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Ever since the Centers for Medicare 
and Medicaid Services (CMS) created 
observation as a billable service that 

can be provided to Medicare beneficiaries, 
confusion has been the rule and not the excep-
tion. This begins with the decision about 
the proper use of observation. Prior to the 
Two-Midnight Rule, the decision of whether 
a patient warranted observation services or 
inpatient admission was a clinical decision 
made by the physician, based on the severity 
of the signs and symptoms of the patient and 
the medical predictability of an adverse event.1 
The Two-Midnight Rule, established in the 
2014 Inpatient Prospective Payment Final Rule, 
made the decision a somewhat simpler one, 
based on the expected time the patient would 
require in the hospital, with observation 
indicated for patients who have an expecta-
tion of under two midnights and inpatient 

admission for those whose hospital 
care is expected to require more than 
two midnights. But four years later, 
most physicians still rely on utiliza-
tion review staff to guide them to the 
right status.

What is observation?
CMS has defined observation as a 
well-defined set of specific, clinically appro-
priate services, including ongoing short-term 
treatment, assessment, and reassessment, that 
are furnished while a decision is being made 
regarding whether the patient will require 
further treatment as a hospital inpatient or 
will be discharged from the hospital.2 CMS 
also indicated that “observation services must 
also be reasonable and necessary to be covered 
by Medicare.” 

When initially introduced,3 observa-
tion could only be used for three conditions: 
asthma, chest pain, and congestive heart 
failure. In 2006, CMS allowed observation 
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billing on any diagnosis. Hospital coding 
for observation services also changed with 
the establishment of specific G codes. The 
Ambulatory Payment Classification (APC) to 
which observation services were attached also 
changed several times.4 In 2015, CMS estab-
lished the concept of comprehensive APCs 
(C-APC)5 and included observation services 
as a C-APC in 2016.6 And when CMS changed 
the APC designation, they also changed the 
qualifying visit levels, initially requiring a 
high-level emergency department (ED) or 
clinic visit and then broadening the qualifying 
visit to any ED or clinic visit or a direct refer-
ral from a community physician. 

Observation itself is billed using 
Healthcare Common Procedure Coding 
System (HCPCS) code G0378, with the number 
of units indicating the number of medically 
necessary observation hours that were pro-
vided to the patient. Although it would seem 
straightforward to be able to calculate the 
number of hours, there are several nuances 
to consider. 

The beginning of observation
CMS states that observation time begins at the 
clock time documented in the patient’s medi-
cal record, which coincides with the time that 
observation care is initiated in accordance 
with a physician’s order. But as is often found 
in CMS policies, this statement is ambiguous. 
It can be interpreted to mean that observa-
tion time begins either at the time the order 
for observation is written or at the time when 
observation services actually begin. Some 
have interpreted this to mean that the patient 
must actually be placed in a different bed, 
outside the ED, in order for observation hour 
counting to commence. 

Fortunately, NGS, one of the Medicare 
Administrative Contractors, has clarified that 
the order for observation starts the counting 
for observation services. NGS states, “If the 

patient is in the ED awaiting a bed, but has an 
order for observation and is receiving care rel-
ative to that order (e.g., monitored vital signs), 
that time counts toward observation hours.”7

The end of observation
The cessation of observation hour counting is 
also confusing. Simply stated, CMS says that 
“Observation time ends when all medically 
necessary services related to observation care 
are completed.” They add that “observation 
time may include medically necessary services 
and follow-up care provided after the time 
that the physician writes the discharge order, 
but before the patient is discharged. However, 
reported observation time would not include 
the time patients remain in the hospital after 
treatment is finished for reasons such as wait-
ing for transportation home.”8 

And although that seems straightforward, 
on a practical level, it can be daunting. For 
example, if a patient is receiving observation 
services for chest pain, has a stress test, and 
then returns to their room, does medically 
necessary observation end when the normal 
results of the stress test are finalized, when 
the normal results of the stress test are con-
veyed to the doctor, when the doctor gives the 
discharge order, when the nurse removes the 
patient’s heart monitor and gives the patient 
their discharge papers, or when the patient 
is wheeled out of the hospital? In most cases, 
once the stress test has demonstrated no 
acute cardiac condition, the patient techni-
cally no longer requires hospital care; yet the 
process to get the results to the doctor, get 
the discharge order, and effectuate that dis-
charge can be several hours. So it is unclear 
if those hours should be billed as medically 
necessary observation. 

In the midst of observation
CMS also has stated that hospitals may not 
bill for observation services when they are 
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also billing for a procedure or treatment that 
includes active monitoring, such as surgery, 
colonoscopy, chemotherapy administration, or 
stress testing. Therefore, hospitals are required 
to “carve out” those hours and not bill for 
them as observation services. Unfortunately, 
CMS does not provide a list of services that 
include active monitoring; each hospital must 
develop their own. CMS also allows hospitals 
to either carve out the actual time the patient 
spent receiving the service or use the average 
time spent receiving the service and deduct 
that number of hours. 

Also within the midst of observation, 
but often overlooked, are convenience hours. 
As noted above, observation must be medi-
cally necessary to be covered. If a patient no 
longer needs hospital care and is waiting for 
a ride, it is obvious that those hours would 
not be covered. But consider the patient who 
is hospitalized with a transient ischemic 
attack on Saturday afternoon and the physi-
cian orders magnetic resonance imaging 
(MRI) of the brain and an echocardiogram. 
Because this hospital does not perform MRIs 
or echocardiograms on Sundays, the patient 
will remain hospitalized until Monday and 
then the tests will be performed. That means 
this patient will pass the second midnight in 
the hospital, and at first look, it appears that 
inpatient admission is warranted. But if this 
same patient presented on a weekday, the 
tests would be done the same day or the next 
day, and the patient would be discharged 
home prior to the second midnight if all tests 
were normal. 

In other words, the time the patient spent 
from Sunday to Monday waiting for the tests 
to be performed represents a convenience to 
the hospital that has chosen not to offer certain 
services on weekends. Therefore, the hours the 
patient spends receiving observation services 
between when the tests should have been 
done and when they are actually done should 

not be billed as a covered service. But unlike 
the carve out of hours for services that include 
active monitoring, in this case the patient will 
continue to receive observation services, albeit 
non-medically necessary. That means these 
convenience hours should be billed, but billed 
separately from the medically necessary obser-
vation hours, and a modifier used to indicate 
they were not medically necessary. 

Observation and surgery
Observation services can be provided before 
and after surgery, but it is not as easy as it 
sounds. Observation can be used pre-opera-
tively, but only for the patient who requires 
non-scheduled surgery, is not going from 
the ED or the physician office directly to the 
operating room (OR), and requires monitor-
ing in the hospital, as opposed to going home 
and returning at the time of surgery. Once 
the patient leaves the hospital room to pro-
ceed to the OR, observation hour counting 
should cease. 

Observation can also be ordered 
post-operatively if either one of two 
circumstances occurs:

 · The patient completes the standard 
recovery period and continues to require 
hospital care due to delayed recovery, or 

 · The patient develops a complication, the 
treatment or monitoring of which requires 
deviation from the patient’s routine 
recovery care. 

Billing and payment for observation
Although observation is not paid by the hour, 
but is paid as a C-APC that pays one fee for 
all services from the beginning of care to 
discharge, there are several reasons that it is 
still important to properly report compliant 
hours. First, in order to be eligible for pay-
ment of the observation C-APC, the patient 
must have received eight or more hours of 
payable observation services. If the patient 
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has received observation for a short period 
of time, the carve-out time could make the 
difference between:

 · Reaching the 8-hour threshold and compli-
antly receiving the C-APC, and 

 · Not meeting that threshold and therefore 
eligibility for payment outside the C-APC 
structure, which includes no payment for 
room and board or nursing services. 

Furthermore, it is a basic tenet of compli-
ance and billing that providers should always 
report all services provided and indicate those 
that were medically necessary. This applies 
to observation services as well as any non-
medically necessary services provided with an 
advance beneficiary notice or hospital-issued 
notice of non-coverage for inpatient hospital 
days spent that were determined to be custo-
dial. Second, all hospitals are required to file 
cost reports with CMS. These reports are used 
by CMS for multiple purposes, including set-
ting wage indexes and reimbursement rates 
for future years. 

Observation hour costs may also con-
tribute to eligibility for outlier payment. 
If observation services precede inpatient 
admission, the charges will be placed on the 
inpatient claim according to the three-day 
payment window regulations. These charges, 
which are likely relatively insignificant in 
comparison to the inpatient charges, may still 
be significant enough to lead to meeting the 
threshold for outlier payment or add to the 
outlier payment. For outpatients, hospitals 
are also eligible for outlier payments if costs 
exceed the CMS-established threshold, and 
observation hours add significant costs to 
those stays. 

Is it worth the effort?
With the observation C-APC base payment 
rate in 2017 set at $2,222.64, it may seem that 
CMS and the multitude of contractors would 

have more lucrative targets and would not 
audit observation billing, but observation bill-
ing has long been targeted by the Office of 
the Inspector General (OIG). As early as 2002, 
OIG found an observation hour overpay-
ment of almost $300,000.9 In a more recent 
case, an overpayment of $3,723, which was 
due to observation hour overbilling, was then 
extrapolated to more than $82,000 in a total 
overpayment of $272,000.10 It should also be 
noted that several audits have targeted ser-
vices that have a low reimbursement but a 
high volume, such as complete blood counts, 
and observation certainly meets the “high 
volume” label.

Summary
In this review, I have attempted to explain 
the nuances of ordering, counting, and bill-
ing observation services. As audits continue 
unabated and Congress continues to seek 
ways to preserve the Medicare Trust Fund, a 
review of every hospital’s use of observation 
warrants scrutiny.  

The opinions expressed are those of the author and do not 
necessarily reflect the views, policies, or opinions of R1 RCM, 
Inc. or R1 Physician Advisory Services (R1 PAS). 

1.  CMS Publication 100-02: Medicare Benefit Policy Manual, Chapter 1, 
section 10. Available at go.cms.gov/2zYLEYm

2.  CMS Publication 100-04: Medicare Claims Processing Manual, 
Chapter 4, section 290.1. Available at go.cms.gov/2eQ8l6P

3.  Idem, Chapter 4, section 290.4.1
4.  CMS-1601-FC: 2014 Outpatient Prospective Payment System Final 

Rule. Available at go.cms.gov/2zUYsS9
5.  CMS-1613-FC: 2015 Outpatient Prospective Payment System Final 

Rule. Available at go.cms.gov/2zU5p5W
6.  CMS-1633-FC: 2016 Outpatient Prospective Payment System Final 

Rule. Available at go.cms.gov/2zSQeKb 
7.  National Government Services (NGS) Policy Education 

Topics — Observation Services. Available at bit.ly/2z7Em3r
8.  Ibid, Ref #2. Chapter 4, section 290.2.2
9.  Audit of Observation Service Billings by PPS Hospitals, 2002. 

Available at bit.ly/2zUOwrq
10.  Health and Human Services, Office of Inspector General: Medicare 

Compliance Review of Northwestern Memorial Hospital for 2011 
and 2012. Published March 2015. Available at goo.gl/E3udKg




