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Updated Two-Midnight Rule Released

Over the last several years, improvements in technology
and medical practices have allowed many formerly
complex or dangerous procedures, which required
patients to stay in a hospital, to be performed more
simply or safely, thus drawing attention to the
distinction between inpatient and outpatient services. In
some cases, the difference between inpatient and
outpatient services may seem arbitrary, due to the fact
that the determining factor between inpatient care and
outpatient care is whether or not a doctor admitted the
patient to the hospital; a patient may stay in a hospital
bed overnight but still be considered an outpatient.
However, this distinction between inpatient and
outpatient care may have a significant impact on both
patients and providers, as hospitals typically receive
greater payments for inpatient care than outpatient care,
even for patients with similar clinical needs.® In August
of 2013, the Centers for Medicare and Medicaid
Services (CMS) issued a rule that sought to standardize
the classification of Medicare beneficiaries as either
inpatients or outpatients, known as the Two-Midnight
Rule. In November of 2015, after years of criticism
from industry providers, CMS published revisions to
this rule.* This Health Capital Topics article will
explore the basis of the original Two-Midnight Rule, the
circumstances leading to the revision of this rule, the
recent revisions to the Two-Midnight Rule, and the
potential impact on providers operating under this rule.

Generally, hospital-based healthcare services may be
categorized as either: (1) inpatient care; or, (2)
outpatient care. Inpatient care refers to those healthcare
services that are furnished to patients who have been
admitted by a doctor’s order to stay in the hospital,
while outpatient care refers to observation services,
emergency department services, many diagnostic
services, and any other hospital services furnished to
patients who have not been admitted to the hospital. In
July of 2013, the Office of the Inspector General (OIG)
published research that showed that a hospital could
reap significant financial rewards by strategically
admitting (or not admitting) patients based on the
revenue potential of the patient’s diagnosis, rather than
the patient’s medical needs. The OIG found that in
2012, Medicare paid an average of $5,142 per inpatient
stay lasting one night or fewer (which the report defined
as a short inpatient stay).® Conversely, the OIG found
that Medicare paid an average of $1,741 per observation
stay (i.e., periods in which patients received outpatient
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care, but often stayed at least one night in the hospital).”
Further, the OIG found that when patients were treated
for the same medical problems, Medicare paid more for
short inpatient stays than for observation stays (for
example, Medicare payed an average of approximately
$2,000 more for patients with medical back problems
when these patients were treated with short inpatient
stays, rather than observation stays).?

As discussed in the January 2014 Health Capital Topics
article entitled “Opposition to the ‘Two-Midnight’ Rule
Heating Up,” in order to standardize how hospitals
classify their patients, CMS issued the final version of
the “two-midnighz” rule in August of 2013, which
states:

“[if a] physician expects to keep the
patient in the hospital for only a limited
period of time that does not cross 2
midnights, the services are generally
inappropriate for inpatient admission
and inpatient payment under Medicare
Part A...”°

Similarly, the rule states that admission, and the
corresponding payment for inpatient services, is
appropriate for patients which could be expected to stay
in the hospital for a period of time spanning more than
two midnights.’> Amid considerable criticism from
hospitals, CMS decided to delay full enforcement of the
rule, imposing a moratorium on post-payment patient
status reviews for admissions after October 1, 2013.*
This moratorium, which was recently extended, will
expire on December 31, 2015.%

As noted above, many industry providers have objected
to the Two-Midnight Rule since it was proposed, with
many complaints centering on two key issues. First,
providers have argued that the rule overrides a
physician’s clinical judgment regarding a patient’s
treatment plan, forcing physicians to decide whether or
not to admit a patient for inpatient hospitalization based
on an arbitrary timeline.”® Second, with the publication
of the original Two-Midnight Rule, CMS announced that
it would reduce inpatient Medicare hospital payments
by 0.2%, due to the fact that the new guideline for
admission would result in a net shift of patients from
inpatient care to outpatient care, thus raising Medicare’s
inpatient expenditures by approximately $220 million.*
Hospitals have fought this reduction in court, arguing
that they were not provided adequate notice or
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opportunity to comment on the 0.2% cut to Medicare
inpatient hospital payments.® In September of 2015, a
federal judge agreed with hospitals in Shands
Jacksonville Medical Center v. Burwell, finding that
CMS had not allowed for meaningful opportunity to
comment, and ordering CMS to re-publish the rule and
allow providers an opportunity for further comment.*®

In November 2015, CMS published the final rule for the
Outpatient Prospective Payment System for calendar
year 2016."" Included in this rule were several revisions
to the Two-Midnight Rule (notably, this final rule did
not include the re-publishing of the 0.2% cut to inpatient
Medicare hospital payments).’® First, CMS adjusted the
rule such that on a case-by-case basis, based on a
physician’s judgment of a patient’s needs, Medicare
may pay for an inpatient admission spanning fewer than
two midnights."® However, CMS has specifically noted
that it “..will monitor the number of [inpatient
admissions that do not span at least one overnight
period] and plan[s] to prioritize these types of cases for
medical review. "

Second, in this final rule, CMS modified how the Two-
Midnight Rule will be enforced. Originally, CMS relied
upon Medicare Administrative Contractors to review
claims of short inpatient stays.?> Conversely, beginning
in 2016, CMS has ruled that Beneficiary and Family
Centered Care Quality Improvement Organizations
(BFCC-QIOs) will review inpatient claims under the
revised Two-Midnight Rule.”” In the November 2015
final rule, CMS noted that BFCC-QIOs are authorized
by statute to review whether: (1) providers’ services are
reasonable; (2) providers’ services are medically
necessary; and, (3) inpatient services could be
effectively furnished in an outpatient setting.”® Further,
CMS has stated that BFCC-QIOs will refer providers to
CMS’s contracted auditors if the BFCC-QIOs identify
potentially harmful patterns of practice, e.g., high rates
of claims denial after medical review.**

Ultimately, some providers are pleased with this
revision to the Two-Midnight Rule, approving of both
the provision for exceptions to the rule based on a
physician’s judgment and shift in claims reviewing
authority to BFCC-QI0s.”® However, providers have
noted that there are still issues to address (e.g., the 0.2%
reduction to inpatient Medicare hospital payments), and
that the reaction to the rule will depend, in part, on how
it is implemented.?

1 “Medicare and the Health Care Delivery System” Medicare
Payment Advisory Commission, Report to the Congress, June
2015, http://www.medpac.gov/documents/reports/june-2015-
report-to-the-congress-medicare-and-the-health-care-delivery-
system.pdf?sfvrsn=0 (Accessed 11/25/2015), p. 173.

2 “Find Out if You’re an Inpatient or an Outpatient — It Affects
What You Pay” Medicare.gov, Centers for Medicare &
Medicaid Services, https://www.medicare.gov/what-medicare-
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Robert James Cimasi, MHA, ASA, FRICS, MCBA, CVA, CM&AA, serves as Chief Executive
Officer of HEALTH CAPITAL CONSULTANTS (HCC), a nationally recognized healthcare financial
and economic consulting firm headquartered in St. Louis, MO, serving clients in 49 states since
1993. Mr. Cimasi has over thirty years of experience in serving clients, with a professional focus on
the financial and economic aspects of healthcare service sector entities including: valuation
consulting and capital formation services; healthcare industry transactions including joint ventures,
mergers, acquisitions, and divestitures; litigation support & expert testimony; and, certificate-of-
need and other regulatory and policy planning consulting.

Mr. Cimasi holds a Master in Health Administration from the University of Maryland, as well as several professional
designations: Accredited Senior Appraiser (ASA — American Society of Appraisers); Fellow Royal Institution of
Chartered Surveyors (FRICS — Royal Institution of Chartered Surveyors); Master Certified Business Appraiser
(MCBA — Institute of Business Appraisers); Accredited Valuation Analyst (AVA — National Association of Certified
Valuators and Analysts); and, Certified Merger & Acquisition Advisor (CM&AA — Alliance of Merger & Acquisition
Advisors). He has served as an expert witness on cases in numerous courts, and has provided testimony before federal
and state legislative committees. He is a nationally known speaker on healthcare industry topics, and is the author of
several books, the latest of which include: “Adviser’s Guide to Healthcare — 2nd Edition” [2015 — AICPA];
“Healthcare Valuation: The Financial Appraisal of Enterprises, Assets, and Services” [2014 — John Wiley & Sons];
“Accountable Care Organizations: Value Metrics and Capital Formation” [2013 - Taylor & Francis, a division of
CRC Press]; and, “The U.S. Healthcare Certificate of Need Sourcebook™ [2005 - Beard Books].

Mr. Cimasi is the author of numerous additional chapters in anthologies; books, and legal treatises; published articles
in peer reviewed and industry trade journals; research papers and case studies; and, is often quoted by healthcare
industry press. In 2006, Mr. Cimasi was honored with the prestigious “Shannon Pratt Award in Business Valuation”
conferred by the Institute of Business Appraisers. Mr. Cimasi serves on the Editorial Board of the Business
Appraisals Practice of the Institute of Business Appraisers, of which he is a member of the College of Fellows. In
2011, he was named a Fellow of the Royal Institution of Chartered Surveyors (RICS).

Todd A. Zigrang, MBA, MHA, ASA, FACHE, is the President of HEALTH CAPITAL
CONSULTANTS (HCC), where he focuses on the areas of valuation and financial analysis for
hospitals, physician practices, and other healthcare enterprises. Mr. Zigrang has over 20 years of
experience providing valuation, financial, transaction and strategic advisory services nationwide in
over 1,000 transactions and joint ventures. Mr. Zigrang is also considered an expert in the field of
healthcare compensation for physicians, executives and other professionals.
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Strategies; Business Appraisal Practice; and, NACVA QuickRead. In addition to his contributions as an author, Mr.
Zigrang has served as faculty before professional and trade associations such as the American Society of Appraisers
(ASA); the National Association of Certified Valuators and Analysts (NACVA); Physician Hospitals of America
(PHA); the Institute of Business Appraisers (IBA); the Healthcare Financial Management Association (HFMA); and,
the CPA Leadership Institute.

Mr. Zigrang holds a Master of Science in Health Administration (MHA) and a Master of Business Administration
(MBA) from the University of Missouri at Columbia. He is a Fellow of the American College of Healthcare
Executives (FACHE) and holds the Accredited Senior Appraiser (ASA) designation from the American Society of
Appraisers, where he has served as President of the St. Louis Chapter, and is current Chair of the ASA Healthcare
Special Interest Group (HSIG).

John R. Chwarzinski, MSF, MAE, is Senior Vice President of HEALTH CAPITAL CONSULTANTS
(HCC). Mr. Chwarzinski’s areas of expertise include advanced statistical analysis, econometric
modeling, as well as, economic and financial analysis. Mr. Chwarzinski is the co-author of peer-
reviewed and industry articles published in Business Valuation Review and NACVA QuickRead,
and he has spoken before the Virginia Medical Group Management Association (VMGMA) and
the Midwest Accountable Care Organization Expo.

Mr. Chwarzinski holds a Master’s Degree in Economics from the University of Missouri — St.
Louis, as well as, a Master’s Degree in Finance from the John M. Olin School of Business at Washington University
in St. Louis. He is a member of the St. Louis Chapter of the American Society of Appraisers, as well as a candidate for
the Accredited Senior Appraiser designation from the American Society of Appraisers.

Jessica L. Bailey-Wheaton, Esq., is Senior Counsel of HEALTH CAPITAL CONSULTANTS (HCC),
where she conducts project management and consulting services related to the impact of both
federal and state regulations on healthcare exempt organization transactions and provides research
services necessary to support certified opinions of value related to the Fair Market Value and
Commercial Reasonableness of transactions related to healthcare enterprises, assets, and services.
Ms. Bailey is a member of the Missouri and Illinois Bars and holds a J.D., with a concentration in
Health Law, from Saint Louis University School of Law, where she served as Fall Managing Editor
for the Journal of Health Law & Policy.

Kenneth J. Farris, Esq., is a Research Associate at HEALTH CAPITAL CONSULTANTS (HCC),
where he provides research services necessary to support certified opinions of value related to the
Fair Market Value and Commercial Reasonableness of transactions related to healthcare
enterprises, assets, and services, and tracks impact of federal and state regulations on healthcare
exempt organization transactions. Mr. Farris is a member of the Missouri Bar and holds a J.D.
from Saint Louis University School of Law, where he served as the 2014-2015 Footnotes
Managing Editor for the Journal of Health Law & Policy.
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