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EDITORIAL
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Every reader of a certain age will recognize this acro-
nym: ADCVANDIML.  In simpler times, we “admitted” 
to a location: medical intensive care unit, bone mar-
row transplant unit. At some point, admission orders 

changed from a synonym for “hospitalize” to chart evidence 
necessary for inpatient payment to the hospital. In the billing 
and payment world, “inpatient” and “outpatient” hospitaliza-
tions are paid at different rates. Observation stays are one type 
of “outpatient hospitalization,” a confusing and contradictory 
term to physicians and patients alike. In their article published 
in this month’s Journal of Hospital Medicine, Sheehy and col-
leagues attempt the herculean task of defining a reproduc-
ible methodology to identify observation hospital stays using 
Medicare claims data.1 They highlight the complexity of claims 
data, the variability of revenue codes used, and the probable 
high frequency of status changes from outpatient observation 
to inpatient, and vice-versa, during a single hospitalization. 
They also argue for reform to simplify payment policy for hos-
pitalized patients.

In October 2013, the Center for Medicare and Medicaid Ser-
vices (CMS) changed the definition of “inpatient” in the Hospi-
tal Inpatient Prospective Payment System rule.2 This change is 
known colloquially as the “two-midnight rule” and occurred on 
the heels of several years of Recovery Audit contractor (RAC) 
retroactive denials of short-stay inpatient payments to hospi-
tals around the country. These denials appear to have been 
based solely on the visit status under which a claim was billed, 
rather than a dispute over the actual medical care delivered.3 
The RAC audits alleged billions of dollars of improper payment 
to hospitals and resulted in a log-jam of hundreds of thou-
sands of cases in the federal appeal system.4 The two-midnight 
rule altered the subjective characterization of an inpatient from 
patient-based (severity of illness) and physician-based (intensi-
ty of service) to an objective, time-based payment definition. 
For the hospital to submit a claim to Medicare Part A, a med-
ical provider with admitting privileges should expect that the 
patient will need, for medically necessary reasons, a hospital-
ization that will span at least two midnights of hospital care. 
Notable exceptions to the rule include patients undergoing 
a procedure on the Medicare Inpatient Only list and hospital-

izations that include an unplanned mechanical intubation. To 
receive payment for observation (an outpatient service billed 
under Part B) the physician must place an observation order in 
addition to other requirements. At its core, the two-midnight 
rule is a payment rule, not a patient care rule.

This change in the criteria for an inpatient hospitalization 
from a subjective to a more objective and measurable time-
based criterion might lead us to believe that the process for 
determining the correct visit status would now be simple. Un-
fortunately, we are dealing with a messy real-world scenario, 
where doctors can make different judgments and patients can 
have an unpredictable hospital course. Physicians are familiar 
with the issues surrounding the choice of the “correct” admis-
sion order. In many hospitals, the Medicare patients in “ob-
servation” and those with an “inpatient” order can be on the 
same floor and even share the same room. From a hospital 
resource, nurse’s, and physician’s standpoint, the patients are 
often indistinguishable. While some facilities have observation 
units often associated with their emergency departments, the 
elderly and those patients with certain comorbidities can be 
excluded from these units based on protocols designed to im-
prove outcomes and patient safety.

Additionally, most patients who spend at least one night in 
the hospital for medical treatment would not think that they 
could be an “outpatient.” To address this, CMS has produced 
specific beneficiary information5 and now requires hospitals 
to provide patients with the Medicare outpatient observation 
notice (MOON) if patients spend more than 24 hours in obser-
vation status.6 Beneficiaries must sign this notice, but unlike 
those admitted as inpatients, Medicare observation patients 
have no appeal rights. Recent articles in the lay press high-
light the interplay between observation status, out-of-pocket 
expenses, and impact on postacute care.7,8

Following the implementation of the two-midnight rule, 
CMS directed the regional Medicare Administrative Contrac-
tors to perform audits in every hospital in the country. This has 
led to system-based processes at most facilities directing the 
“proper” visit class orders for our patients: direct education 
to providers, electronic medical record fixes and hard-stops, 
and real-time communications from the utilization review nurs-
es and staff. These processes, based on a payment rule are 
burdensome to patients, physicians, and hospital support staff.

It’s not surprising to see that the billing of hospital-based 
observation care is also a quagmire. The methods and results 
sections of Sheehy et al.’s article reads like a calculus textbook 
written in a foreign language on first pass, even to an expert. 
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Adding to an already complex issue, since October 2013, a hos-
pital’s Utilization Review physicians can also “self-deny” Medi-
care inpatient stays that do not meet the two-midnight rule 
payment criteria and still bill for most of Part B charges. These 
cases are sometimes referred to as “Part A to B rebills” and may 
or may not have been captured in the claims data reported by 
CMS and reviewed by Sheehy et al. These cases represent an-
other important status change that should be tracked.

There is a multitude of opinions on the pros and cons of 
observation care as a payment policy, and the data presented 

by Sheehy et al. is further evidence that the line between in-
patient and observation hospitalizations remains blurred and 
mutable. The authors demonstrate the need for a consistent 
methodology to define observation stays and ultimately to 
study them using claims-based data. Simplicity may be the an-
swer, but first, we must know what we are doing, then we can 
have a debate on whether or not it needs to change.
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