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Observation, RACs and Predictive Analytics
Good news on observation and the RACs move to other things—but look out for 
Uncle Sam’s big-data efforts
By Duane C. Abbey, PhD, CFP

O
n June 10, 2013, CMS issued Transmittal 1247 
that provides the operational implementation 
of CMS’s interim rule that was issued as 
CMS 1455-R. This whole situation has arisen 

from multiple appeals relative to RAC denials of inpatient 
admission being asserted as not medically necessary. 

At the Administrative Law Judge (ALJ) level, as upheld by 
the Medicare Appeals Council, the inpatient admission was 
found as not medically necessary, but outpatient observation 
services were determined as medically necessary. The ALJ 
rulings indicated that the CMS administrative contractor 
should work with the provider to have an outpatient claim 
filed and thus, at least, offset the amount of the inpatient 
recoupment. One of the major outpatient services would be 
observation. For instance, from the O’Connor Hospital ruling1:

In this case, the provider submitted a timely claim for 
services which was paid under Part A. When the RAC 
reopened the determination on the initial claim at issue, 
it had the same plenary authority to process and adjust 
the claim as it did when that claim was first presented 
and paid. The RAC’s revised initial determination states 
that the beneficiary met the criteria for outpatient 
observation status.

Consistent with the CMS manual provisions discussed 
above, the contractor shall work with the provider 
to take whatever actions are necessary to arrange 
for billing under Part B, and thus, offset any Part A 
overpayment. The contractor shall issue a new initial 
determination upon effectuation.

1 See www.hhs.gov/dab/divisions/medicareoperations/macdecisions/ 
oconnorhospital.pdf. 

Beyond the Medicare Appeals Council, the next step in the 
appeals process is to go to the federal court system. CMS 
has, apparently, decided not to take this case into federal 
court to defend their position. Instead, CMS is indicating 
that they are acquiescing to the directives from the ALJs. 
However, we have the following from Transmittal 1247:

In this situation, under the Ruling the hospital may 
submit a Part B inpatient claim for all Part B services 
that would have been payable to the hospital had 
the beneficiary originally been treated as a hospital 
outpatient rather than admitted as a hospital inpatient, 
except when those services specifically require an 
outpatient status (for example, outpatient visits, 
emergency department visits, and observation 
services).

Depending upon the interpretation of the language, the 
issue of whether observation services should be included in 
the rebilling is certainly of interest.

Note also that CMS is indicating that the RAC auditors should 
only be looking at the specific issue at hand. In this case, the 
only issue is whether the inpatient admission was medically 
necessary. No other issues are included for consideration. 

This is certainly a tunnel-vision approach. For internal 
auditors at hospitals and integrated delivery systems, this 
approach would yield relatively minimal results when a 
given case is reviewed. Typically, auditors would look at all 
aspects of the given case.

Be certain to follow developments in this area. CMS should 
be issuing CMS 1455-F as a final Federal Register entry in the 
near future.
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Where are the raCs going?
The Recovery Audit Contractors (RACs) continue their efforts 
to recoup millions of dollars of overpayments. A brief review 
of the newly approved issues for the first half of 2013 clearly 
shows the RACs are expanding the range of issues along 
with greater coverage of all healthcare provider types. 

During 2011 and 2012, the primary focus of the RACs was 
on hospitals. The main issues involved medical necessity of 
hospital admissions and associated services, and then the 
validity of coding for MS-DRGs.

Newer issues involve various healthcare providers including 
physicians, non-physician practitioners, Ambulatory Surgical 
Centers, ambulance, DME suppliers and Critical Access 
Hospitals. For Critical Access Hospitals the two focus issues 
are blepharoplasty (i.e., eyelid lifts) and IMRT (Intensity 
Modulated Radiation Therapy). Healthcare providers who 
have not been significantly impacted by the RACs should 
anticipate increasing activity as well.

Potential compliance issues within the coding, billing and 
reimbursement area may arise even when you are not 
looking for them. A review of the different RAC-approved 
issues listings is a good way to identify areas of possible 
concern. You should consider these issues within the audit 
activities of your organization.

Predictive analytics and the fraud prevention system
CMS implemented the FPS (Fraud Prevention System) in 
July 2011 as required by the Small Business Jobs Act.2  A key 
element is the use of sophisticated computer software to 
analyze huge amounts of claims data. The eventual goal is 
to analyze the claims data in real time, meaning claims will 
be reviewed before payment. The overall goal is to identify 
patterns of possible fraudulent behavior using predictive 
analytics.  

As healthcare auditors, you should review the following 
three reports to keep up with activities in this area.

 • “The Department of Health and Human Services Has 
Implemented Predictive Analytics Technologies but Can 

2 Small Business Jobs Act of 2010, Public Law 111-240, §4241.

Improve Its Reporting on Related Savings and Return on 
Investment,” OIG A-17-12-53000, September, 2012

 • “CMS Has Implemented a Predictive Analytics System, 
but Needs to Define Measures to Determine Its 
Effectiveness,” GAO-13-104, October 2012

 • “Report to Congress: Fraud Prevention System First 
Implementation Year,” CSM, 2012.

While an over-simplification of these three reports, CMS has 
started the process and now needs to continue to improve 
FPS with greater coordination with other auditing efforts. In 
addition, CMS needs to carefully assess the cost-benefit of 
the analytic technologies. There are three types of models 
being used for FPS:

 • Rule-based models

 • Anomaly-detection models

 • Predictive models

Keep in mind that predictive analytics is a formal tool 
available to individual healthcare providers as well as 
government auditors. Providers should monitor CMS’s 
efforts in this area. 

Due consideration should be given to using these 
techniques on the data routinely collected to bill and 
file claims with the Medicare program and other payers. 
As we move toward newly modified delivery systems 
and associated payment mechanisms, such as ACOs 
(Accountable Care Organizations), the ability to analyze vast 
volumes of data for various patterns becomes a necessity. NP

The overall goal is to identify patterns of possible fraudulent behavior using 
predictive analytics.
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