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Abstract 
When physicians admit patients to a hospital, their decisions about 
where—and to whose professional stewardship and services—those 
patients belong are influenced by federal policies, of which many 
clinicians are not aware. The distinction between observation and 
admission has clinical and ethical implications for patients and 
practices. The evolution of “observation status” from a clinical tool to a 
catchall of vague and imprecise meaning has been driven by changes to 
physician payment and compensation structures, particularly Current 
Procedural Terminology codes and Centers for Medicare and Medicaid 
Services regulations, and its current value to clinicians and patients is 
questionable. This article contextualizes clinicians’ admission and 
observation practices and considers how metrics influence patient costs 
and how clinicians and organizations are compensated. 

 
The American Medical Association designates this journal-based CME activity for a maximum of 1 AMA PRA 
Category 1 Credit™ available through the AMA Ed HubTM. Physicians should claim only the credit 
commensurate with the extent of their participation in the activity. 
 
Criteria for Admission 
“The patient doesn’t meet criteria for admission. Just put them in obs,” is now 
commonly suggested by emergency department (ED) clinicians. When we think about 
where and in whose care patients belong, we consider clinical questions: Does the 
patient need further workup? Is the problem medical or surgical? Should or can the 
patient get indicated care as an outpatient? If not, what is an appropriate level of 
hospital inpatient care? We ask questions like these so that patients receive indicated 
care, but we still find our practices restricted by nonclinical factors. 
 
Decisions about where and to whom patients belong are heavily driven by regulatory 
policies we are required to follow without fully understanding. We speak of meeting 
“criteria” for admission or observation, but our education often does not include the 
philosophy, rationale, and goals behind these criteria. Yet these policies have a 
significant impact on our clinical practices, the regulation and reimbursement of our 
hospitals, our own moral well-being or injury, and the financial well-being of our patients. 
Understanding the policy background and clinical implications of the rules that govern 

https://edhub.ama-assn.org/ama-journal-of-ethics/module/2812535
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care delivery allows clinicians to offset their harms and facilitate advocacy efforts for 
change. 
 
Distinguishing Admission From Observation 
When deciding whether a patient in the ED needs admission or observation, we may 
think of this distinction in terms of the level of care needed. However, observation and 
admission are often not descriptors of clinical differences but rather status designators 
of allowable reimbursement, which are codified as Current Procedural Terminology 
(CPT®) codes and subject to regulation by the Centers for Medicare and Medicaid 
Services (CMS).1 Admission to inpatient status is only justified—and only compensated—
for patients who are expected to need hospital-based care for more than 2 midnights 
and for whom receiving care in a less intensive setting would pose a risk to their health 
or well-being.1 Observation under outpatient status is instead indicated for patients who 
need a shorter period of treatment and assessment to determine the course that their 
care should take; it allows a period of decision making to determine whether the patient 
is best served by further inpatient or outpatient care.1 

 
From the perspective of care, there’s often very little difference in these designations. A 
patient under observation is often on the same inpatient floors, with the same nurses—
and often receiving the same care—as an inpatient. For clinicians, the distinction may 
also often be irrelevant when considering disposition: a patient who needs hospital-
based care for a short period is not significantly different from a patient who needs care 
for longer periods. Financially, however, the implications are significant for both patients 
and hospitals. 
 
Since observation stays are deemed outpatient, they are governed by Medicare Part B, 
and the elements of care provided are billed as they would be if the same care were 
provided to an outpatient.2,3 Each service provided is assigned a value based on its 
“ambulatory payment classification” within the outpatient prospective payment system.2 
Patients are responsible for a copayment for each outpatient service provided, generally 
20% of total charges, and must either provide or pay out of pocket for any home 
medications they may need while in the hospital.3,4 While patients’ copay for each 
individual service provided must be less than their deductible would be for an inpatient 
admission, patients can receive multiple services—and thus multiple individual charges—
during their stay.3 

 
By contrast, inpatient stays are covered by Medicare Part A and are reimbursed at a 
fixed rate that is standardized for the patient’s admitting diagnosis and adjusted for 
relevant comorbidities.2 Payment is issued to hospitals as a single fixed sum regardless 
of length of stay, and patients are responsible for paying a single deductible for each 
hospital admission ($1600 for 2023), which also covers any acute posthospitalization 
nursing care or readmissions for 60 days following admission.3 These different 
designations are frequently driven not by a patient’s clinical presentation but by 
pressures imposed by other CMS policies and penalties. 
 
Two Midnights, Utilization Review, and Metrics 
In 2013, CMS introduced the 2-midnight rule as disposition policy. Under this rule, 
patients can only be admitted to a hospital if their physician reasonably expects them to 
require at least “2 midnights” of inpatient care; shorter expected lengths are called 
“observation status.”5 
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This rule undermines the stated role of observation status—to determine if admission is 
necessary—by aspiring to dictate the appropriate level of care solely by the anticipated 
length of stay.6 The 2-midnight rule has, anecdotally, resulted in patients with labor-
intensive, life-threatening conditions requiring intensive care being placed in 
observation if their conditions can be expected to resolve quickly.7 Such conditions do 
not pose a diagnostic dilemma—they clearly require intensive, hospital-based care that 
cannot be provided as an outpatient. However, while CMS has issued a list of services 
that can only be provided under inpatient status, many critical medical conditions, such 
as atrial fibrillation with rapid ventricular response, diabetic ketoacidosis, and flash 
pulmonary edema, are left off this list.8 These high-intensity, short-stay patients may 
face exorbitantly high costs from the required 20% copays for multiple outpatient 
services rendered in a single intensive care unit stay, even as hospitals receive reduced 
compensation for resource-intensive care that is compensated as though it were 
provided as outpatient care. 
 
In general, however, when uncertain about a patient’s needed length of stay, hospitals 
are incentivized to err on the side of observation by the Medicare Fee for Service 
Recovery Audit Program, which reviews the appropriateness of hospital admissions.9,10 
Since hospitals are often not paid at all for an observation-length stay that is incorrectly 
submitted for reimbursement as an inpatient stay, they are incentivized to begin any 
potentially short stay as an observation stay to avoid losing the payment altogether.5 
However, in actual practice, patients are often kept under observation status for more 
than 48 hours,11 despite CMS protocols stating that longer observation stays should be 
rare.1 
 
Hospitals are indirectly pressured to overutilize observation stays not only by the Fee for 
Service Recovery Audit Program, but also by quality initiatives like the Hospital 
Readmissions Reduction Program (HRRP), which can reduce a hospital’s reimbursement 
by up to 3% for all admissions should the hospital fail to meet any readmission 
metric.12,13 This program, while intended to improve discharge planning and quality of 
care to reduce readmissions, is of questionable impact. Some studies have suggested 
that the HRRP has meaningfully reduced readmissions14,15; others have concluded that 
the reduction in readmissions has been falsely created by changing admissions to 
observations, which do not count as either an index admission or a 
readmission.16,17,18,19,20 
 
Disposition and Inequity 
There is indirect evidence that the HRRP has contributed to disparities in care and costs 
for Medicare patients. Significant disparities have been described in admission vs 
observation decisions, with Black and Hispanic patients being observed more frequently 
than White patients.21,22 Observation care is also utilized more frequently by Medicare 
patients with low incomes and in economically disadvantaged neighborhoods.23,24 While 
some studies have suggested that patients of color may have better outcomes when 
observed than when admitted,22 the financial and ethical implications of these 
disparities are significant. 
 
For most patients with Medicare, an observation stay is less expensive than a short-stay 
inpatient stay of similar length, but for about 10% of Medicare beneficiaries in 2009, 
observation stays ended up costing the patient more.25 Hockenberry et al found that 
observation stays of more than 48 hours were associated with a 42% increase in patient 
costs,11 and more than 20% of observation stays last for more than 48 hours.26 
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Furthermore, observation status does not qualify for the 3-day admission requirement 
for Medicare coverage of skilled nursing facility (SNF) care,27 resulting in high out-of-
pocket costs for SNF, lower SNF utilization, and subsequently higher readmission and 
reobservation rates.24 Each reobservation incurs a separate cost for the patient—even 
when these reobservations are the result of inadequate care coordination—whereas 
repeat inpatient hospitalizations confer a single copay per 60-day period.23,28 When 
observation charges are disproportionately borne by patients with low incomes and 
patients from economically disadvantaged neighborhoods, their cost is magnified as a 
percentage of total income and results in patient-led rationing of health care.23 
 
Social Determinants of Disposition 
Clinicians are often faced with patients who need more social resources from a system 
that has fewer to offer—from patients experiencing homelessness needing housing, to 
geriatric patients needing in-home assistance or long-term placement, to uninsured 
patients needing complex care coordination. Although these vulnerable populations 
form a growing (and inescapable) proportion of patients, their special needs are not 
reflected in CMS regulations.1 Under existing rules, these patients do not meet CMS 
standards for admission, as the necessary care could be rendered in a less resource-
intensive setting.1 However, this rule assumes that less resource-intensive settings exist, 
are accessible, and have adequate resources for all patients. Clearly, this is not the 
case. By failing to recognize the social needs, housing and food insecurity, and barriers 
to outpatient care that plague our patients and our health care system, CMS regulations 
harm our most vulnerable patients. 
 
Hospitals are ethically bound to provide optimal medical care to their patients and 
financially penalized for readmissions. However, for many patients, unmet social needs 
represent the greatest threat to their health.29 Clinicians recognize this reality; they are 
obligated to protect and promote health but are unable to admit patients who may not 
be able to access care otherwise and whose health is undermined by social factors they 
cannot control. These mutually incompatible obligations—to promote health and to 
follow rules that deny patients care—create moral distress and arguably justify 
subversion of these rules. 
 
Building a Better Cheater 
Although observation status is intended as a clinical decision-making tool, it has become 
more of an all-purpose loophole to artificially improve hospital metrics and pose barriers 
to inpatient care. It is widely recognized by clinicians (and explicit in CMS guidelines) 
that clinician discretion (and creative documentation) can circumvent CMS policies and 
restrictions to justify an observation or admission stay. Documenting the expectation of 
a longer length of stay and retroactively explaining why care was shorter might excuse 
an inpatient admission lasting less than 2 midnights. On the other hand, when a patient 
without an acute medical diagnosis needs hospital care for social reasons, an 
unquantified clinical diagnosis of dehydration or ambulatory dysfunction might justify an 
observation stay. The newly implemented incorporation of social determinants of health 
in billing metrics can help upsell “soft” admissions and observations.30 

 
But if these rules can (and arguably must) be evaded, it’s worth questioning both their 
utility and their moral value, as rules that must be broken for the good of the patient 
should not exist. Clinicians should not be forced to choose between breaking the rules 
or contributing to their patients’ harm. If noncompliance can be justified with expanded 
documentation and metrics can be gamed with loopholes and cheats, the rules serve 

https://journalofethics.ama-assn.org/article/using-civil-rights-law-undermine-profitability-ongoing-racial-segregation-health-care/2023-01
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only to increase clinicians’ workloads. If quality improvement initiatives do not generate 
improved practice but instead harm patients, clinicians, and hospitals, they must be 
changed. 
 
Solutions  
Any solution to working around CMS regulations and CPT codes must take account of 
the fact that clinicians are notoriously bad at knowing which patients will need more 
than a 2-midnight stay. Gabayan et al found that 19% of observation patients went on to 
be admitted and that 22% stayed more than 48 hours.26 One way to reduce the high 
percentages of observation stays lasting more than 48 hours would be to change the 
determination of observation vs admission from an up-front guess made at the time of 
hospital admission to a retroactive designation based on true time spent in the 
hospital.21 As all of us in health care work toward policy changes, clinicians can 
advocate for admission of patients with a high probability of needing prolonged care—for 
example, those with adverse social determinants of health or significant medical 
comorbidities—rather than erring on the side of observation.11 Hospitals have utilization 
review teams to correct admissions that result in short stays; patients are far less able 
to challenge the bill they receive when an inappropriate observation results in a 
prolonged stay.31 In the face of this power imbalance, our responsibility is to protect our 
patients. 
 
More broadly, social determinants of health should be incorporated in diagnoses and 
qualify as broad criteria for admission.30,32 To facilitate access to long-term care, days 
spent under observation should count towards the 3 days required for SNF 
coverage.23,28,33 Hospitals should be incentivized to invest in community health 
initiatives that address social determinants of health, perhaps by eliminating HRRP 
penalties for hospitals that choose to invest in community infrastructure and primary 
care.34 While preventable readmissions should be measured, shifting from the stand-
alone HRRP to the Hospital Value-Based Purchasing Program (HVBPP), which rewards 
quality and efficiency of inpatient care more generally35—and expanding the HVBPP to 
encourage community infrastructure investments as facilitators of value—could maintain 
quality assessment and improvement without disproportionately burdening hospitals in 
economically disadvantaged and underserved neighborhoods with financial penalties.36 
 
Correcting the negative impacts of observation status on our patients will be a slow and 
political process, but our awareness of these issues—and the small ways in which we 
can help along the way—is essential.  
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