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Billing and Reimbursement

Observation, RAC Track 
and Never Events
By Duane C. Abbey, PhD, CFP

Observation—Yet Again

Coding, billing, and payment for 
observation services has been confusing, 
with morphing guidance from CMS, 
for more than two decades. Guidance is 
still being refi ned. The latest attempted 
clarifi cation comes through two questions 
and answers that further raise questions, 
particularly relative to anticipated RAC 
activities in this area.

The two Q&As are #9973 and #9974.1  
Situations in which the hospital uses the 
formal process to report that an inpatient 
admission should have been an outpatient 
observation case uses Condition Code 44 
on the claim. Typically, because of this 
type of change, observation would be 
charged from the beginning of the episode 
of care. However, CMS is indicating that 
observation services can only be billed 
and paid from the point in time that a 
physician or qualifi ed practitioner orders 
the observation services.

Thus, if a patient has been in the hospital 
for a day and then at the very end of the 
episode of care the case is switched to 
observation and the physician writes an 
order just before discharge, only a few 
hours of observation could be reported. 
Because ambulatory patient classifi cations 
(APCs) will only pay for eight or more 
hours of observation, the hospital will 
receive no payment for the observation 
itself.

For auditors this raises even more 
questions. What if the physician is simply 
correcting an error in the admission status? 
That is, the formal process through the 

utilization review committee is not used. 
Also, if observation is not payable, then 
what services can be charged in lieu  of 
using Condition Code 44 in this type of 
circumstance?

The second question and answer 
addresses infusion and injection services 
during an observation stay. CMS indicates 
that the time period for an injection 
or infusion requiring active monitoring 
should be subtracted from the reporting 
of observation hours. Auditors are now 
faced with questions of defi ning active 
monitoring and then how such time 
periods are captured and appropriately 
subtracted from the observation 
hours. Ostensibly, policy decisions 
will be needed for how long the active 
monitoring must take place before the 
subtraction occurs.2

RACs—Tracking Developments

The RACs (Recovery Audit Contractors) 
are gearing up for their long-term, 
on-going activities. As with the 
demonstration project, hospitals are 

a primary target. Other healthcare 
providers will also be drawn into 
reviews and demands for return of 
overpayments. Note that complete, 
concise and convincing documentation 
is a fundamental key success factor for 
meeting the RAC challenge.

Recent developments that deserve 
consideration for healthcare auditors 
include:

1. GAO Report3

2. O’Connor Hospital Ruling4

A rather extensive GAO study has 
resulted in several fi ndings and associated 
recommendations. For auditors, one 
signifi cant fi nding is that CMS has failed 
to identify fundamental, underlying issues 
that are generating the overpayment to 
hospitals and other healthcare providers. 
While there was some activity on the 
part of CMS after the conclusion of the 
demonstration project,5 not only has there 
been a failure to identify fundamental 
problems, there has been no activity to 
resolve issues and to provide additional 
guidance and training for hospitals and 
other healthcare providers.

While CMS has accepted the audit fi ndings 
and recommendations, only time will tell 
exactly what action CMS will take in this 
area. Now that the permanent RACs have 
been established, hospitals should expect 
that many of the same problems identifi ed 
during the demonstration project will 
repeat themselves because no remedial 
action has been taken by CMS to resolve 
certain issues.

1  See http://questions.cms.hhs.gov/app/answers/detail/a_id/9973 and http://questions.cms.hhs.gov/app/answers/detail/a_id/9974. 
2 Be certain to download and save these Q&As from CMS. This guidance is at an informal level and Q&As can disappear overnight.
3  See ‘Medicare Recovery Audit Contracting: Weaknesses Remain in Addressing Vulnerabilities to Improper Payments, Although Improvements Made to Contractor 

Oversight’, GAO-10-143 issued March 2010.
4  See www.hhs.gov/dab/divisions/medicareoperations/macdecisions/oconnorhospital.pdf.
5  The GAO report references a CMS internal spreadsheet, the Improper Payment Prevention Plan, which apparently delineates the major problem areas.
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One of the best examples of a 
fundamental issue is that of short-stay 
hospital admissions. Until and unless 
CMS adopts specific inpatient admission 
criteria that can be followed and audited 
by all involved parties, an inpatient 
admission can always be questioned 
relative to medical necessity. Healthcare 
auditors should be sensitive to identifying 
general problem areas, even if they are 
not addressed by CMS through better 
guidance and education.

The O’Connor Hospital ruling deserves 
careful attention by healthcare auditors. 
This is a ruling, actually a decision not to 
review, arising from the Medicare Appeals 
Council after CMS appealed an ALJ 
(Administrative Law Judge) ruling. This is 
the fourth level of appeal; the next level is 
for the case to go to the federal courts. We 
will all have to wait to see if CMS appeals 
this case to the court level which means it 
could be tied up for several years.

At issue in this case is a claim for a 
short-stay inpatient admission. The 
demonstration RAC determined that the 
inpatient admission was not medically 
necessary and demanded repayment of 
the entire inpatient payment. The ALJ 
agreed that the case should not have 
been an inpatient admission. Rather, 
the services provided were medically 
necessary but should have been at an 
observation level.

Importantly, the ALJ went on to 
indicate that the RAC and/or Medicare 
Administrative Contractor (MAC) should 
have worked with the hospital to get the 
claim refiled so that the payment that 
should have been made could offset part 
of the claimed inpatient overpayment. 
While the ruling provides all the needed 

citations to various CMS rules, this type 
of process is contrary to the way in which 
the RACs, and CMS for that matter, have 
approached these situations. Typically, the 
approach is to demand repayment and 
then tell the healthcare provider to file a 
new claim for any appropriate services. 
Often the recoupment process occurs after 
the claim filing deadline in which case the 
healthcare provider has no recourse.

If the approach enunciated in this ruling 
were actually applied for the RAC and 
other federal auditing programs, this 
would be a major change to the process. 
Again, auditors are urged to follow 
developments for the O’Connor Hospital 
case.

Never Events, Adverse Events and 
Payment

Never events are instances in healthcare 
provision that should not ever occur. For 
example, the wrong surgery on a patient 
should not occur or the correct surgery on 
the wrong patient should not occur. This 
concept has been expanded somewhat to 
include more events. This is reflected by 
the phrase adverse events. While adverse 
events include never events, the never 
events are generally more egregious.6 For 
instance, providing the injection of an 
incorrect drug to a patient is an adverse 
event although this should never happen.

Adverse events fall under the general 
category of clinical quality of healthcare. 
Now we are seeing the intersection of 
these quality concerns and payment for 
healthcare services. Medicare and private 
third-party payers certainly do not want 
to pay for never events and adverse 
events. Auditors should expect that this 
general trend will accelerate in the coming 
years. For example, if a surgical procedure 
is performed on the wrong body part, 
then there should be no payment for the 
surgery to the hospital, to the surgeon, 
to the anesthesiologist and/to anyone 
else involved. Now what about the post-
operative care? This type of situation 
can become quite complex because the 
mistake may be discovered during the 
surgical procedure and, at the same time, 
the correct body part is addressed.

The Medicare program is addressing 
payment reduction in different ways. 
For hospital inpatient services, some 
of the adverse events can be identified 
through the present-on-admission (POA) 
indicator and a reduction in the MS-DRG 
payment can be made. In other cases, 
such as wrong surgery, wrong patient or 
wrong body part, the claims filing and 
adjudication process must be used.7

For healthcare auditors, a key issue is the 
identification and reporting of adverse 
events. Understandably, healthcare 
providers are not particularly keen on 
reporting events that should not have 
happened, particularly if there is no harm 
or only temporary harm. In March, 2010 
the OIG (Office of the Inspector General) 
issued a report addressing the methods 
of identifying adverse events.8 Healthcare 
auditors are encouraged to read and study 
this report with great care. While different 
methodologies for problem identification 
are discussed, it is clear that many adverse 
events are not recognized or identified.

Given the trend toward reductions in 
payments relative to adverse events, 
healthcare providers have a real need to 
fully identify and document any adverse 
events. Besides the quality implications, 
payment is now becoming an issue as 
well as general medical, legal liability. NP
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6  Terminology in this area can vary. You may also see phrases like serious reportable events.
7  See Transmittal 102, July 2, 2009, Publication 100-03, National Coverage Determinations.
8  See OEI-06-08-00221 ‘Adverse Events in Hospitals: Methods for Identifying Events’, March 2010.

The key to successful leadership today is influence, not authority. 
~Ken Blanchard  


