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Don’t Trip Up:  
Understand the Need to  
Get Medical Necessity Right 
By Jerod Holloway, CIA, CFE, CICA 

What is Medical Necessity?

Medical necessity is the determination 
that the level of care provided to 

a patient is appropriate and necessary 
to ensure a patient’s medical condition, 
safety, or health such that a less intensive 
setting or service would jeopardize 
patient care. Medical necessity is 
documented by physician orders and 
outlined in Local Coverage and National 
Coverage Determinations. Medical 
Necessity is required for Medicare to pay 
for the service.

A service may benefit the patient, but 
it may not be a covered benefit if the 
service does not meet medical necessity. 
According to the website Payment 
Accuracy, “Approximately 99,500 claims 
were reviewed for the 2009 reporting 
period and the inpatient hospital short 
stays error rate was calculated as 12.4%. 
The error rate extrapolated to the total 
claims for 2009 represents $35.4 billion 
in estimated improper payments. The 
primary causes of improper payments 
were medically unnecessary services and 
insufficient documentation errors.”1

Short stays are a large risk area for 
medically necessary inquiries. Providers 
must validate the necessity of short stay 
admissions. Providers cannot admit 

1  www.paymentaccuracy.gov

patients simply for the convenience of 
housing the patient overnight. Many 
short stays are found to not be medically 
necessary because the procedure or 
services provided could have been 
administered in an outpatient setting 
with no additional health risk to the 
patient. The fact that the patient was only 
admitted for a short period of time raises 
the question as to whether they should 
have been admitted at all.

Medical record documentation is essential 
to prove the validity of the claim. What 
is documented provides a clear directive 
for medical necessity determination. 
HHS considers claims medically 
unnecessary when they identify enough 
documentation to make an informed 
decision that the services billed were 
not medically necessary. You can refer 
to the Medicare coverage policies. An 
insufficient documentation error occurs 
when the provider does not submit 
sufficient documentation to determine 
whether the claim should have been paid.

Two popular screening tools for medical 
necessity determination are offered by 

Milliman and McKesson. The rest of 
this article will reference McKesson’s 
tool, InterQualTM. InterQualTM can be 
purchased in a hard copy version or 
an electronic version and is structured 
with presentation chapters that indicate 
severity of illness factors and intensity of 
service measures. These two categories are 
structured to quantify what the patient is 
presenting to the hospital with and how 
they are going to be treated. Severity of 
illness can be viewed as “How sick is the 
patient?” and intensity of service as “What 
does the hospital need to do to get the 
patient better?”

These two elements factored together 
determine whether a patient’s care 
plan meets or does not meet inpatient 
InterQualTM criteria. InterQualTM provides 
a guideline for determining medical 
necessity outcomes; however it is not the 
law. Medicare payment is justified by the 
content of the service provided, not the 
content of the medical record; however 
the content of the medical record is the 
most authoritative story teller of the 
service provided.

Why Medical Necessity is so important

As of August 2010, CMS has approved 
inpatient medical necessity audits 
for RAC auditors. The results of the 
RAC demonstration period identified 
$1.03 Billion as improper payments, of 
which $988.8 Million (96%) represented 
overpayments collected. Inpatient 
hospital services represented 85% of the 
overpayments. Of the overpayments 
collected, 40% were due to medically 

Executive Summary

Every day our clients stumble on medical necessity issues as they walk through 
the maze of the healthcare regulatory framework. Medical necessity is a complex 
area that requires vigilant oversight. Due to the complexity in this area, it behooves 
providers to go on the offensive and be proactive in mitigating risk. Don’t wait 
for the alphabet soup of enforcement groups, RACs, MACs, ZPICs, CERTs, etc. to 
point out the vulnerabilities of your claims process. The new bounty hunters are 
financially motivated to hit your organization with a large series of overpayments. 
If you employ the faithful adage, “an ounce of prevention is worth a pound of cure” 
you can help your healthcare organization avoid a world of pain. 

CMS describes when inpatient care is necessary as follows: 
“Inpatient care rather than outpatient care is required only if the beneficiary’s 
medical condition, safety, or health would be significantly and directly threatened 
if care was provided in a less intensive setting.” (MLN Matters Number: SE 1027). 
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unnecessary services. Statistics can be 
found at: www.cms.gov/RAC. Those of 
us in the industry have two options: 1) 
wait for the alphabet soup of enforcers 
to inform providers of unanticipated 
damage resulting in financial pain 
and reputation risk to providers or 2) 
apply some preventive maintenance 
to improve practices and ensure 
compliance, while minimizing the 
overall risk to the organization related 
to medical necessity.

Medical necessity makes up over 75% of 
the regulatory compliance litigation cases 
our firm sees. For one of our consulting 
peers, medical necessity represents 98% 
of their litigation support activities. On 
average, five out of every 20 records 
our firm reviews for medical necessity 
contains discrepancies that would 
question the necessity of the inpatient 
admission. These statistics point out 
what the RAC auditors are all too excited 
about. The industry is changing from 
one that pays for volume to one that 
pays for outcomes/quality. The focus 
on validating the medical necessity of 
admissions is part of this shift.

How internal audit should partner 
with the compliance function

The challenge of proving medical 
necessity provides a tremendous 
opportunity for internal auditors to 
strengthen their relationship with the 
compliance function. Internal Audit 
and Compliance should look to conduct 
proactive reviews of medical necessity 
requirements. The Department of Health 
and Human Services Office of Inspector 
General recommends a proactive 
approach “…one effective tool to promote 

and ensure compliance is the performance 
of regular, periodic compliance audits by 
…auditors who have expertise in …health 
care statutes, regulations and…health care 
program requirements.” (DHHS OIG, Feb 
23, 1998).

Internal Audit and Compliance should 
meet to discuss adding medical necessity 
to their collective Audit/Compliance 
plan for the year. These types of reviews 
will provide value-added service by 
giving the organization an assessment 
of how current practices are increasing 
or decreasing risk exposure related to 
medical necessity. In order for this process 
to be successful, the organization needs 
to determine if they have the appropriate 
resources in-house to conduct these 
reviews.

In the event that case management 
resources and other relevant skill sets 
do not reside in the Internal Audit 
or Compliance departments, the 
organization should consider external 

resources. You will need someone 
independent of the daily process to ensure 
the objectivity of findings.

Common problem areas

Below are many of the common problem 
areas our firm has observed while 
working with clients. CMS and the RAC 
auditors have also outlined these. Risk 
areas to be aware of include:

• Short stays (one- or two-day lengths 
of stay).

• Missing inpatient orders and 
physician signatures.

• Believing procedures are on the 
Medicare Inpatient Only list 
(Addendum E) that are not.

• Misrepresenting preventive services 
as medically necessary.

• Not processing Condition Code 44 
occasions appropriately.

Top 10 problematic DRGs according 
to MLN Matters

The 10 DRGs listed below represent 
the most problematic DRGs, ranked by 
volume, according to the RAC auditors. 
They are defined as problematic for three 
primary reasons:

1. Providers assume they should be 
inpatient procedures.

2. Providers do not clearly document 
why the patient should have been 
treated in an inpatient setting versus 
an outpatient setting.

3. Providers admit the patient as inpatient 
although the patient did not have 
complications or additional risk factors 
to warrant the higher level of care.

Be sure to focus on the medical necessity 
of your admissions related to these DRGs. 
As described by CMS: “These claims 
were denied because the demonstration 
RACs determined that the documentation 
submitted did not support that the 
services provided required an inpatient 
level of care and could have been 
performed in a less intensive setting.”2 

Five top documentation deficiencies

These deficiencies are due to the medical 
record not containing sufficient or 
accurate information to:

1. Support the diagnosis

2. Justify the treatment/procedures

2  MLN Matters Number: SE 1027

An insufficient 
documentation 

error occurs when 
the provider does 
not submit sufficient 
documentation to 
determine whether 
the claim should 
have been paid.

Table 1: The 10 Most Problematic DRGs According to CMS (Cross-walked from DRG 
to MS-DRG)

Number Description DRG# MS DRG#

1. Cardiac Defibrillator Implant DRG 514/515 MS DRG 226/227

2. Heart Failure and Shock DRG 127 MS DRG 291/292/293

3. Other Cardiac Pacemaker Implantation DRG 116 MS DRG 242/243/244*

4. Chest Pain DRG 143 MS DRG 313

5. Misc. Digestive Disorders DRG 182 MS DRG 391

6. Other Vascular Procedure DRG 478 MS DRG 253/254*

7. COPD DRG 88 MS DRG 190/191/192

8. Medical Back Problems DRG 243 MS DRG 551/552

9. Nutritional & Misc. Metabolic  
Disorders 

DRG 296 MS DRG 640

10. Transient Ischemia DRG 524 MS DRG 069

* not a direct cross reference
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3. Document the course of care

4. Indentify treatment/diagnostic test 
results

5. Promote continuity of care among 
healthcare providers

In addition to the top 10 risk DRGs above, 
there are three other general categories 
of denials for medical necessity. These 
risk areas should be reviewed by internal 
audit and compliance.

1. Medical Necessity denials for 
multiple codes.

2. ASC List Violations for codes paid 
at the inpatient rate that should 
have been paid as outpatient (no 
complications identified to justify 
inpatient stay).

3. Other outpatient charges that should 
have been billed, since services 
were not medically necessary in the 
inpatient setting.3

Prudent practices related to medical 
necessity determination

The undisputed starting point for an 
inpatient admission is a valid physician 
order. As of August 2010, RAC Auditors 
were given the approval from CMS to 
focus on the existence of a physician order 
for each admission as an issue. CMS takes 
the default position that admissions to 
the inpatient setting require a physician’s 
order in order to qualify and be paid 

3  Ibid.

as an inpatient stay. In certain cases 
arguments can be made for the validity of 
an inpatient admission even if a physician 
order cannot be found.

The Medicare Claims Manual states that 
“patients are admitted to the hospital as 
inpatients only on the recommendation 
of a physician or licensed practitioner…”4 
Although our firm has seen some 
successful arguments made where 
physician orders do not exist, it certainly 
is not a best practice.

Providers need to make sure that 
physician orders clearly signal the level 
of care as Inpatient or Outpatient. The 
Medicare Claims Processing Manual5 
states that the wording of physician 
orders should include “admit” to be 
considered as an inpatient order. A 
successful practice employed by many 
of our clients uses orders that have check 
boxes for the physicians to clearly choose 
“inpatient” or “outpatient” levels of 
care. In addition to clearly signaling the 
appropriate level of care, physicians need 
to make sure that they legibly sign the 
physician order.

Providers need to ensure that their case 
management and utilization review 
protocols are comprehensively addressing 
all elements of the Medicare Conditions of 
Participation. Per Medicare’s Conditions 
of Participation6, providers must have a 
plan that provides for review of services 
furnished by the institution and by 
members of the medical staff to patients 
entitled to benefits under the Medicare 
and Medicaid programs.

It is the decision of the physician 
to admit a patient. That decision is 
signaled by the physician’s order. 
Case management’s role is to ensure 
that patients have been screened for 
medical necessity appropriateness 
based on the level of care signaled by 
the physician. If a case does not meet 
inpatient InterQualTM criteria, case 
management should refer the case to 
the physician advisor for the decision to 
admit in consultation with the attending 
physician. Documentation in the medical 

4  Medicare Claims Manual, Ch. 1, § 50.3.1 (tab 72)
5  Chapter 1, 07-01-09
6  Section 482.30

record should support the InterQualTM 
results of case management. InterQualTM 
is a guideline and not the final 
determiner of medical necessity. Case 
management is charged with applying 
the guidelines and allowing the results to 
determine the next steps.

Providers need to ensure that case 
management is well-trained related to 
the application of InterQualTM criteria. 
Once done, providers need to encourage 
case managers to rely on their training 
versus their clinical experience. Too 
frequently case management misses on 
the application of inpatient InterQualTM 
criteria. On occasions, case management 
solely operates from clinical experience 
and fails to use what is documented in 
the medical record to apply InterQualTM 
criteria. They may see a reoccurring 
scenario and assume that standard 
treatment plans were followed without 
validating them in the medical record 
documentation. In these cases, case 
management completes the InterQualTM 
criteria, indicating that standard 
treatments were provided although the 
medical record does not support the 
treatments indicated.

Additionally, case management can 
come to believe that certain procedures 
are on the Medicare Inpatient Only List 
(Addendum E) that are not, such as a 
PTCAs, discectomies or hysterectomies 
with A/P repairs. If this belief becomes 
systematically implemented, the 
provider can be exposed to greater 
risk and possibly accused of creating 
false claims. McKesson’s InterQualTM 

“CMS reminds providers that the medical record must contain sufficient 
documentation to demonstrate that the beneficiary’s signs and/or symptoms 
were severe enough to warrant the need for inpatient medical care. See Chapter 6, 
Section 6.5.2 of Medicare’s Program Integrity Manual.”

In certain cases 
arguments can be 

made for the validity 
of an inpatient 

admission even if 
a physician order 
cannot be found.
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contains language that indicates that 
certain procedures can be performed in 
an inpatient or outpatient setting, but 
in all cases the medical necessity for 
the level of care must be appropriately 
determined.

Condition Code 44 is a condition code 
placed on a Medicare claim indicating 
that the patient was admitted to inpatient 
status, and then was subsequently 
determined not to meet inpatient status 
criteria, but did meet outpatient status 
criteria. Condition Code 44 is used when 
an InterQualTM review performed after 
an inpatient admission subsequently 
determines that:7

• The patient did not meet inpatient 
status and that the patient 
would have been registered as 
an outpatient under ordinary 
circumstances.

• The UR committee concurs.

• The ordering physician agrees.

• The patient is still in the hospital.

• And, the claim has not been 
submitted.

The role of physician advisor

Providers need to have a well-defined 
role of the UR committee physician 
representative or physician advisor. 
The physician advisor should provide 
a clinical opinion regarding the medical 
necessity of admission when admission 
criteria are not met. Physician advisors 
should not be a rubber stamp.

The physician advisors should be 
involved concurrently and should render 
their determinations while the patient 
is still in-house. The reason this process 
should take place while the patient is still 
in the hospital is for the appropriate use 
of Condition Code 44. If it is determined 
that admitting the patient to inpatient 
level of care is inappropriate and that 
observation is the correct level of care, 
then the billing type will need to be 
changed to outpatient and the patient 
will need to be notified of payment 
responsibility changes.

Per MLN Matters Number SE 1027, some 
factors that a physician advisor should 
consider when making the decision to 
admit may include:

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

7  See Medicare Claims Processing Manual, Chapter 1, 
Section 50.3

• The medical predictability of 
something adverse happening to the 
patient.

• The need for diagnostic studies.

• The availability of diagnostic 
procedures at the time when, and 
at the location where, the patient 
presents.

The physician advisor should have a well-
established process of documenting or 
capturing this information to quickly and 
appropriately address medical necessity 
questions of an external auditor. CMS 
recommends that providers document 
any pre-existing medical problems or 
extenuating circumstances that make 
admission of the beneficiary medically 
necessary.

What to audit and watch out for

Internal Audit, in conjunction with 
Compliance, should conduct routine or 
periodic audits related to the Medical 
Necessity of admissions. An effective 
and efficient way to target claims for 
review purposes would be to pull 
claims data based on the top 10 risk 
DRGs listed above and/or inpatient 
short stays with a length of stay of two 
days or less. Once the relevant review 
population has been determined, 
random samples can be selected and the 
reviews conducted.

Be certain to review the physician order 
documentation to determine whether 
the orders clearly signal inpatient 
admissions. Conduct independent 
evaluations of InterQualTM criteria to 
determine if the admissions met criteria 
within 24 hours of admission. In the 
event that the audited claims did not 
meet inpatient InterQualTM criteria, 
determine if the physician advisor 
was involved in deciding the case. 
Determine whether there were clinical 
concerns or medical predictability factors 
documented by the physician advisor 
to support overturning the InterQualTM 
criteria results.

If claims are determined not to have 
met medical necessity for inpatient 
admissions, verify that Condition 
Code 44 was completed appropriately 
while the patient was still in-house. 
If Condition Code 44 was completed 
appropriately, the claim was billed 
correctly and no overpayment resulted 
from the claim. If Condition Code 44 
was not completed appropriately, the 
claim was likely processed incorrectly 
and an overpayment likely resulted. If an 

overpayment was received the provider 
needs to promptly re-bill and refund the 
overpayment to the Medicare or Medicaid 
program.

Report and refund overpayments

The Fraud Enforcement and Recovery 
Act of 2009 amended the False Claims 
Act to create liability for knowingly 
and improperly attempting to “conceal, 
avoid or decrease” an obligation to 
repay the government. Overpayments 
are included in this obligation. The 
Patient Protection and Affordable Care 
Act of 2010 (Section 6041) requires 
physicians, hospitals, suppliers, and 
others to report and refund Medicare 
and Medicaid overpayments within 
60 days of the date the overpayment 
has been identified. They must also 
provide written notice of the reason 
for the overpayment. Providers who 
fail to comply with this measure will 
violate the False Claims Act and subject 
themselves to civil monetary penalties 
and possibly exclusion from Medicare 
and Medicaid programs.

Summary

Once the audits have been completed, 
it is imperative to take an inventory of 
the results. Develop corrective action 
plans to address any systemic issues 
that the audits might have highlighted. 
Make sure to refund promptly any 
confirmed overpayments. Perform 
targeted education for case managers, 
UR personnel, and physicians as needed. 
Follow up at defined intervals to ensure 
that compliance is being maintained and 
Medical Necessity exposure risks are 
being mitigated.

The reality is that our industry is highly 
regulated and ever evolving; therefore, 
errors inevitably will occur. Don’t wait 
to react, be proactive and control your 
own destiny. Remember, “An ounce of 
prevention is worth a pound of cure!” NP
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