
nepe-36-04-11  Page 40  PDF Created: 2017-10-31: 12:00:PM

Observation Status, Medicare Advantage 
and RAC Activities
Internal auditors can review risks in many areas
By Duane C. Abbey, PhD, CFP

F
or several years CMS has attempted to explain the 
Over 2-Midnight Rule. rule. The basic idea is that 
if medical necessity for the Medicare beneficiary 
supports a stay over two midnights, then the stay is 

justified for inpatient payment purposes.

The rule also raises the question of whether staying over 
two midnights is the sole criterion for admitting a Medicare 
beneficiary to the hospital as an inpatient. Medical staff 
physicians, with utilization review personnel, need to 
develop policies addressing this area. Note that CMS does 
not recognize the admission criteria from commercial 
insurers.

While observation itself may be considered secondary 
to whether an inpatient admission is appropriate, care 
must be taken to ensure that documentation and medical 
necessity are in place to justify observation services. 
To understand medical necessity and the associated 
documentation requirements, two related questions must 
be addressed.

 • What is observation?

 • What is not observation?

These two questions may appear trivial—they are not. 
For instance, consider the language from the FAQ for the 
Medicare Outpatient Observation Notice (MOON):

Observation care is a well-defined set of specific, clinically 
appropriate services, which include ongoing short-term 
treatment, assessment and reassessment that are furnished 
while a decision is being made regarding whether patients 

will require further treatment as hospital inpatients, or if 
they are able to be discharged from the hospital.

The statement almost appears as if it were written for 
auditors. In other words, when an auditor reviews an 
observation case, a “well-defined set of specific, clinically 
appropriate services” should be found. Some observation 
cases do meet this type of criteria, but other cases may be 
more nebulous. For instance, if a hospital has developed a 
care path for chest pain, then the services provided may be 
well-defined.

The converse question of what observation is not is also 
important. A little document issued from the Medical 
Director’s Corner from AdminiStar in December 20021 
addresses the issue of what observation is not. One of several 
statements is that observation is not for routine prep or 
recovery. The word routine requires clinical interpretation, and 
thus the use of the word observation becomes subjective.

Consider the patient who comes to the hospital for 
hydration and administration of prophylactic drugs to lessen 
the toxicity of LOCMs (Low Osmolar Contrast Media) for a 
planned cardiac catheterization. Also consider the patient 
kept overnight in a bed after an outpatient surgery. In both 
cases the use of observation is probably not justified. The 
billing for the services will simply have to be included in the 
overall billing for the encounter.

As an auditor, you should conduct audits specifically to 
determine if the documentation and medical necessity is in 
1 The language from this document also appears in the CMS Publication 100-7, 

State Operations Manual, Appendix W §485.620(a).
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place for observation services. You need to develop audit 
protocols based on the guidelines for what observation is, 
what observation is not, and the specific types of cases at 
your facility.

Medicare Advantage – RADV audits
Internal auditors should carefully watch the activities 
associated with the Risk Adjusted Data Valuation (RADV) 
audits for Medicare Advantage plans. The Medicare 
Advantage Organizations (MAOs) are provided with 
increased reimbursement through a risk adjustment process. 
For the most part, the risk adjustment is dependent upon 
diagnosis coding. The possibility of even inadvertent fraud 
is high.

RADV audits are intended to detect overpayments due 
to inflated risk scores. Concerns are being raised at the 
Congressional level because the RADV auditing process 
appears bogged down and even completed audits go into a 
multi-year appeals process. Senator Grassley, in his April 17, 
2017 letter,2 alludes to $70 billion in overpayments reported 
by the Center for Public Integrity. Only the years 2008 
through 2013 are included. If these estimates are even close, 
a $100 billion overpayment could easily be expected.

Two types of audits are conducted:

 • Comprehensive

 • Condition specific

As the descriptors imply, the comprehensive audits look at 
all types of cases. Condition-specific audits concentrate on 
known clinical problem areas. Statistical extrapolation is 
generally used due to the large number of claims that must 
be assessed.

The major issues are correct diagnosis coding, and then 
proper risk assignment through the Hierarchical Condition 
Categories (HCC). Of course, diagnosis coding must be 
supported by appropriate documentation. Note that the 
documentation may reside with the provider and not be in 
the possession of the MAO.
2 https://www.grassley.senate.gov/sites/default/files/

constituents/2017-04-17%20CEG%20to%20CMS%20%28Risk%20Score%20
Follow%20Up%29.pdf

Outside of possibly providing medical records, providers 
(hospitals, physicians, physician groups, skilled nursing 
facilities, etc.) will not experience any direct financial impact 
as a result of the RADV audits. Some effort could occur relative 
to medical record retrieval and even diagnosis coding by 
providers. The big effect would occur if these MA programs 
suddenly ceased to exist. With this amount of significant 
potential recoupment accumulating over several years, a risk 
exists that they could possibly go out of business.

Providers’ risk assessment should include this as a possibility. 
The individual Medicare beneficiaries can join a different 
plan or even return to traditional Medicare. However, 
any given provider’s Medicare patient population could 
experience some disruption, particularly for providers with a 
contract as part of a network under an MA plan.

Where are the RACs?
The Recovery Audit Contractors (RACs) appear to be gearing 
up for significant activities. The letting of contracts took CMS 
longer than anticipated. Also, the RACs are now essentially 
out of the business of reviewing short inpatient stays. This is 
a result of the Over 2-Midnight Rule and the involvement of 
the Quality Improvement Organizations. The Affordable Care 
Act of 2010 does direct the RACs to participate in the RADV 
audits for Medicare Advantage.

Internal auditors should expect a broader range of issues 
coming from the newly contracted RACs. While the list is 
possibly very long, you can certainly expect further activity 
in areas such as durable medical equipment (DME), end 
stage renal disease (ESRD), and hospice and medicare 
secondary payer. 

When an auditor reviews an observation case, a “well-defined set 
of specific, clinically appropriate services” should be found.
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