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The problems surrounding hospital observation care
and associated audits by Recovery Audit Contractors
are gaining increased attention from both Congress
and the Centers for Medicare & Medicaid Services
(CMS).1–5 On August 6, 2015, President Obama signed
the NOTICE (Notice of Observation Treatment and
Implication for Care Eligibility) Act (P.L. 114-42),4

which will require all Medicare beneficiaries receiving
observation services for over 24 hours to be informed
of their outpatient status. However, providers and hos-
pitals are currently unable to answer a question that
patients will certainly ask: What will an observation
stay cost me compared to the same stay billed as an
inpatient?

In this issue of the Journal of Hospital Medicine,
Kangovi et al.6 get a step closer to answering this
question. Using 2010 to 2012 Medicare data, Kangovi
and colleagues studied patient out-of-pocket costs per
Medicare benefit period and found that the mean
financial self-pay cost per beneficiary observation stay
was less ($469.42) than the 2010 inpatient deductible
($1100),7 although about 1 in 10 observation stays
exceeded the inpatient deductible. For beneficiaries
with multiple observation stays per benefit period, the
mean cumulative self-pay cost ($947.40) was also less
than the inpatient deductible. However, for over a
quarter of beneficiaries with multiple observation
stays, the cumulative patient cost exceeded the inpa-
tient deductible. The authors also found that black
beneficiaries and those with more comorbidities were
more likely to have multiple observation visits per ben-
efit period, but higher out-of-pocket observation liabil-
ity was associated with nonblack race, lower number
of chronic conditions, and not being dual eligible.

Medicare beneficiaries hospitalized as inpatients are
covered by Medicare Part A, with a single deductible

per benefit period, and are eligible for skilled nursing
facility (SNF) coverage after 3 consecutive inpatient
midnights. Medicare patients hospitalized as outpa-
tients, including those receiving observation services,
are not eligible for SNF coverage, must pay the cost
of many self-administered pharmaceuticals, and are
generally responsible for 20% of each service ren-
dered, but with the per-service out-of-pocket 20%
deductible capped at the equivalent to the current Part
A deductible. However, there is no cumulative limit
on the total out-of-pocket cost for outpatient observa-
tion (Part B) hospitalizations.8

Put in a slightly different way, “while [outpatient
coverage] is designed to reflect the cost of caring for
each individual beneficiary, [inpatient payment struc-
ture] is designed to reflect the cost of caring for an
average beneficiary.”9 Because outpatient observation
“payments are made per service, Medicare and benefi-
ciary payment amounts both increase as the number of
services provided increases,”9 which creates a thresh-
old where the number and complexity of outpatient
services exceeds the average inpatient stay, resulting in
out-of-pocket observation costs exceeding the inpatient
deductible. It makes sense that this threshold is more
likely to be reached when the costs of multiple obser-
vation stays are added. Therefore, we should not be
surprised at the findings of Kangovi et al.,6 nor at
those of the Office of Inspector General (OIG)9 using
2012 Medicare claims data, showing higher average
out-of-pocket patient costs for short inpatient stays
compared to observation stays, but with a significant
minority of out-of-pocket observation patient stay
costs exceeding the inpatient deductible.

Dr. Kangovi and colleagues should be applauded
for their efforts to address this important Medicare
beneficiary issue. Yet many questions remain. First,
neither the OIG study nor Kangovi et al. fully
included cost of self-administered medications in cal-
culating patients’ out-of-pocket patient liability. Sec-
ond, Kangovi and colleagues did not account for
beneficiary posthospitalization SNF costs, which
would be substantially higher for any patients who
did not have a qualifying 3-day inpatient stay, includ-
ing all patients hospitalized “under observation.”
Third, both reports used data predating the 2-
midnight rule, so it is unlikely that beneficiary costs
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are comparable under current policy. Fewer long
(>48 hours) observation stays under the 2-midnight
rule should reduce beneficiary financial burden,
though this is unconfirmed. However, certain shorter,
high-acuity, procedure-based observation stays could
be more costly for patients.9 Fourth, Kangovi et al.
also did not consider patients with both an inpatient
stay and an observation stay in the same benefit
period; these patients would be liable for both the
inpatient deductible and the outpatient fees. Fifth, to
be meaningful, comparison of beneficiary out-of-
pocket liability for inpatient versus outpatient care
must occur in the context of services rendered, similar
to what was proposed by the House Ways and Means
Subcommittee in their Hospital Improvements for
Payment draft bill.10 Absent this, we should not con-
clude from this study that observation care is deliv-
ered at a “discounted” rate for patients when it is
possible that lower out-of-pocket payments simply
reflect, on average, fewer services rendered per obser-
vation stay when compared to an inpatient stay.
Finally, the association between race, socioeconomic
status, chronic conditions, and inpatient and observa-
tion stays merits further investigation. How such hos-
pitalizations may relate to larger costs associated with
lack of appropriate follow-up care, including costs for
those who have adverse consequences when they cur-
tail or forego SNF placement, must be considered.

Even if we accept these limitations and accede that
out-of-pocket observation cost is, on average, less than
inpatient, pitfalls of observation policy remain: a cap on
out-of-pocket financial risk for hospital care and SNF
coverage are protections only afforded to those Medi-
care beneficiaries hospitalized as inpatients. Although
the aspect of CMS’ 2-midnight rule that presumes inpa-
tient status if a there is a physician’s expectation of a
medically necessary hospitalization of 2 or more mid-
nights mitigates, but does not eliminate, the observation
policy problem of uncapped out-of-pocket financial
liability, it does not address the lack of SNF coverage
following outpatient hospitalization. Further action and
answers need to come from both Congress and CMS.
At a recent Senate Special Committee on Aging hearing,
Elizabeth Warren emphasized that CMS must accu-
rately determine Medicare beneficiary out-of-pocket
cost for observation care so providers can answer this
question that patients undoubtedly ask.1 CMS should
be called upon to make available estimates of benefici-
ary costs under the 2-midnight rule that include phar-
macy charges, copayments (in the context of services
rendered), and SNF costs. In addition, data should
extend past beneficiary liability to detail differences in
outpatient versus inpatient hospital reimbursement, sys-
tematic recovery auditing costs, and the total financial
impact of maintaining 2 distinct (inpatient and outpa-
tient) hospital reimbursement systems.11,12

Congress and CMS must ultimately go beyond cost
estimates and actually reform the core problems in out-

patient observation policy and the Recovery Audit pro-
gram charged with enforcing status determinations.
Congress should pass the Improving Access to Medi-
care Coverage Act of 2015 (H.R. 1571 and S. 843),
which would guarantee SNF coverage for Medicare
beneficiaries hospitalized for 3 consecutive midnights,
regardless of whether those nights are inpatient or out-
patient.13 Recovery Audit reform bills in the House
(H.R. 2156)3 and under consideration in the Senate2

should be strongly supported. In addition, Congress
and CMS should consider legislation or regulation that
would cap outpatient hospitalization out-of-pocket
liability at the inpatient Medicare beneficiary deducti-
ble. Alternatively, policymakers could finally recognize
the current observation versus inpatient system for
what it is: a payment structure with little clinical rele-
vance. When the same exact medical care has 2 differ-
ent hospital reimbursement rates and 2 different
patient out-of-pocket financial liabilities, it may be
time for policymakers to eliminate the false distinction
altogether.

Disclosure: Nothing to report.
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