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Getting it Right: Are You Conducting 
MS-DRG Audits?
By Barbara Rodenbaugh, RHIT, CCS

Introduction

If you are not conducting Medicare 
inpatient internal audits on Medicare 
Severity Diagnosis Related Groups (MS-
DRG) assignments, your organization 
is at risk for both overpayments 
and underpayments. In addition to 
conducting regular internal audits, 
the Offi ce of Inspector General (OIG) 
recommends organizations have audits 
performed by an outside vendor at least 
on an annual basis. 

Let’s face it, Medicare and healthcare 
providers desire a 100% accuracy rate. 
However, we also know it is almost 
impossible to attain that goal since the 
rules and billing systems frequently 
change, not to mention that as humans 
we will err on occasion. Best practice 
entities improve their performance by 
establishing accuracy rate goals and 
performing audits regularly to ascertain 
they are within established standards. 

Performing internal and external audits 
are extremely important because they:

Identify patterns and/or trends.

Provide information concerning areas 
where improvement is needed.

•

•

Identify where additional staff 
education is needed based on 
fi ndings.

Quantify incorrect coding/coding 
accuracy rate.

Alert the organization to medically 
unnecessary services that have been 
provided.

Validate coding quality of contract 
coding staff.

Inform the organization concerning 
Recovery Audit Contractors (RAC) 
preparedness audits.

Validate organization reimbursement 
based on chart documentation.

Ascertain whether the organization 
is abiding by their auditing/
monitoring/rebilling policies and 
procedures.

When an audit identifi es an incorrect code 
assignment, the fi rst thing that should 
come to mind is, that your organization 
was either underpaid or overpaid for the 
services rendered based on supporting 
physician documentation. If a pattern 
of incorrect coding has identifi ed 
overpayments, the organization needs 
to determine how and why the errors 

•

•

•

•

•

•

•

occurred. Based on that, the organization, 
in conjunction with their attorney, needs 
to determine how far back to audit to 
determine when it began and the payback 
amount. 

Performing both internal and external 
audits provide the organization with 
data on patterns and/or trends which 
could place it at risk of revenue loss, 
having to repay overpayments, and of 
incurring fi nes and penalties. Keep in 
mind the organization has a timeframe 
for which it can re-submit a claim for 
underpayment—60 days from the original 
payment. But if it has been overpaid, 
there is no repayment time limit. The 
government has the right to go back as 
far as they deem necessary when and 
if they have evidence that a pattern of 
fraud and/or abuse has been identifi ed. 
The government can be quite liberal in 
defi ning ‘pattern of fraud and abuse’.

When regular internal and/or external 
audits are performed, the audit results 
alert the organization to the areas which 
may need improvement and/or that 
require immediate attention. Once an area 
of potential concern has been identifi ed, 

Executive Summary
Correct reimbursement is important because you do not want to leave money 
on the table or pay back dollars that are allocated for operational expenditures. 
Performing regular Medicare inpatient audits of MS-DRG coding and of medical 
necessity is the best way to ensure accurate reimbursement. These can be performed 
by knowledgeable staff or by audit contractors. Audits will identify system and staff 
defi ciencies that must be corrected to achieve predetermined accuracy rates. 

Recovery Audit Contractors (RAC) will be auditing all facilities during the next 
couple of years. Addressing audit fi ndings now will mitigate RAC recoveries. 
Tracking interactions with RACs will be key to successful claim denial appeals.

Using contracted coding staff can be an effective way for reaching billing and coding 
goals. However, their work needs to be verifi ed to confi rm accuracy. Ultimately your 
facility is responsible for the accuracy of all claims submitted for payment.
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you are in a better position to make the 
necessary changes and to provide the 
required staff education to correct the 
underlying issue(s). These are matters 
you will want to identify and not have a 
governmental agency do it for you.

It would behoove the organization to 
provide the required necessary education 
to the coding and billing professionals 
based on the results of your internal 
and external audits. When potential 
coding deficiencies are identified and 
not addressed, the organization may 
be receiving reimbursement it is not 
entitled to, or the organization may not be 
receiving payment for services provided 
based on documentation in the body of 
the medical record. When a healthcare 
provider receives reimbursement they 
are not entitled to there is a real risk of 
incurring a payor audit which may result 
in penalties, fines, and possible adverse 
publicity, along with having billings 
placed under the review of the payor.

RAC Audits are Coming to You
Medicare estimates it overpaid healthcare 
providers approximately $21.7 billion in 
2004. On March 28th, 2005, the Centers for 
Medicare and Medicaid Services (CMS) 
announced a demonstration program to 
use Recovery Audit Contractors (RAC), 
which are private audit firms, to review 
Medicare claims to ascertain accurate 
Medicare payment and to recover 
significant overpayments for the Medicare 
program. The RAC audits are intended to 
supplement, and not replace, traditional 
Medicare Administrative Contractors 
(MAC) audits performed by Carriers and 
Fiscal Intermediaries. The investigations 
will focus on:

Incorrect payments

Non-covered services

Not reasonably necessary services

Incorrectly coded claims

Duplicate services

The three states with the highest Medicare 
expenditures (California, Florida, and 
New York) were selected for the RAC 
pilot program. This pilot began in the 
first half of 2005 and was to continue for 
three years before CMS made a decision 
to continue nationwide. However, based 
on the encouraging RAC audit results 
($303.5 million since the spring of 2005) 
for these three states, CMS has made a 
decision in 2006 to roll this review process 
out to all remaining states by the year 
2010. This program has been contentious 
in that RACs are paid on a percentage of 

!

!

!

!
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overpayment recoveries. Only a reported 
$10 million of underpayments have been 
identified.

When your organization comes under 
a RAC review it is important to closely 
follow their work and track the trends 
they have identified. Currently they 
have been focusing on 1-, 2-, and 3-day 
stays for medical necessity and when 
claims for these admissions do not meet 
the InterQual guidelines criteria, they 
are denied. When a 3-day stay is denied 
for a patient transferred to a skilled 
nursing facility (SNF), the SNF stay is 
also denied. So if the SNF is part of your 
facility, double jeopardy is incurred in 
that payment for each stay is denied. In 
addition to the 1-, 2-, and 3-day stays, 
RACs will be reviewing specific DRGs to 
validate the documentation supporting 
the claim.

An Excel spreadsheet is a good tool 
to track and to trend what the RAC 
is doing. At a minimum the data to 
maintain include; the date the record 
was requested, the date the record(s) 
were mailed to the RAC, the original 

DRG assigned by the organization, and 
whether the original DRG assignment 
was denied as a result of the audit. If 
the original DRG was denied, be sure to 
review the record and if not in agreement 
with their recommendation, appeal the 
denial. It is also important to confirm that 
the Coding Clinic guidelines they applied 
match the dates of service for the denied 
record. If you have questions for the RAC, 
contact them. I have found them very 
accommodating and easy to work with.

Medically Unnecessary Services
Let’s talk about not reasonably necessary 
services, commonly referred to as 
medically unnecessary services. These 
are services that typically do not meet 
InterQual criteria for acute inpatient 
status, but have been billed as inpatient 
claims. Other examples of medically 
unnecessary denials could be: the 
physician writes an observation order 
and the case is accidentally billed as 
inpatient; or the physician changes the 

inpatient order back to observation before 
the patient leaves the facility, but again 
services are billed as inpatient. 

These scenarios confirm the provider 
was overpaid for the inpatient services 
because they should have been at a lower 
level of care, e.g., the patient should have 
been billed as a less costly outpatient. 
Conducting internal and external audits 
is one way to identify what is going on 
in your facility and what education, 
if necessary, might be warranted. It is 
important that your audits look for these 
issues because the RAC has them on their 
radar screen.

Use of Contracted Coding 
It is common practice for hospitals today 
to use contracted coding staff to keep 
the discharged not final billed (DNFB) 
to a specific dollar range appropriate 
to the bed size of their hospital. When 
contract coding staff is hired, it is crucial 
that the hospital monitor the coding 
being performed by the contractor, or at 
the very least to have a provision in the 
contract that the contractor must conduct 
on-going coding quality reviews on their 
staff. For the price being charged for these 
contract coding services, the hospital is 
entitled to quality work of no less than 
95% accuracy. 

Each healthcare provider is responsible 
and accountable for any claim submitted 
to Medicare for services rendered to 
a Medicare beneficiary. This means 
regardless of who is coding the claims, 
your organization is responsible for 
validating that the claim is accurate 
and supported by medical record 
documentation. 

Coding accuracy and the resulting 
reimbursement is based on physician 
documentation in the body of the medical 
record, nothing more and nothing less. 
If it is determined your organization has 
been overpaid, it has the responsibility to 
refund all overpayments to the CMS. The 
facility’s compliance policy and procedure 
should stipulate the timeframe and 
process for rebilling overpayments once 
they have been identified and confirmed. 
And, it is important these overpayments 
be returned soon after being identified. 

On the other hand, if you were underpaid, 
your facility has a right to rebill for that 
underpayment within the allowable 60-
day timeframe. It is important to note that 
policies and procedures that are in place

Your organization 
is at risk for both 

overpayments and 
underpayments.

continued on page 55
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2. Say You’re Sorry 
It’s important that you acknowledge 
that you may have offended 
someone. Explaining and defending 
what you meant or intended may 
make a difference but be very careful. 
This might just make it worse. It 
might sound like you are justifying 
your comment and potentially 
invalidating their feelings. You are 
always safe with a sincere emphatic 
apology. 

If you know the person or person(s) 
offended/uncomfortable with your 
comment, you should consider a 
face-to-face apology. More than likely 
they will be very appreciative. 

If you don’t know who was offended 
or there was more than one, you 
might want to consider a short letter 
of apology. This could put the record 
straight, defuse any rumors, and 
reinforce your commitment to your 
Hospital’s values. People will respect 
your integrity, transparency, and 
leadership by example.

If you think about it, our audit 
reports often find a problem or a 
defect and we regularly ask our 
clients to explain how they are going 
to remedy and correct it. 

Why should an auditor be any 
different?

3. Learn your Lesson and Move on  
You noted that for a “millisecond”, 
you thought twice about doing it. (Just 
think about all the fun and excitement 
you would have missed if you’d not 
done it.) Maybe you were lucky and 
learned a big lesson at a relatively low 
cost. It could have been worse.
If your boss and Human Resources 
think more is necessary, like 
sensitivity training, go with their 
recommendation. They know your 
culture and should know what’s best. 
This is not a time to fight city hall. 
Do what is necessary to get the issue 
behind you as quickly as possible. 
Remember you have audit work to 
do.

Well that’s it for this issue of Letters to the 
Auditor. Please keep those calls, faxes, cards, 
letters, and emails coming. You can send 
your questions to Letters to Auditor, 1810 
W. Birch Lane, Park Ridge, Illinois 60068, 
via email to: jlandreth999@aol.com; or via 
phone 847-525-6529. NP

should be followed. The government does 
not look favorably upon providers that 
have policies and procedures, but fail to 
follow them. 

Conclusion

In these days of increased scrutiny the 
importance of internal and external 
audits is critical to every healthcare 
provider. Conducting these audits allows 
the organization the ability to provide 
education to the appropriate staff based 
on the findings of audits, and to address 
other documentation and billing issues 
that may be surfaced. Internal audits 
should be performed regularly and, 
at least once a year, an external audit 
should be carried out by an unbiased 
contractor. There is not a better way for an 
organization to know what is going on in 
their facility and to mitigate instances of 
underbilling and overbilling. NP

Barbara Rodenbaugh, RHIT, CCS, is Vice 
President, Coding Compliance for Health 
Information Partners in Newport Beach, CA. 
She may be reached at 866-622-8300.
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