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1. FINANCIAL IMPACT OVERVIEW  
Appropriate use of observation status is a key driver of hospital cost savings and compliance. Aligning 
admissions with the Two-Midnight Rule reduces unnecessary inpatient stays while maintaining 
high-quality care and ensuring regulatory accuracy. 

Core Savings Opportunity 

●​ Each appropriate inpatient-to-observation conversion can yield up to $10,000 in avoided inpatient 
costs1 

●​ National Averages: 
○​ Inpatient stay: ≈$11,000-$14,000 per discharge (CDC)1,2 

○​ Observation stay: ≈$2,000-$5,000 (medicare)2 

○​ Average hospital expense: ≈$3,000 per inpatient day (2023), fluctuates significantly 
by state, with some states averaging over $4,000 per day3 

Performance Opportunity 

●​ Cost Efficiency: Protocol-driven observation care reduces total cost by 15-30% compared with 
short-stay inpatient admissions4 

●​ An 8 percent increase in observation utilization correlates to an estimated $0.64 PM financial 
improvement  

●​ National Savings: Potential national cost savings of $950 million annually4 

●​ Shorter Stays: A 23-38% shorter length-of-stay in the hospital4 

Regulatory Framework — Two-Midnight Rule4 

●​ Inpatient admission requires a physician’s expectation that medically necessary hospital services 
will span at least two midnights (≥48 hours) 

●​ Observation status applies when the expected hospital stay is less than two midnights or when 
clinical uncertainty requires short-term monitoring 

Cost Comparison1-5 

Category Inpatient Admission Observation Stay 

Average Cost ~$13,000 ≈$3,000 

Patient 
Responsibility 
(Medicare 2025) 

$1,792 Part A deductible 20% Part B coinsurance 

SNF Eligibility Counts toward 3-day SNF requirement Does not count toward 3-day SNF requirement 

Billing Basis Medicare Part A (DRG-based) Medicare Part B (CPT/OPPS) 

Regulatory Basis Two-Midnight Rule: Physician expects 
≥2 midnights of hospital-level care 

Used when <2 midnights expected ​
or for short-term monitoring 

Effective observation utilization improves compliance, lowers short-stay costs, and reduces denial risk. 
Consistent application and documentation of status decisions can yield significant financial and 
operational gains. 
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2. THE TWO-MIDNIGHT RULE5,7 
The Two-Midnight Rule guides every admission decision under Medicare. Physicians must document ​
a reasonable expectation that the patient will require hospital-level care spanning at least two midnights 
to justify inpatient status. 

"Do I expect this patient to require medically necessary hospital care spanning at least two midnights?” 

Decision Framework 

Step Inpatient Admission Key points 

1. Initial ​
Assessment 

Evaluate medical stability, 
comorbidities, and resource 
needs 

Determine if hospital-level monitoring or intervention ​
is necessary 

2. Apply ​
Two-Midnight 
Test 

Ask: “Do I reasonably expect 
≥2 midnights of medically 
necessary hospital care?” 

Includes diagnostic or therapeutic hospital services 
requiring continuous oversight 

3. Status ​
Determination 

YES → Inpatient 
NO or Uncertain → 
Observation 

Document expectation clearly in admission note 

4. 24-Hour 
Reassessment 

Review progress and care 
needs 

Convert to inpatient if new clinical information 
supports ​
≥2 midnights or ongoing hospital-level intensity 

Documentation Tip: 

State expectation explicitly: This phrasing aligns with CMS audit language and reduces post-payment 
denial risk. 

“Based on the current presentation, I expect this patient will require hospital care exceeding two 
midnights for IV antibiotics and close hemodynamic monitoring.” 

Clear documentation of the physician’s expectation is the cornerstone of compliant admission decisions. 
Applying the Two-Midnight framework consistently supports defensible utilization, accurate billing, and 
reduced denial exposure. 

3. TARGET CONDITIONS FOR OBSERVATIONS 
Observation status is most effective for acute, time-limited conditions expected to resolve or be declared 
within 48 hours. Targeting these diagnoses supports compliance and optimizes resource use.8 

High-Yield Observation Diagnoses8 

●​ Abdominal pain 
●​ Asthma exacerbation 
●​ Back pain 

Quick Reference Guide | Observation vs. Inpatient Admission                                                                                                                     4 



 

●​ Bronchitis 
●​ Chest pain 

●​ COPD 
●​ Dehydration 

●​ Dizziness & Giddiness 
●​ Drug overdose 
●​ Fever 

●​ Gastroenteritis 
●​ Headache 
●​ Pneumonia 
●​ Renal colic 
●​ Seizure 

●​ Sepsis 
●​ Shortness of breath 
●​ Syncope 
●​ Weakness 

Operational tip: Develop diagnosis-specific observation pathways (e.g., Chest Pain Accelerated 
Diagnostic Protocol, COPD weaning protocol). Embedding standardized order sets reduces variability, 
ensures timely reassessment, and strengthens payer defensibility. 

Focusing observation use on predictable, protocol-driven conditions maximizes throughput and 
compliance. Clear criteria and standardized pathways help distinguish observation-appropriate cases 
from those requiring inpatient intensity. 

4. ABSOLUTE INPATIENT INDICATORS  
Use observation only for patients expected to resolve or declare within <2 midnights. The following 
findings represent inpatient-level acuity and should not be managed in observation 

Never Use Observation For:7,9,10 
Hemodynamic instability / impending decompensation 

●​ Persistent hypotension or hypertensive emergency despite treatment (e.g., SBP <90 or >180 
mmHg with end-organ risk) 

●​ Clinically significant brady/tachycardia with symptoms (e.g., HR <50 or >120 bpm with syncope, 
ischemia, shock, or decompensation) 

●​ Respiratory distress (RR >24 or <10 with work of breathing/fatigue) 
●​ Hypoxemia requiring high support (e.g., O₂ sat <90% on supplemental O₂) 
●​ Shock or need for vasoactive support (any vasopressor or inotrope infusion) 

ICU-level care requirements 

●​ Invasive or noninvasive ventilatory support beyond routine O₂ (e.g., mechanical ventilation; 
high-flow nasal cannula with high FiO₂ requirements) 

●​ Continuous cardiac monitoring for life-threatening arrhythmias or frequent interventions 
●​ Invasive hemodynamic monitoring (e.g., arterial line, central line with active titration) 
●​ Multiple vasoactive drips needing titration 
●​ Post–cardiac arrest care or targeted temperature management 

Complex surgical care/procedures 

●​ Major operations where the postoperative course predictably exceeds two midnights (e.g., major 
abdominal surgery, cardiac surgery, neurosurgery) 
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●​ Emergency surgery with complications requiring intensive monitoring or ongoing interventions. 

CMS inpatient-only list 

●​ Procedures on the CMS Inpatient-Only (IPO) List (e.g., coronary artery bypass grafting, 
solid-organ transplantation, complex grafting) are Inpatient by regulation, not observation 

●​ Check periodically for regulation changes 

Documentation tip (must-have): For any admission meeting these indicators, include explicit language of 
inpatient medical necessity and Two-Midnight expectation (or IPO status when applicable) in the 
admission order/note 

If a patient requires ICU-level therapy, vasoactive support, advanced ventilation, invasive monitoring, or 
undergoes an IPO-listed procedure, admit as an inpatient. These scenarios exceed observation scope and 
align with CMS policy and medical necessity standards. 

5. RISK STRATIFICATION TOOL 
Use risk-based criteria to decide between observation and inpatient status.  

HIGH-RISK = INPATIENT (≥2 midnights likely)7,10,11 

Patients meeting any of the below criteria exceed the observation scope and justify inpatient admission 
under CMS and evidence-based medical-necessity standards. 

Risk Domain Indicators = Inpatient (≥ 2 midnights likely) Clinical Notes 

Vital Sign ​
Instability 

SBP <90mm Hg (requiring pressors); HR >120 sustained 
despite treatment; RR >24 with distress; Temp >101.5°F with 
sepsis features; O₂ sat <92% RA 

Persistent instability = acute 
care inpatient 

New Organ​
Dysfunction 

Cardiac – new HF, MI, unstable angina; Respiratory – acute 
failure requiring BiPAP; Renal – Cr >2× baseline or UOP 
<0.5mL/kg/hr; Neurologic – new deficit, seizure, 
encephalopathy 

Meets inpatient 
medical-necessity criteria 
even if <2 midnights expected 

Complex ​
Comorbidities 

HF NYHA III-IV (EF <30%), COPD FEV₁ <50%, DM A1c >10%, 
CKD Stage 4-5 (GFR <30) 

High baseline risk → higher 
acuity resource needs 

IV Medication 
Requirements 

Continuous infusions (insulin, heparin, pressors); frequent IV 
dosing (q6 h antibiotics); lab-based titration 

Observation limited to 
intermittent ​
or oral therapy transitions 

Low-Risk = Observation (< 2 Midnights Likely)7,10,11 

Risk Domain Observation Indicators (< 2 midnights likely) Clinical Notes 

Stable Vital Signs SBP 90-160 mmHg without symptoms; ​
HR 60–100 bpm regular; RR 12-20 no distress; ​
O₂ sat >94% RA 

Meet “hemodynamically stable” 
observation criteria; no vasoactive support 
needed 
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Good Response ​
to Initial 
Treatment 

Pain controlled with oral meds; ​
Improved respiratory effort; ​
Fever resolving; Tolerating oral fluids and 
meds 

Demonstrates a positive trend in first 24hr; 
safe for continued monitoring under 
observation 

Limited ​
Comorbidities 

Single active diagnosis; Stable chronic 
conditions; Independent baseline function 

Low risk of clinical deterioration; ​
can be safely managed under observation 
with scheduled reassessments 

Minor Medication 
Requirements 

No pressors or continuous infusions; 
Intermittent IV or PO therapy adequate 

Fits CMS definition of hospital outpatient 
observation service for short-term 
monitoring and therapy 

Operational tip 

Build criteria into electronic admission templates or “status checklists.” Embedding vital-sign and 
organ-dysfunction triggers streamlines status decisions and supports audit defensibility under CMS LCD 
L34552 and payer reviews. 

6. DOCUMENTATION REQUIREMENTS 
Accurate, time-stamped documentation drives compliant status determination and protects against 
medical-necessity denials. 

Inpatient Documentation:5,9,11,13  
Should include: 

1.​ Two-Midnight Expectation – “Given [findings], anticipate ≥48–72 hours hospital care.” 
2.​ Severity Assessment – Objective markers: vitals, labs, imaging (e.g., BNP 2,500 pg/mL, troponin 

elevation, worsening creatinine) 
3.​ Treatment Complexity – Inpatient-level interventions (e.g., IV diuretics with Q4H electrolyte 

monitoring, BiPAP, continuous heparin) 
4.​ Risk Factors – Complications or instability needing immediate intervention 

Example: "Patient with acute heart failure exacerbation, BNP 2,500, requiring IV diuretics with Q4H 
electrolyte monitoring. Given severity and need for medication titration, anticipate 48-72 hours for clinical 
stabilization." 

Observation Documentation Must Include:5,9,11,13 

1.​ Monitoring Objectives – “Monitoring for [condition or rule-out diagnosis]” 
2.​ Assessment Timeline – “Will reassess in 12–24 hours for [parameter]” 
3.​ Discharge Criteria – “Discharge when [criteria met — pain-free, tolerating PO, normal labs]” 
4.​ Conversion Triggers – “Convert to inpatient if [specified event]” 

Example: "Chest pain evaluation, negative troponins x2, normal ECG. Stress test planned AM. If negative 
and pain-free x 12 hours, discharge with cardiology follow-up within 1 week." 

Quick Reference Guide | Observation vs. Inpatient Admission                                                                                                                     7 



 

Embedding a “Status Justification” smart phrase in the EHR standardizes documentation across 
providers and ensures that every admission note includes the required CMS elements. Automated prompts 
for the physician’s expectation, objective clinical findings, treatment complexity, and planned 
reassessment not only improve compliance but also reduce post-audit rework. Hospitals that adopt these 
structured EHR tools demonstrate higher documentation accuracy and lower denial rates for short-stay 
admissions. 

7. BILLING AND CODING  
Accurate coding and documentation of status changes ensure correct reimbursement and compliance 
with CMS billing policy. 

Essentials1-3,11,14,15 

Category Observation (Part B) Inpatient (Part A) 

Primary Payment ​
Method 

Fee-for-service, CPT code-based DRG lump-sum payment (fixed rate 
regardless of LOS) 

CPT Codes 99218–99220 (initial) 
99224–99226 (subsequent) 
99234–99236 (same-day 8–24 h) 

99221–99223 (initial) 
99231–99233 (subsequent) 

Place of Service (POS) 22 – Hospital Outpatient 21 – Hospital Inpatient 

Patient Financial 
Responsibility (2025) 

20% coinsurance after Part B deductible $1,792 Part A deductible (single ​
per benefit period) 

Conversion Rule If converted to inpatient before midnight, bill 
Part A only (no separate Part B claim) 

Observation portion not billed 
separately 

Same-Day 
Observation ​
& Discharge 

Use 99234–99236 (≥8h and <24h) Not applicable 

Split/Shared Visits ​
(2024 Rule) 

May be reported when the physician and NPP 
each document separate portions; bill under 
the provider who performed the substantive 
portion 

The same rule applies to inpatient 
codes 

Operational Tip: 

●​ Build automatic status-change billing prompts in the EHR. When a patient transitions from 
observation to inpatient, the system should (1) require a new admission order before midnight and 
(2) flag observation charges for closure to prevent double-billing 

Compliance Note: 

●​ Always link CPT codes to the physician’s observation documentation (objective monitoring 
purpose, reassessment interval, and discharge criteria) per LCD L34552 
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Proper coding of observation versus inpatient services ensures correct payer reimbursement and 
compliance with CMS Two-Midnight and billing rules. Timely documentation of status changes is essential 
to avoid claim denials or duplicate billing. 

8. DAILY PRACTICE PROTOCOLS¹ 

Morning Assessment Protocol 

Step Action Best-Practice Notes 

1. Review Overnight 
Admissions 

Identify all new admissions; flag potential 
observation candidates 

Case management and UR staff 
jointly review within 4h 

2. Apply Two-Midnight 
Test 

For each borderline case, ask: “Will this 
patient need ≥2 midnights?” 

Use clinical judgment + 
Evidence-based clinical Guidelines 

3. Document Rationale 22 – Hospital Outpatient CMS requires a rationale in the 
physician note/time stamp 

4. Set 24-Hour 
Reassessment Reminder 

Record explicit expectation in first note 
(“Anticipate <2 midnights for monitoring”) 

LCD L34552 mandates documented 
reassessment within 24h 

Observation Management Checklist 
●​ Clear monitoring objectives documented 
●​ Specific discharge criteria defined 
●​ 24-hour reassessment scheduled 
●​ Conversion triggers identified 
●​ Patient/family educated on status 

Inpatient Justification Checklist 
●​ Clinical complexity requiring >48 hours documented  
●​ Specific treatments needing inpatient resources listed 
●​ Risk factors for complications noted 
●​ Objective severity markers recorded 

Embedding structured morning reviews and status-specific checklists turns regulatory compliance into a 
daily practice. These routines enhance documentation quality, reduce denials, and improve transparency 
with both payers and patients. 

9. COMMON UTILIZATION SCENARIOS 
Use the Two-Midnight framework, LCD L34552 observation rules, and objective clinical data to steer 
borderline cases, extended observation stays, and payer inquiries toward compliant, defensible 
decisions.5,11,12,14 
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Scenario 1: ED wants to admit a borderline case 
Action: Apply the Two-Midnight Test. If the reasonable expectation for hospital-level care is <2 
midnights or uncertain, start Observation with explicit monitoring goals and a scheduled reassessment in 
12-24h. 

Documentation: “Initial plan: observation for [rule-out/monitoring objective]. Reassess in 12–24h for 
[specific parameters]. Convert to inpatient if new instability, organ dysfunction, or ≥2-midnight 
expectation emerges.” 

Escalation checklist for borderline cases: If any of the Absolute Inpatient Indicators appear (pressors, 
BiPAP/ventilation, invasive monitoring, IPO procedure), skip observation and place inpatient immediately 
with clear necessity language. 

Scenario 2: Patient in observation beyond 24 Hours 
Action: Not an automatic conversion. Perform and document the 24-hour reassessment (LCD 
requirement). Convert to Inpatient only if the clinical course now supports ≥2 midnights or inpatient-level 
intensity (e.g., continuous infusions, escalating oxygen/ventilatory support, new organ dysfunction). 
Otherwise, continue observation with a defined endpoint or discharge. 

Documentation: “At 24 h, the patient requires continued hospital-level care due to [specific reason]. 
Based on current severity and resource needs, anticipate ≥2 midnights → convert to inpatient.” or 
“Improved with treatment; discharge once [criteria] met.” 

Scenario 3: Health plan questions the status 
Action: Respond with the original physician expectation statement, objective severity markers, and the 
treatment/resource intensity that drove the decision (plus the 24-h reassessment note if observation). 
Cite Two-Midnight and LCD language 

Documentation: “Status supported by documented expectation (dated/time-stamped) and objective 
findings (e.g., HR, BP trends, troponins, creatinine). Monitoring objectives and discharge criteria were 
pre-specified; reassessment at 20h confirmed continued need.” 

Borderline and extended-stay cases stay compliant when you: Document the expectation at time of 
decision, reassess within 24 hours, and convert only when clinical trajectory or resource intensity justifies 
≥2 midnights. 

10. OBSERVATION PERFORMANCE MONITORING 
Performance tracking closes the compliance loop, linking daily utilization decisions to measurable clinical, 
financial, and patient-experience outcomes. Build a monthly Observation Performance Dashboard shared 
with medical leadership, UR, and finance. Trend conversion rates, LOS, denials, and patient feedback. 

Quality Metrics to Track:1,2,11-13 

Tie metrics to Medicare Star and HEDIS measures.  
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Clinical Performance Indicators 

Metric Target Benchmark Notes/Actions 

Observation Conversion 
Rate 

<15% of observation cases converted ​
to inpatient 

Indicates correct initial status 
determination 

Observation Length of Stay 
(LOS) 

≥70% discharged within 24h Aligns with national median ​
LOS ≈22h 

Inappropriate Admissions <5% flagged by UR Monitor through UR/coding​
review reports 

Documentation Compliance >95% complete expectation + rationale 
notes 

Tracked via chart audit per CMS ​
LCD L34552 

Financial Performance Indicators​  

Metric Target Benchmark Notes/Actions 

Observation Utilization 20–30% of eligible conditions Optimal range for cost efficiency 

Denial Rate <5% for appropriately documented status Staff policy education initiatives  

Appeal Success Rate >80% for justified cases Driven by timely expectation ​
+ severity documentation 

Monthly Cost Savings Tracked via finance dashboard Compare observation vs inpatient 
cost avoided (PMPM savings) 

Patient Experience Metrics 

Metric Benchmark Notes/Actions 

Care-Transition 
Communication Satisfaction 

>85% “satisfied or very satisfied” Evaluate through HCAHPS or 
custom survey items 

Understanding of Status 
Implications 

Measured via post-discharge survey 
(qualitative tracking) 

Reinforce education at admission ​
and discharge 

Financial Counseling 
Effectiveness 

Track patient complaints/billing 
inquiries 

Monitor monthly; feedback to UR 
and finance teams 

Measuring and sharing these indicators converts compliance into performance. High documentation 
accuracy, low denial rates, and transparent patient communication define a successful observation 
management program and improve value-based payment outcomes. 

11. QUICK DECISION TREES 
Use quick decision guides at admission and at 24-hour reassessment to align clinical judgment with CMS 
Two-Midnight criteria and minimize status errors. 

Initial Status Determination 
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Choose Inpatient If (≥2 midnights likely) Consider Observation If (<2 midnights likely) 

Multiple active problems requiring management Single problem requiring evaluation only 

IV medications requiring frequent monitoring Oral medications are sufficient for stabilization 

Procedure planned within 48 hours Primary need = diagnostic testing or short monitoring 

High risk of clinical deterioration Stable clinical course expected 

Complex social situation requiring case management Adequate home support available 

24-Hour Reassessment 

Discharge If (<2 midnights total) Convert to Inpatient If (≥2 midnights now expected) 

Clinical question answered New clinical issues identified 

Patient is stable for home care Additional monitoring or treatment required 

Follow-up arranged Patient is not stable for discharge 

Patient/family understands plan Complications developed or resource needs increase 

 

Operational tip: Embed auto-prompt programs into EHR admission navigating software to prompt and 
ensure that providers select inpatient or observation with a required rationale field.  

Using a structured decision tree ensures consistent, defensible status choices at admission and 
reassessment, which in turn improves compliance, reduces denials, and aligns clinical care with CMS 
expectations. 

12. COMMON PITFALLS 
Most denials trace back to documentation gaps, status misplacement, missed reassessments, or poor 
status communication. Use the fixes below. 

Common Pitfalls → Fast Fixes11,13,14 

Pitfall Why it’s a problem Fast fix (what to do & say) 

Vague or missing ​
medical necessity 

Auditors can’t confirm the 
Two-Midnight 
expectation/complexity 

Use a status smart-phrase: “Based on 
[vitals/labs/therapies], I reasonably expect ≥2 midnights 
of hospital-level care for [reason].” (Inpt) • “Observation ​
to monitor [objective]; reassess in 12–24h; discharge ​
when [criteria]; convert if [triggers].” 

“Be safe” 
observation ​
for complex patients 

Complex/intense care 
needs meet inpatient 
criteria even ​
if <2 midnights initially 

Apply clinical judgment + intensity: pressors, BiPAP, 
invasive monitoring, continuous drips → admit inpatient 
with exception language 
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Delayed conversions ​
(>48 h without 
action) 

Violates LCD cadence; ​
drives denials 

Mandatory 24-h reassessment: document improvement 
vs continued need. If now ≥2 midnights or high-intensity 
therapy → convert same day with a new inpatient order 

Patient/family ​
understand plan 

Billing surprises, 
grievances, and lower 
satisfaction 

Use a 20-second script at admission: “You’re under 
observation (outpatient) while we monitor [X]. If you need 
longer/intensive care, we’ll switch to inpatient. Here’s 
what that means for coverage.” Provide a written handout 

Must have tips:  

●​ Add EHR hard-stops for: (a) missing expectation statement on admissions, (b) unsigned 24-h 
reassessment for observation, and (c) conversion order before midnight when appropriate  

●​ Perform Monthly quality checks for Utilization Review (UR), Compliance, and Case Management 
teams to ensure adherence  

Close the four gaps: specific necessity, correct initial status, on-time reassessment, and clear patient 
education. This will allow a physician to cut denials and complaints while keeping care aligned with CMS 
policy. 

13. ESCALATION PATHWAYS¹ 

Internal Escalation: Observation vs Inpatient Admission 
1.​ Hospitalist Assessment & Documentation 

●​ Physician documents Two-Midnight expectation or observation rationale in the admission note 
●​ If uncertain, initiates observation and flags for review 
●​ Target: complete within 4 hours of admission¹² 

2.​ Department Medical Director Consultation 
●​ Reviews borderline cases and confirms if the criteria for inpatient intensity are met 
●​ Documents concurrence or alternate recommendation 

3.​ Physician Advisor Review 
●​ Conducted within 24 hours for unresolved cases 
●​ Applies CMS policy + MCG/InterQual criteria; provides written recommendation for status 

4.​ Hospital Medical Director Decision 
●​ Final internal authority; ensures status order and documentation are corrected before billing 
●​ Updates Utilization Review (UR) log and communicates the decision to billing 

External Utilization Management: Mandates to admit 
1.​ Health Plan UM Nurse Contact 

●​ Reviews case against payer criteria; if denial or “mandate to admit” issued, forward to physician 
advisor 

2.​ Health Plan Medical Director Discussion 
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●​ Peer-to-peer call within 24 hours. Hospital physician advisor presents objective severity, 
expectation, and CMS alignment 

3.​ Independent Physician Review (External Peer Review) 
●​ Initiated if disagreement persists. Maintain full documentation packet (orders, vitals, MCG 

summary, UR notes) 

4.​ Formal Appeal Process 
●​ Submit within the payer-specified window (typically 30 days). Include physician expectation 

statement, reassessment notes, and supporting MCG/InterQual criteria 

Decision Support Tools11,12,16,17 

●​ MCG and InterQual Criteria: Validate inpatient vs observation resource intensity 
●​ Real-Time CMS Guideline Feed: Integrate into UR dashboard for Two-Midnight and LCD updates 
●​ EHR Integrated Decision Algorithm: Auto-suggest status based on vitals, comorbidities, ​

and therapy orders 
●​ 24/7 Physician Advisor Consultation: Maintain on-call roster for immediate escalation support 
●​ Establish a “Status Review Committee”: Meeting monthly (UR, Medical Director, Compliance, 

Finance) to trend escalation frequency, payer patterns, and appeal outcomes. Use these data ​
for provider education and payer negotiations 

Timely, well-documented escalation, backed by MCG/InterQual and CMS criteria, ensures compliant 
decisions, rapid payer resolution, and minimized revenue risk. 

14. REGULATORY COMPLIANCE ESSENTIALS 
Compliance with CMS Two-Midnight and LCD standards requires precise, time-stamped documentation, 
proactive reassessment, and transparent appeals tracking. 

CMS Two-Midnight Rule Requirements:11-14 
●​ Physician must expect ≥2 midnights of medically necessary hospital-level care for inpatient 

admission​
Documentation must clearly support this expectation at the time of admission (not after) 

●​ Observation applies when expected care is <2 midnights or for diagnostic monitoring 
●​ Medicare Advantage plans must now follow the same CMS admission criteria under CMS-4201-F 

(2024) 
●​ Status changes (observation → inpatient or vice versa) must include rationale, order timestamp, 

and physician attestation 

Documentation Standards for Status Determination:11,12 
●​ Clinical necessity: The rationale for admission status should be documented promptly, reflecting 

the patient’s presenting condition and care needs 
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●​ Objective support: Vital signs, laboratory data, imaging, and other clinical findings should 
substantiate the selected status 

●​ Ongoing reassessment: Observation stays extending beyond 24 hours require documented 
reassessment to reflect evolving clinical status 

●​ Status transition rationale: When care intensity changes, document the clinical reasoning and 
timing supporting the transition (eg, need for continued inpatient-level care) 

●​ Program oversight: Periodic review of documentation practices supports consistency, learning, 
and alignment across care teams 

Appeal Process Requirements:14 
Level 1: Administrative review with enhanced documentation 

Level 2: Physician-to-physician peer review within 30 days 

Level 3: Independent review organization within 60 days 

●​ Maintain a complete clinical and communication timeline (admission, reassessment, payer 
contact, appeal notes) for all levels 

Compliance begins with clear documentation and ends with defensible appeals. Following CMS 
Two-Midnight, LCD, and MA Final Rule standards ensures consistent payer alignment and minimizes 
financial exposure. 

15. PATIENT EDUCATION AND FINANCIAL COUNSELING 
Transparent, timely financial counseling reduces billing complaints and strengthens CMS compliance. 

Patient Education11-14 
●​ Explain status determination — Tell the patient whether they are inpatient or observation and why 

(e.g., expected length of stay <2 midnights)  
●​ Describe financial implications — Observation = Medicare Part B (20% coinsurance per service); 

Inpatient = Part A (one deductible per benefit period) 
●​ Provide written materials — Supply the CMS “Medicare Outpatient Observation Notice (MOON)” 

or local equivalent within 24 hours 
●​ Discuss medication coverage — Explain that observation prescriptions may be billed as 

outpatient under Part D rather than covered under Part A 
●​ Explain SNF coverage (if relevant) — Observation days do not count toward the 3-day inpatient 

SNF rule; discharge directly to home or outpatient rehab may be required. 

Documentation for Financial Counselors11-14 

●​ Record status determination in the financial-counseling note and link to physician's order 
●​ Flag high-risk cases early (e.g., prolonged observation >24h, limited secondary coverage, ​

or expected SNF need) 
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●​ Document patient understanding — e.g., “Patient verbalized understanding of observation status 
and billing implications”  

●​ Note special circumstances affecting coverage (e.g., Medicare Advantage plan cost-sharing 
differences) 

●​ Update UR and billing teams if a status conversion occurs, so a revised MOON or ABN can be 
issued 

Clear communication of status, costs, and coverage turns a potential complaint into an informed 
partnership — protecting both the hospital and the patient. 

KEY TAKEAWAYS 
1.​ Potential >$10,000 savings per appropriate observation conversion 
2.​ Two-Midnight Rule is the core decision criterion for status determination 
3.​ 24-hour reassessment is mandatory for all observation patients 
4.​ Documentation within 4 hours of admission (expectation + rationale) 
5.​ 70% of observations should discharge within 24 hours; LOS >48 hours signals delay 
6.​ <15% conversion rate indicates appropriate initial selection and status accuracy 
7.​ Objective severity markers (vitals, labs, imaging, treatment intensity) are required for all status 

determinations 
8.​ Patient education at admission prevents billing surprises 
9.​ Medicare Advantage must follow Two-Midnight Rule (2024) 
10.​ Appeal success can achieve >80% with proper documentation 
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Medical Disclaimer 

The information provided by the American Academy of Value-Based Care (AAVBC) in this document, including but not 
limited to utilization management guidance, and related content, is intended for educational and informational 
purposes only. This content is designed to assist healthcare providers, organizations, and professionals in 
understanding and applying Value-Based Care principles, practices, and regulatory compliance standards. 

AAVBC does not provide legal, clinical, or medical advice. The content presented should not be interpreted or relied 
upon as specific legal, medical, clinical, or professional guidance. While efforts are made to ensure the accuracy and 
currency of the information provided, AAVBC does not guarantee that the materials presented are complete, 
comprehensive, or without error. 

Providers and healthcare professionals must independently evaluate all content and guidance presented herein in the 
context of applicable laws, regulations, clinical guidelines, payer policies, patient-specific conditions, and 
contraindications. Any treatments, procedures, diagnostic approaches, medications, or strategies discussed are 
illustrative and should not be directly applied without a thorough and independent review of current, evidence-based 
clinical resources, and regulatory requirements. 

For coding, documentation, utilization management, quality measures (including STAR ratings), and compliance 
matters, users are responsible for consulting official guidelines issued by regulatory bodies, including but not limited 
to the Centers for Medicare & Medicaid Services (CMS), the American Medical Association (AMA), relevant state 
agencies, and other authoritative entities. 
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AAVBC expressly disclaims liability for any loss, claim, or damages arising directly or indirectly from the use or 
reliance on information provided in this document. Users should consult their organization's legal counsel, compliance 
officer, or qualified professional advisor for advice specific to their situation. 

By accessing and using this document, you agree to AAVBC’s terms and acknowledge that the use of the content is at 
your own risk and discretion. 
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