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CLINICAL SCENARIO
A 73-year-old man presents to the emergency department with 
sepsis secondary to community-acquired pneumonia. The pa-
tient requires supplemental oxygen and is started on intrave-
nous antibiotics. His admitting physician expects he will need 
more than two nights of hospital care and suggests that inpa-
tient status, rather than outpatient (observation) status, would 
be appropriate under Medicare’s “Two-Midnight Rule.” The 
physician also suspects the patient may need a brief stay in a 
skilled nursing facility (SNF) following the mentioned hospital-
ization and notes that the patient has a Medicare Advantage 
plan (Table) and wonders if the Two-Midnight Rule applies. Fur-
ther, she questions whether Medicare’s “Three-Midnight Rule” 
for SNF benefits will factor in the patient’s discharge planning.

BACKGROUND AND HISTORY
Since the 1970s, the Centers for Medicare & Medicaid Services 
(CMS) has allowed enrollees to receive their Medicare bene-
fits from privately managed health plans through the so-called 
Medicare Advantage programs. CMS contracts with commer-
cial insurers who, in exchange for a set payment per Medi-
care enrollee, “accept full responsibility (ie, risk) for the costs 
of their enrollees’ care.”1 Over the past 20 years the percent 
of Medicare Advantage enrollees has nearly doubled nation-
wide, from 18% to 34%, and is projected to grow even further 
to 42% by 2028.2,3 The reasons beneficiaries choose to enroll in 
Medicare Advantage over Traditional Medicare have yet to be 
thoroughly studied; ease of enrollment and plan administra-
tion, as well as lower deductibles, copays, and out-of-pocket 
maximums for in-network services, are thought to be some of 
the driving factors.

The federal government has asserted two goals for the de-
velopment of Medicare Advantage: beneficiary choice and 
economic efficiency.1 Medicare Advantage plans must be 

actuarially equal to Traditional Medicare but do not have to 
cover services in precisely the same way. Medicare Advantage 
plans may achieve cost savings through narrower networks, 
strict control of access to SNF services and acute care inpa-
tient rehabilitation, and prior authorization requirements, the 
latter of which has received recent congressional attention.4,5 
On the other hand, many Medicare Advantage plans offer 
dental, fitness, optical, and caregiver benefits that are not in-
cluded under Traditional Medicare. Beneficiaries can theoreti-
cally compare the coverage and costs of Traditional Medicare 
to Medicare Advantage programs and make informed choices 
based on their individualized needs. The second stated goal 
for the Medicare Advantage option assumes that privately 
managed plans provide care at lower costs compared with 
CMS; this assumption has yet to be confirmed with solid data. 
Indeed, a recent analysis comparing the overall costs of Medi-
care Advantage to those of Traditional Medicare concluded 
that Medicare Advantage costs CMS more than Traditional 
Medicare,6 perhaps in part due to risk adjustment practices.7

POLICY IN PRACTICE
There are a number of areas of uncertainty regarding the 
specifics of how Medicare Advantage plans work, including 
Medicare Advantage programs’ use of outpatient (observa-
tion) stays. CMS has tried to provide guidance to healthcare 
organizations and clinicians regarding the appropriate use of 
inpatient hospitalizations for patients with Traditional Medi-
care, including the implementation of the Two-Midnight Rule 
in 2013. According to the rule, clinicians should place inpatient 
admission orders when they reasonably expect a patient’s care 
to extend across two midnights.8 Such admission decisions 
are subject to review by Medicare contractors and Quality Im-
provement Organizations.

In contrast, Medicare Advantage plans which enter into 
contracts with specific healthcare systems are not required to 
abide by CMS’ guidelines for the Two-Midnight Rule.9 When 
Medicare Advantage firms negotiate contracts with individual 
hospitals and healthcare organizations, CMS has been clear 
that such contracts are not required to include the Two-Mid-
night Rule when it comes to making hospitalization status deci-
sions.10 Instead, in these instances, Medicare Advantage plans 
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often use proprietary decision tools containing clinical criteria, 
such as Milliman Care Guidelines or InterQual, and/or their 
own plan’s internal criteria as part of the decision-making pro-
cess to grant inpatient or outpatient (observation) status. More 
importantly, CMS has stated that for hospitals and healthcare 
systems that do not contract with Medicare Advantage pro-
grams, the Two-Midnight Rule should apply when it comes to 
making hospitalization status decisions.10

Implications for Patients
Currently, there are no data available to compare between 
Medicare Advantage enrollees and traditional medicine ben-
eficiaries in terms of the frequency of observation use and 
out-of-pocket cost for observation stays. As alluded to in the 
patient’s case, the use of outpatient (observation) status has 
implications for a patient’s posthospitalization SNF benefit. 
Under Traditional Medicare, patients must be hospitalized for 
three consecutive inpatient midnights in order to qualify for the 
SNF benefit. Time spent under outpatient (observation) status 
does not count toward this three-day requirement. Interesting-
ly, some Medicare Advantage programs have demonstrated 
innovation in this area, waiving the three inpatient midnight 
requirement for their beneficiaries;11 there is evidence, how-
ever, that compared with their Traditional Medicare counter-
parts, Medicare Advantage beneficiaries are admitted to low-
er quality SNFs.12 The posthospitalization consequences of an 
inpatient versus outpatient (observation) status determination 
for a Medicare Advantage beneficiary is thus unclear, further 
complicating the decision-making process for patients when it 

comes to choosing a Medicare policy, and for providers when 
it comes to choosing an admission status.

Implications for Clinicians and Healthcare Systems
After performing an initial history and physical exam, if a health-
care provider determines that a patient requires hospitalization, 
an order is placed to classify the stay as inpatient or outpatient 
(observation). For beneficiaries with Traditional Medicare or a 
Medicare Advantage plan that has not contracted with the hos-
pital, clinicians should follow the Two-Midnight Rule for making 
this determination. For contracted Medicare Advantage, the 
rules are variable. Under Medicare’s Conditions of Participation, 
hospitals and healthcare organizations are required to have uti-
lization management (UM) programs to assist physicians in mak-
ing appropriate admission decisions. UM reviews can happen at 
any point during or after a patient’s stay, however, and physicians 
may have to make decisions using their best judgment at the 
time of admission without real-time input from UM teams.

Outpatient (observation) care and the challenges surround-
ing appropriate status orders have complicated the admission 
decision. In one study of 2014 Traditional Medicare claims, al-
most half of outpatient (observation) stays contained a status 
change.13 Based on a recent survey of hospitalist physicians, 
about two-thirds of hospitalists report at least monthly re-
quests from patients to change their status.14 Hospital medi-
cine physicians report that these requests “can severely dam-
age the therapeutic bond”14 between provider and patient 
because the provider must assign status based on CMS rules, 
not patient request.

TABLE. Acronyms and Definitions

Term Definition

Traditional, Original, or Fee-for-Service Medicare Usually refers to Parts A and B healthcare coverage for those over Age 65 and younger patients with 
disabilities or end-stage renal disease requiring dialysis, provided directly through the Centers for 
Medicare & Medicaid Services (CMS). Both Parts A and B have deductibles and copays associated 
with their coverage; these amounts vary by year and by the amount of time a beneficiary paid into 
the system.

Medicare Part A Covers inpatient/hospital expenses for beneficiaries admitted to the hospital as inpatients and for 
postacute skilled nursing facility coverage for qualifying beneficiaries with an inpatient stay that 
crosses three midnights.

Medicare Part B Covers outpatient/clinic expenses, including outpatient (observation) hospitalizations.

Medicare Part C/Medicare Advantage Plan Medicare Advantage plans are approved by CMS but offered through commercial insurance 
companies. These plans combine Medicare Parts A and B into a single plan and cover prescription 
drugs. Individuals enrolled in Medicare Advantage plans are still enrolled in Medicare, but receive 
their benefits through their Medicare Advantage plans. Medicare Part C/Medicare Advantage costs 
vary by plan.

Medigap Commercial insurance supplemental coverage typically used in combination with Traditional 
Medicare.

Inpatient Hospitalization A hospital stay billed under Medicare Part A under “inpatient status.”

Outpatient (Observation) Hospitalization A hospital stay billed under Medicare Part B under “outpatient status.” Although commonly referred 
to as “observation status,” observation is technically outpatient status with observation services. 
Observation hospital care can be delivered anywhere in a hospital, from an observation unit to an 
intensive care unit.

Abbreviation: CMS, Centers for Medicare & Medicaid Services.
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COMMENTARY AND RECOMMENDATIONS
CMS could improve the current system in one of two ways. 
First, CMS could require that all Medicare Advantage plans fol-
low the same polices as Traditional Medicare policies regard-
ing the Two- and Three-Midnight Rules. This would eliminate 
the need for both hospitals and healthcare organizations to 
dedicate time and resources to negotiating with each Medi-
care Advantage program and to managing each Medicare Ad-
vantage patient admission based on a specific contract. Ideal-
ly, CMS could completely eliminate its outpatient (observation) 
policy so that all hospitalizations are treated exactly the same, 
classified under the same billing status and with beneficiaries 
having the same postacute benefit. This would be consistent 
with the sentiment behind the recent Office of Inspector Gen-
eral’s (OIG) report suggesting that CMS consider counting 
outpatient midnights toward the three-midnight requirement 
for postacute SNF care “so that beneficiaries receiving similar 
hospital care have similar access to these services.”15

WHAT SHOULD I TELL MY PATIENT?
The physician in the example above should tell their patient 
that they will be admitted as an inpatient given her expecta-
tion that the patient will need hospitalization for oxygen sup-
port, parenteral antibiotics, and evaluation by physical therapy 
to determine a medically appropriate discharge plan. The phy-
sician should document the medical necessity for the admis-
sion, specifically her expectation that the patient will require at 
least two midnights of medically necessary hospital care. If the 
patient has Traditional Medicare, this documentation, along 
with the inpatient status order, will fulfill the requirements for 
an inpatient stay. If the patient has a Medicare Advantage plan, 
the physician can advise the patient that the plan administra-
tors will ultimately determine if an inpatient stay will be cov-
ered or denied.

CONCLUSIONS
In the proposed clinical scenario, the rules determining the pa-
tient’s hospitalization status depend on whether the hospital 
contracts with the patient’s Medicare Advantage plan, and if 
so, what the contracted criteria are in determining inpatient 
and outpatient (observation) status. The physician could con-
sider real-time input from the hospital’s UM team, if available. 
Regardless of UM input, if the physician hospitalizes the pa-
tient as an inpatient, the Medicare Advantage plan administra-
tors will make a determination regarding the appropriateness 
of the admission status, as well as whether the patient qualifies 
for posthospitalization Medicare SNF benefits (if requested) 
and, additionally, which SNFs will be covered. If denied, the 
hospitalist will have the option of a peer-to-peer discussion 
with the insurance company to overturn the denial. Given 
the confusion, complexity, and implications presented by this 

admission status decision-making process, standardization 
across Traditional Medicare and Medicare Advantage plans, or 
a budget-neutral plan to eliminate status distinction altogeth-
er, is certainly warranted.
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