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Introduction
The Recovery Audit Contractor program 
is the newest tool in the Centers for 
Medicare & Medicaid Services’ (CMS) 
toolbox to identify improper payments 
in the present and to minimize improper 
payments in the future. As shown by the 
map, the RAC program will be rolled out 
across the nation over the next 3 years. 
Hospitals should prepare for upcoming 
RAC audits by analyzing their risks, 
taking steps to minimize vulnerabilities 
and improve processes.

In the FY2007 Improper Medicare 
Fee-For-Service (FFS) Payments report, 
CMS reported that 3.9% of Medicare 
dollars did not comply with one or more 
coverage, coding, billing, or payment 
rules. This translates into gross improper 
payments of $10.8 billion dollars.1 Other 
monitoring programs and reports include 
the Comprehensive Error Rate Testing 
program (CERT), which contributes its 
findings to the Medicare Improper FFS 
Payment yearly report, the Payment Error 
Rate Measurement program (PERM), 
the Medi-Medi programs (Medicare and 
Medicaid data match program), and most 
recently, the Program for Evaluating 
Payment Patterns Electronic Report 
(PEPPER) quarterly reports for individual 
hospitals. All of these programs assist 
CMS in its endeavors to minimize 

payment errors and ensure the ongoing 
viability of the Medicare Trust Fund. 

The RAC demonstration program was 
authorized by Congress to identify 
improper Medicare payments. The 
tasks of the three-year demonstration 
program were to identify and recoup 
improper overpayments, identify 
underpayments, and implement actions 
that will prevent future improper 
payments. In the most recent and final 
report of the demonstration program, the 
RAC program identified $371 million in 
improper payments (overpayments minus 
underpayments).2

In light of the importance of protecting 
the Medicare Trust Funds, Congress 
mandated through the Tax Relief and 
Health Care Act of 2006 that CMS make 
the RAC program permanent and expand 
the program nationwide. 

When this article is published, the 
selected contractors should have been 
made public. 

By late summer of 2008, if not before, 
hospitals will need to prepare for RAC 
audits.

Assess a Hospital’s Risk for RAC 
Audit 
One of an auditor’s prime concerns, as 
well as that of a chief financial officer, is 

how to assess a hospital’s risk for a RAC 
audit. Typically, auditors assess risk via 
financial statement analysis and balance 
sheet audits. Assessing risk in preparation 
for a RAC audit however, requires 
analyzing a hospital’s vulnerabilities from 
a documentation, coding, and billing 
perspective.

The RAC Status Document for FY 2007 
highlighted that 85% of the errors found 
by RAC contractors were in the acute, 
inpatient hospital area. Of that 85%, 42% 
was due to incorrect coding, and 32% was 
due to medically unnecessary stays.3 

To develop an audit workplan that will 
effectively address a hospital’s risk 
concerning inpatient billing, an auditor 
will need to do more than extrapolate 
the above error rates to an individual 
hospital’s acute inpatient discharge 
population. Instead, an auditor should 
perform 1) interviews, 2) two-tier data 
analysis, and 3) a chart review.

At the conclusion of the chart review, the 
auditor will have a better understanding 
of the inpatient coding and billing 
vulnerabilities and an overall risk 
assessment picture of the hospital. 

Conduct an Interview 

Interview the Health Information 
Management (HIM) director, the coding 
manager, and the Utilization Review (UR) 
and/or Case Management (CM) director 
for insights into coding and billing 
concerns. 

Include questions for HIM on topics such 
as:

Does the HIM department monitor •	
the coders’ individual error rates?

1 Center for Medicare & Medicaid Services, “FY2007 Improper Medicare Fee-For-Service (FFS) Payments report. http://www.cms.hhs.gov/CERT/CR/itemdetail.asp?filter
Type=none&filterByDID=0&sortByDID=3&sortOrder=descending&itemID=CMS1205324&intNumPerPage=10

2 Center for Medicare & Medicaid Services, p. 11, “CMS RAC Status Document, FY 2007, Status Report on the Use of Recovery Audit Contractors (RACs) In The Medicare 
Program.” https://www.cms.hhs.gov/RAC/Downloads/2007%20RAC%20Status%20Document%20vs1.pdf

3 Ibid, page 14.

Executive Summary
Due to the initial pilot program success, the CMS Recovery Audit Contractor 
(RAC) program was expanded nationwide in the spring and summer of 2008, and 
hospitals now need to be aware of their vulnerabilities to being audited by the RAC 
contractor. While the approach and audit methodologies of RAC auditors are not 
entirely clear this article provides an audit program example of how hospitals may 
assess for risk in inpatient and outpatient coding and billing functions. 
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How often does the HIM department •	
perform random audits of its coding 
staff?

What coding scenarios challenge the •	
coders in keeping their audit results 
from being consistently between 
97-100% accuracy rates?

Questions for the UR/CM director should 
include:

What are the policies and procedures •	
for UR/CM?

Does the hospital have 24/7 UR/CM?•	

What are the UR/CM processes •	
that are in place in the emergency 
department for assessing patients for 
either observation or acute inpatient 
status?

If the auditor is unsure as to what 
questions to ask, refer to the Hospital 
Payments Monitoring Program (HPMP) 
Compliance Workbook. The Workbook 
has a list of questions to utilize in 
building a comprehensive internal control 
questionnaire. 

First Tier Data Analysis
An auditor should first perform an initial 
or first tier data analysis of a hospital’s 
claims, including:

Medically unbelievable edits (MUE). •	
An example of an MUE is a patient 
having five units charged for one 
colonoscopy on the same day. A 
patient will have only one colonoscopy 
performed on one day; having five 
units, meaning five colonoscopies in 
one day, is medically unbelievable.  

Incorrect discharge status codes. •	
For example, a patient is assigned 
a discharge status code of 01, 
discharged home; however, the FFS 
system has recorded that the patient 
was transferred to another acute 
hospital on the date of discharge.

Inpatient only procedures with an •	
outpatient bill code. CMS has a list 
of Inpatient Only Procedures; these 
procedures must be performed on 
patients assigned inpatient bill status. 

Claims data analysis that results in 
findings will demonstrate that there 
are possible issues in the billing office, 
with the possibility that bills are being 
processed without complete or thorough 
automatic billing edits in place prior to 
the claim being sent to CMS for payment. 

Second Tier Data Analysis 
The second tier data analysis is a two-
part process: reviewing the top level 

coding data, then delving into the detail, 
including Medicare Severity-Diagnostic 
Related Groups (MS-DRGs), principal 
diagnosis, and secondary diagnosis 
assignment. 

Top level coding data includes reviewing 
month-to-month case mix index (CMI) 
and major complication/co morbidity 
(MCC) and complication/co morbidity 
(CC) capture rate. A sharp increase or 
decrease may reflect a top admitting 
surgeon on vacation for two months, a 
change in coding practices, or an opening 
of a new service line at the hospital. The 
interviews the auditor held with the HIM 
director and coding manager should 
provide some correlation to any changes 
noted in the data.

However, the auditor needs to take the 
findings from the interviews with the 
HIM director and coding manager to 
structure the detail-level data analysis. 
If neither person was interviewed, then 
the auditor should rely on a sharp coding 
compliance analyst or coder on the 
hospital HIM team for insights. Coders 
know the Coding Guidelines and Coding 
Clinic references, and may be monitoring 
data that would assist the auditor in 
focusing the detailed data analysis on 
specific coding matters.

Conduct a Coding Review

The pneumonia MS-DRGs are a good 
example of how to perform coding-
level detail data analysis. Usually, 
the pneumonia MS-DRGs are one of 
the highest MS-DRG subgroups by 
volume for any hospital. There are two 
pneumonia MS-DRG sub groupings: 
simple pneumonia, and bacterial 
infections, also known as “complex” 
pneumonia. 

Here’s how an auditor would likely 
elect to approach analysis of this data. 
Review the data in Table 1: For the last six 
months, this hospital, like many hospitals, 

had several discharges per month with 
pneumonia cases. As typical in many 
hospitals, the number of pneumonia cases 
spike in the winter, then drop during 
the summer months. However, the data 
showed that there was a higher than 
usual spike during the late winter in the 
number of complex pneumonia cases, 
jumping from 9-10 for the month during 
previous winters to 17 for the same month 
this past winter. Also, the data showed 
that the number of simple pneumonia 
cases stayed about the same throughout 
the winter, not increasing as it had the 
previous winter.

After this initial analysis, the auditor 
needs to perform a more detailed review 
of the discharge data for the complex 
pneumonia discharges, focusing on the 
principal diagnosis code, the length 
of stay, and the discharge status code 
assignment. 

The data in Table 2 revealed that there 
was a sudden higher incidence in the 
reporting of one specific ICD-9-CM code 
as principal diagnosis over another. 
Specifically, an increase in the reporting of 
482.83, pneumonia due to gram-negative 
bacteria, over the reporting of 507.0, 
aspiration pneumonia. Also, the data 
revealed that there was a higher incidence 
of patients being discharged home after 
one to two days with the organism-
specific pneumonia diagnosis code. 

What did this information reveal to the 
auditor? The first finding determined 
that there could be a potential coding 
error by one or more individuals in 
HIM. The second finding revealed that 
there could be a possibility that patients 
received medically unnecessary care. 
In order to prove or disprove these 
findings, a chart review was performed 
of the population.

Conduct a Chart Review

Since this was a small population 
of data, the sample was the entire 
population. Upon chart review, the 
auditor did confirm that a coding error 
occurred. Specifically, a coder assigned 
an organism-specific pneumonia code 
as principal diagnosis directly from the 
lab result that was placed in the medical 
record after the patient’s discharge. 
Physicians typically order sputum and 
gram stain cultures on pneumonia 
patients. These lab tests are run in two 
parts; the first part takes a minimum of 
three days for a result to be reported; the 
second part takes a minimum of five days 
for a result to be reported. 

Month

No. of 
Simple 

Pneumonia 
Discharges

No. of 
Complex 

Pneumonia 
Discharges

1 3 3

2 3 2

3 5 6

4 5 17

5 5 5

6 1 5

Table 1
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In the sample, almost all of the patients 
had sputum and gram stain cultures 
taken, and results were reported into the 
medical record. However, the attending 
physician did not correlate the lab result 
in the documentation during the patient’s 
stay or in the discharge summary. 
The chart review revealed that coders 
inappropriately coded from the lab results 
when assigning the principal diagnosis. 
Per Coding Guidelines, a coder is not to 
code from lab results without correlating 
physician documentation stating the 
relationship of the lab results to the 
condition being treated. 

Several of the inpatient stays included in 
the sample had discharges less than the 
geometric mean length of stay (GMLOS) 
for the MS-DRG. The sample was further 
sorted to determine how many patients 
were discharged after a one or two-day 

stay. The new sample of one and two-day 
stay discharges were then reviewed by 
the auditor with a UR/CM focus to see if 
these patients met the minimum criteria 
for inpatient care. It was determined that 
there were several cases where physician 
documentation did not support the 
minimum criteria for medical necessity as 
an acute inpatient care stay, and should 
have been treated as an observation status 
patient, then discharged home.

Getting the Complete Picture

After conducting an interview, 
performing two sets of data analysis, and 
a chart review, the auditor was able to 
provide the hospital’s leadership team 
with a complete picture as to where 
the risks and vulnerabilities to a RAC 
audit existed. The hospital was then able 
to develop and implement a process 

improvement plan to begin to mitigate the 
risks for future audits.

Summary
This type of analysis could be performed 
on any number of MS-DRGs, including 
the MS-DRGs noted in the RAC Status 
Document FY 2007 Report:

Excisional debridement•	

Heart failure & shock—One-Day Stays•	

Respiratory System Diagnosis with •	
Ventilator Support 

Sepsis •	

The example discussed above provides 
ideas on how to look at hospital claims 
data to better assess risk and determine 
vulnerabilities. No matter how much 
data are analyzed and how many charts 
reviewed, the end result rests with what 
steps are taken to make changes and 
improve the coding and documentation 
process. It is vital that a hospital assemble 
a team of stakeholders, including but not 
limited to coding compliance and UR/CM 
specialists, to participate in implementing 
a quality improvement process. NP
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Month No. Discharges LOS < 5

Principal  
Diagnosis 507.0, 

Aspiration 
Pneumonia

Principal Di-
agnosis 482.83, 
Pneumonia due 
to Gram-nega-
tive Bacteria

1 3 1 3 0

2 2 2 2 0

3 6 4 2 4

4 17 10 8 9

5 5 4 3 2

6 5 5 1 4

Table 2


