care (such as protocols and clearly defined 
patient cohorts), or deliver particularly good acute care out-
comes for patients with observation-amenable conditions. 
On the consumer side, value-based contracting could be 
used to shunt patients with acute conditions that require 
evaluation in an urgent care center or ED to hospitals that 
use observation units.

While the declines in inpatient admission and increases 
in treat-and-release ED patients have been well-document-
ed over time, perhaps the biggest contribution of this study 
from Nuckols et al.6 lies in its identification of the changes 
in observation care, which have been increasing in all payer 
groups. Our opportunity now is to shape whether these shifts 
toward observation care deliver greater value for patients.
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