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Background 

One of the challenges related to the treatment of a 
patient with acute illness in the hospital is the 
determination of the appropriate level of care. There 
are guidelines in place to help assist in establishing 
the appropriateness of an acute inpatient stay versus 
a medical stay at the observation level.  
Observational care is reviewed as outpatient care by 
payers. Even though the patient may be physically in 
the hospital for many days, for Medicare billing 
purposes, the stay is considered outpatient care.1 
When asked to review for the medical necessity 
of an inpatient stay, the question is not whether 
the patient required medical care, but rather if the 
care can only be safely provided in an acute care 
hospital and not at a lower level of care. 
 
Medical necessity for an inpatient level of care is a standard based on clinical practice and judgment. This 
important concept determines whether Medicare, Medicaid, and Commercial HealthCare Plans will 
reimburse for an acute inpatient medical stay. Medical necessity means an illness must be severe 
enough, and the required services intense enough, that the care can only be given safely and effectively 
as inpatient.2 
 
Standard guidelines have been developed based on the medical literature and professional-societal 
guidelines which focus on accepted standards of care. Many payers use guidelines such as the Milliman 
Care Guidelines (now “MCG”) and InterQual® guidelines.  These guidelines often serve as the standards 
for admission decision making and have been validated by evidence-based research. Both MCG and 
InterQuall® guidelines serve as a tool to assist with documenting the medical necessity of inpatient 
care.3,4 

 
The Centers for Medicare & Medicaid Services (CMS) do not recognize InterQual and MCG as binding, 
yet these guidelines assist hospitals and payers to help answer the question of who requires care in the 
hospital and who can be safely treated in a lower level of care such as observation.5 
 
Generally, a patient is considered as “inpatient” status if officially admitted as an inpatient with the 
expectation that he or she will remain at least overnight. The severity of the patient’s illness and the 
intensity of services to be provided should justify the need for an acute level of care. An inpatient 
admission solely because the patient has been kept in observation status over 23 hours would not be 
considered medically necessary. 
 
CMS has utilized and enforced the “two-midnight rule” for the admission of Medicare patients since 20153. 
The rule identifies specifically the minimum length stay in the hospital for Medicare beneficiaries to qualify 
as an inpatient stay. CMS will reimburse an inpatient stay for Medicare patients under Medicare Part A 
who are receiving or are anticipated to receive, at least two midnights of medically necessary care.6 
Medicare considers inpatient care necessary when a patient requires that: 1) at least two midnights of 
care are anticipated or received, 2) this care must be medically necessary, 3) the care cannot be 
custodial, and 4) the care could not safely be delivered in an outpatient or observation setting.7 The 
InterQual and Milliman guidelines can be incorporated here to establish a framework to determine if the 
care delivered was medically necessary.  
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The expectation for two midnights of care is usually enough to designate a patient appropriate for an 
acute inpatient stay. However, some exceptions apply.  Medicare allows for unpredictable events such as 
improvement of symptoms more rapidly than expected, unexpected departure of the patient against 
medical advice, transfer to another level of care or death as exceptions to the two midnights stay 
language.  In these circumstances, an acute inpatient stay can still be considered medically necessary 
despite a shorter than two midnight length of stay because medical necessity had been established at the 
time the order was placed. 
 
It is important to emphasize that the quality of care should be the same whether the patient is 
placed in observation status or admitted as an inpatient. It is the difference in billing that can 
become an issue for the payer and the patient. 
 

Observation Status 

The CMS policy manuals define observation status as a well-defined set of specific, clinically appropriate 

services.  These services include ongoing short-term treatment, assessment, and reassessment before a 

decision can be made regarding whether patients will require further treatment as hospital inpatients or if 

they can be discharged from the hospital.  However, despite this language, no services are defined that 

are identified specifically as observation services.  CMS, allows physicians to order whatever care 

and services their patients need, whether they are inpatients or outpatients. Observation status is 

commonly assigned to patients who present to the emergency department and who then require a 

significant period of treatment or monitoring to decide whether to admit or discharge. 

 

In most cases, the decision whether to discharge a patient from the hospital following resolution of the 

reason for the observation care or to admit the patient as an inpatient can be made in less than 48 hours, 

usually in less than 24 hours. To determine if the patient should be admitted as an inpatient or may be 

safely discharged, he or she should be: 1) under the care of a physician during the observation status 

period, 2) actively assessed, and, 3) if necessary, treated. In only rare and exceptional cases do 

reasonable and necessary outpatient observation services span more than 48 hours.9 After 48 

hours, if the patient continues to require additional care that cannot be delivered at a lower level 

of care (home, SNF, etc.), the level of care can then be adjusted to inpatient status.  

 

In most instances, the hospital's payment for observation services will be bundled with other services 

(e.g., emergency department or clinic). Medicare, however, will make a separate payment to hospitals for 

any medical condition when the observation is considered medically necessary and all other requirements 

are met.10 

 

Inpatient Admission 

The decision to order a patient's admission requires a complex medical judgment that can only be made 
after considering several factors including, but not limited to, the following considerations.  

• Patient’s history 

• Current medical needs 

• Severity of the signs and symptoms 

• Medical predictability of something adverse happening 

• Need for diagnostic studies to assist in assessing whether the patient should be admitted 

• Availability of diagnostic procedures at the time and location where the patient presents 

• Whether an anticipated procedure is considered inpatient only 
 
Another exception in determining inpatient status is the need for surgical procedures. Certain procedures 
are designated as "Inpatient Only" procedures. These procedures are deemed necessary by CMS for an 
acute inpatient level of care. The list of these procedures is determined by the nature of the procedure, 
and the typical underlying physical condition of patients who require the service9. If the surgical procedure 
being performed is not on the ‘Inpatient Only’ list, the need for medical necessity reverts to the 2-midnight 
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rule for Medicare patients. A procedure that is not on the ‘Inpatient Only’ list would typically be placed in 
an observation setting unless there were comorbid unstable medical conditions or if peri-operative or 
post-operative complications occurred. 
 
Medicare does not consider custodial care as medically necessary for inpatient care.  Custodial care is 
care that could be provided by a non-licensed provider8. For example, if a patient was unable to be cared 
for at home due to progressive, chronic illness but had no acute medical care needs, this would be 
considered custodial care. Generally, custodial care can be provided at a lower level such as a nursing 
facility, outpatient or observation status. 
 
The principles to establish the level of care for Medicaid patients is slightly different. Medicaid 
requirements for inpatient admission are state-specific. In general, states typically consider twenty-four 
hours of medically necessary care or one night of medically necessary care in the hospital necessary 
care to qualify for reimbursement. However, the principle mirrors that of Medicare in that admission is only 
appropriate when the care meets criteria for medical necessity by the tools discussed above, and the care 
could not be safely delivered in a lower level.  
 

Conclusion 

As a physician reviewing the medical necessity of inpatient level of care, it is essential to understand the 

criteria elements necessary in the medical documentation to validate this admission. It is also crucial that 

the admitting physician document clearly in the medical record the need for the observation status or in-

patient admission. Utilizing evidence-based care guidelines helps assure the most appropriate level of 

care is being provided for the patient. 
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