The New York NAELA Niche—Update on
“Improvement Standard” and “Observation Status”
By Jeffrey N. Rheinhardt
With SNF rates in
New York averaging
between $284 (Central
Region) and $398 (Long
Island) per day,1 denial of
eligibility for some or all
of the one hundred day
Medicare Part A benefit
can result in thousands
of dollars of uncovered
costs. The potentially
large financial burden
is why the “improvement standard” and “observation status,” which in
their application limit and/or eliminate Part A eligibility for SNF care, have reached prominent places of
infamy with patients and providers alike. Advocates
for both of these stakeholders have responded with
legal and political action. The results of their advocacy
have been promising, but it is too early to tell to what
extent the promises will be fulfilled. Part A eligibility
may ultimately escape the jaws of the “improvement
standard” and “observation status” only to encounter
some equally onerous denizens of the eligibility rules
that prey on coverage days.

“Improvement Standard”
For the sake of review, the “improvement standard” stood for the proposition that a SNF patient
whose progress in restorative therapy had stopped
or reached a “plateau” no longer qualified for Part A
coverage. That standard, dubbed by CMS a “rule of
thumb,” was never the law.2 It was adopted by SNFs
who are charged in the first instance with assessing
Part A eligibility against the standards set forth in the
Medicare Benefit Policy Manual.3 From the perspective
of the SNF, the consequences of misreading the rules
to deny coverage at most might be an angry patient.
Conversely, find eligibility where it does not lie and
upon review the Medicare intermediary coverage, and
hence payment for services, will be denied. Find it
too frequently and the SNF may face investigation for
abuse and fraud against Medicare.
If the “improvement standard” was born from an
overzealous or precautionary reading of the Medicare
Benefit Policy Manual, it died with the Jimmo settlement approved on January 24, 2013.4 It took CMS until
December 2013 to write its obituary. On December 13,
2013 (Transmittal 176),5 and again on January 14, 2014

(Transmittal 179, which made a correction to an error
in the earlier iteration),6 CMS amended the Medicare
Benefit Policy Manual to incorporate the terms of the
settlement. Although it amended the manual, CMS
made clear that it was not amending the rules. It was
merely providing “manual clarifications,” the “significant aspects” of which are:
• the “improvement standard” is no longer to be
used to assess eligibility for maintenance claims
that require skilled care
• there must be “appropriate documentation” to
support a claim
• Jimmo did not change eligibility requirements7
Initial reaction following the Jimmo settlement was
to anticipate that many more SNF patients would receive many more Medicare coverage days. The theory
was that even where rehabilitation therapy leaves a
patient short of full restoration, in most of those cases
skilled therapy would “prevent or slow deterioration
in a patient’s condition.”8 Since the standard including
less ambitious therapy goals is the correct one, there
ought to be a significant number of days after a patient
reaches the “plateau” where she would be eligible for
continuing Part A covered services.
The manual amendments contained in Transmittal 179 may not support such an optimistic expectation. A careful reading or reading between the “red”
lines of Transmittal 179 suggests there may be less
than meets the eye with regard to expanded coverage,
and that what CMS taketh away—the “improvement
standard”—it giveth back in some different but equally
problematic form. Significant areas for continued or
new concern include:
• The basic eligibility rules have not changed. The
four prong test9 must still be met, which means,
for example, that the frail elder who cannot keep
up with “daily” therapy will not qualify for Part
A. Nor will the patient whose general needs
can be met by an aide, even if her stay “might
include some skilled services.”10
• The so-called “enhanced guidance on appropriate documentation”11 reads more like “appropriate guidance on enhanced documentation.” It is
useful to read Transmittal 179, which is replete
with references to documenting claims, and
particularly new Section 30.2.2.1 Documentation
to Support Skilled Care Determination,12 from the
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perspective of a SNF. The sheer number of references, and language like “(a)lthough the presence of appropriate documentation is not, in and
of itself, an element of the definition of ‘skilled’
service, such documentation serves as a means
by which a provider would be able to establish
and a contractor would be able to confirm that
skilled care is, in fact, needed and received in
a given case”13 can only have a chilling effect
on the SNF finding that a patient needs skilled
therapy services.
• The SNF must do a kind of “cost–benefit” analysis to assess appropriateness of the prescribed
therapy measured against a sort of “law of
diminishing returns.” “Physical therapy services
are not reasonable and necessary and would
not be covered if the expected results are insignificant in relation to the extent and duration of
physical therapy services that would be required
to achieve those results.”14 The “improvement
standard” may have been chimerical, but “insignificant in relation” is not, and may accomplish
much the same thing vis-á-vis Part A coverage.
• Even though not primarily intended as such, the
Medicare Benefit Policy Manual is a set of instructions to providers on when they will be paid
for their services. They will be paid when, upon
intermediary review, their documentation supports Part A eligibility, and not otherwise. When
CMS emphasizes post-Jimmo that there is really
nothing new regarding Part A eligibility, the SNF
would be well advised to read Transmittal 179
as a “suggestion” that any potential floodgate
against coverage days opened by the settlement
have been dammed up by the “clarifications”
and “enhancements” in the transmittal.
Whatever the overall impact Jimmo may have in
increasing Part A coverage days, it will certainly be
relevant and a benefit to some of our clients. Clients
can request re-review of “improvement standard”
denials made on and after January 18, 2011, by filing a
Request for Review of Medicare Claims Related to the Settlement Agreement.15 New notices of termination should
be scrutinized for reference to the old “rule of thumb,”
and challenged accordingly, while others should be
compared against Transmittal 179. The examples in the
transmittal can be useful in developing and arguing
cases.

“Observation Status”
An “observation status” designation means that regardless of how long a person is actually in a hospital,
the time there does not count toward the “three-day
inpatient” requirement for Part A coverage of skilled
nursing services. When that person is “discharged”
28

to a SNF for restorative therapy, as frequently occurs,
he is self-pay for his entire stay. So, whereas the “improvement standard” prematurely terminates Part A
coverage, “observation status” preemptively eliminates
it. Furthermore, since many termination cases involve
patients who will transition to long-term care and
Medicaid eligibility, the financial implications are mitigated. “Observation status” designees, i.e., outpatients,
generally are not the sickest and often with restorative
therapy are able to return to the community, where
they soon receive a bill for the time they spent in the
nursing home. The “improvement standard” is a piker
compared with “observation status.”
To admit or to observe, that is the question for the
hospital. It matters to the hospital because it matters to
Medicare. Medicare pays on average nearly three times
more for a short inpatient stay then for an observation stay.16 Since Medicare wants to be sure that it does
not pay more than it should, it retains Recovery Audit
Contractors to review hospital determinations for errors in areas like the inpatient-outpatient designation.
Recovery Audit Contractors are paid on a contingent
basis from refunds of overpayments from providers.
Therefore, unlike “if it walks like a duck and quacks
like a duck…,” if she presents like an inpatient, and is
treated like an inpatient, there is every chance that she
is an outpatient in “observation status.” If the hospital
decides on “observation status,” at least it gets paid
under Medicare Part B, even if the poor patient is left
with a large nursing home bill. If the Recovery Audit
Contractor reverses an inpatient determination (with
a percentage of the recovery on the line), the hospital
must refund the payment. The hospital suffers a total
loss.17
As with the “improvement standard,” advocates
for patients and providers have pursued legal and political action to address the “observation status” problem with a rather wide range of success and promise.
• A federal suit brought by Center for Medicare
Advocacy (cite or case name—you refer to the
case name below) on behalf of seven plaintiffs,
was dismissed on September 23, 2013. The suit
sought to end the denial of Part A coverage by
use of “observation status” and to require notice
and appeal rights to patients placed in that status. An appeal has been filed on the notice and
appeal issue.18
• In New York, effective January 19, 2014, Public
Health Law Section 2805-w requires hospitals to
notify patients or their representatives within 24
hours of being placed on observation status and
to explain that there may be Medicare, Medicaid
and/or insurance consequences regarding medications and skilled nursing care.19
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• The Improving Access to Medicare Coverage
Act of 2013 was introduced in the House of
Representatives and Senate on March 14, 2013,
and has been referred to committee. It would
make “observation status” days count toward
the three-day hospitalization requirement for
subsequent skilled nursing care.20 The proposed
federal legislation would resolve the “observation status” problem altogether. However, while
it apparently enjoys relatively broad support, it
could well languish and die.21

result in a significant increase in the number of patients
who receive more covered days. New York’s new notice and explanation requirement regarding “observation status” presents an opportunity to advocate for a
change in status, although the window of opportunity
may be narrow. While the pending federal legislation
would solve the problem altogether, passage is by no
means certain. The new CMS “two midnight” rule may
result in a reapportionment in favor of inpatient versus
outpatient designations, but it still leaves those branded “observation status” without Part A coverage.

• CMS has adopted new rules (enforcement has
been delayed until September 30, 2014), including a time-based presumption, known as the
“two midnight rule”22 and allowing the hospital to rebill under Part B if Part A is denied on
review.23

As is often the case in the area of public benefits
advocacy, a well-deserved victory lap must also be a
training run for further efforts to represent stakeholders
and clients whose health care and financial well-being
depend on them. The New York Chapter of the National Academy of Elder Law Attorneys (NYNAELA)
applauds the efforts of advocates like the Center for
Medicare Advocacy who brought the Jimmo and Bagnall
cases. It reminds us of the niche NYNAELA occupies in
New York, and the responsibility we have and welcome
to use our unique resources and flexibility to further
the interests of our elder and special needs clients and
constituents.

Regardless of the outcome of the Bagnall appeal,
New York has adopted legislatively a notice and explanation requirement regarding “observation status.”
Provided the patient takes that notification seriously,
and understands the consequences, there is an opportunity to advocate for reconsideration and change
in status. Since a difference in symptoms is often not
dispositive,24 in many instances, successful advocacy
would likely have to be nuanced and supported by the
patient’s primary or other treating physician. If the hospital is not persuaded to change status, then appeals
must be made through Medicare and would include
contesting the notice of Part B (instead of Part A) coverage for the hospital stay, and the denial of coverage for
the nursing home stay.
The new CMS rules create a time-based presumption for separating outpatients from inpatients. The
rule directs Recovery Audit Contractors to presume
that a hospital inpatient admission is Part A eligible if
the stay passes two midnights. In such cases contractors should not scrutinize the admission for medical
propriety absent systematic abuses by the provider. Of
course, the inpatient decision must still be reasonable
and supported in the medical record.25 The presumption does not solve the underlying problem that longterm outpatients and short-term inpatients almost by
definition must share indistinguishable diagnoses and
needs. Ultimately whether or not the new rules will result in a reduction in “observation status” will depend
on how the contractors interpret and apply them.

Conclusion
Legal and political advocacy regarding the “improvement standard” and “observation status” have
been fruitful. The inappropriateness of the “improvement standard” has been recognized formally, but new
emphasis in the Medicare Benefit Policy Manual on
documentation and “cost-benefit” analysis may not
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