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Two-Midnight Rule, Off-Campus Clinics and 
Observation Services
Controversial updates with big effects
By Duane C. Abbey, PhD, CFP

T
he two-midnight rule has replaced the long-
standing 24-hour rule relative to when an 
inpatient admission is appropriate versus 
providing those services in observation status. 

CMS has made a change by dropping the "rare and unusual" 
language for inpatient admissions that do not meet the 
two-midnight rule. CMS has moved to allow physicians 
to justify an inpatient admission lasting less than two 
midnights through medical necessity.1 The main elements 
enunciated by CMS include:

 • The severity of the signs and symptoms exhibited by the 
patient

 • The medical predictability of something adverse 
happening to the patient

 • The need for diagnostic studies that appropriately 
are outpatient services (their performance does not 
ordinarily require the patient to remain at the hospital for 
24 hours or more).

Internal auditors should be sensitive to documentation 
requirements that move beyond needed clinical 
documentation to what might be called payment 
documentation. Physicians and other healthcare providers 
must create documentation that not only meets clinical 
standards, but must go further in meeting documentation 
requirements for payment purposes. Physicians must 
become accustomed to explicitly documenting that the 

1 80 FR 70545

stay will require, in the physician’s estimation, over two 
midnights.

Internal auditors should follow any developments relative 
to the two-midnight rule because this new rule is somewhat 
controversial and there may be changes in the future. In 
the November 13, 2015, Federal Register entry, MedPAC 
(Medicare Payment Advisory Commission) and the AMA 
(American Medical Association) both recommended that the 
two-midnight rule be rescinded.2 If this rule were rescinded, 
CMS would probably revert to the 24-hour rule.

Hospital off-campus clinics
Congress has entered the arena of off-campus provider-
based clinics. The Bipartisan Budget Act of 2015 (BBA 2015), 
Section 603, explicitly addresses off-campus clinics by 
equalizing payments between off-campus provider-based 
clinics and freestanding clinics.

The payment changes will not take place until January 1, 
2017, and provider-based operations that were in place 
before enactment of BBA 2015 will be grandfathered. Thus, 
off-campus clinics that were in place before enactment 
of BBA 2015 will continue to receive the increased 
reimbursement through split-billing—filing both a 1500 for 
the professional component and the UB-04 for the facility 
component.

This was a change to the Social Security Act (SSA) that raised 
many questions. Internal auditors should review all provider-
based operations, particularly those off-campus as well as 

2 80 FR 70542-70543
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provider-based operations that are on-campus although not 
inside the hospital itself.

Care should be taken in establishing any new provider-
based operations. If the new operation is planned for 
off-campus, then the financial impact should be carefully 
considered. If possible, hospitals will likely opt to establish 
clinics and other operations on the campus or inside the 
hospital itself.

This may drive some concerns about what actually 
constitutes the campus of the hospital. The provider-
based rule (PBR) uses a 250-yard metric for determining 
the campus of the hospital unless there has been separate 
approval from the CMS regional office.

The congressional action is in addition to CMS’ 
implementation of data-gathering for off-campus provider-
based clinics. Data collection involves the use of the PO 
modifier for the UB-04 claim form and the use of place-of-
service (POS) 19 for the 1500 claim form. We now have POS 
19 for off-campus provider-based clinics and POS 22 for 
on-campus provider-based clinics.

Exactly what CMS will do with the data that is collected is an 
open question. The apparent reason for this data collection 
is to address concerns from the OIG3 and MedPAC4 about 
equalizing payments between freestanding and provider-
based clinics. As an internal auditor, you should make 
certain that claims filing is correct and that the cost-report 
CCRs (cost-to-charge ratios) are proper for charges made for 
the off-campus operations.

Observation services
In the November 13, 2015, Federal Register, CMS is now 
establishing a comprehensive APC (C-APC) to pay for 
observation services. Note that virtually all services that 
are provided with observation will now be packaged. This 
includes any ED (Emergency Department) services, which 
also includes critical care services. Interestingly enough, 
injections and infusions are not included in this C-APC.5

3 See August 2000 OEI-04-97-00090.
4 See Chapter 3 of the MedPAC Report To Congress, April 2012.
5 Injections and infusions are generally Status Indicator S and thus not packaged.

Payment for this new observation C-APC is in the range of 
a low level DRG payment.6 Thus, the difference in payment 
between an observation stay and a short inpatient stay is 
narrowing. However, considering the services that are now 
bundled into the observation payment, there is concern as 
whether this payment level is reasonable.

Virtually all services that are 
provided with observation 
will now be packaged.

Assuming CMS does not continue to make changes relative to 
observation and the services that are packaged, the payment 
rate should adjust based on hospital costs as reported 
through the hospitals’ charges. Internal auditors should note 
there will be an extreme difference in costs between relative 
short observation stays and stays that involve several days.

Observation services represent a long-term auditing 
challenge. Medical necessity issues along with proper 
coding, billing and reimbursement are all appropriate 
areas for auditing. Additionally, the proper use of Condition 
Code 44 should be audited to make certain there is proper 
documentation supporting this code. As an internal auditor, 
you will also want to follow with some care the way in which 
the NOTICE Act7 is implemented. NOTICE stands for Notice of 
Observation Treatment and Implication for Care Eligibility. NP

6 Extended evaluation and management services are paid through APC 8011 
with a national rate of $2,174.14.

7 See https://www.govtrack.us/congress/bills/114/hr876.

Physicians must become accustomed to explicitly documenting that the stay 
will require, in the physician’s estimation, over two midnights.
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