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One of the biggest high-wire acts 
for hospital administrators and ex-
ecutives today is ensuring that the 
clinical documentation supports 
the services coded and billed. Why 
is this important? Because, to put 
it simply, Medicare revenue reten-
tion is directly tied to hospitals’ 
clinical documentation quality and 
coding accuracy. 
The permanent Medicare Recov-
ery Audit Contractor (RAC) pro-
gram was rolled out throughout the 
nation in January 2010. Since then, 
most hospitals have experienced 
automated and complex reviews 
pertaining to suspected coding 

and billing errors. In August 2010 
three of the four RAC contractors 
received Centers for Medicare & 
Medicaid Services (CMS) approv-
al to review as many as 29 Medi-
care Severity Diagnosis Related 
Groups (MS-DRGs) for medical 
necessity.
This is just the beginning. RACs 
have already received approval to 
review the coding for over 500 of 
the 746 MS-DRGs. At this point 
it’s more a question of what the 
RAC won’t be reviewing, not what 
they are reviewing.
The Medicare RAC demonstration 
project, conducted between 2005 
and 2008, centered around three 
key states (Florida, New York, and 
California) and returned over $1 
billion to the Medicare Trust Fund. 
Despite the staggering total, and 
questions about whether the RACs 
were overzealous, the key point 
is that almost two-thirds of the $1 
billion in take-backs were for care 
determined to be not medically 
necessary or provided in the wrong 
setting.
During the winter of 2009–2010, 
CMS raised the maximum num-
ber of records RACs could request 
during each 45-day period. Start-
ing in the early months of 2010, 
providers braced themselves for 
an onslaught of RAC requests for 

medical records to conduct com-
plex coding audits. Much to their 
surprise, the number of requests 
rarely met the maximums set by 
CMS and, in many cases, provid-
ers didn’t receive a request during 
each 45-day period.  

There was a lot of speculation as 
to reasons for the limited activity 
from RACs in early 2010. Like 
most providers, RACs faced chal-
lenges when developing new pro-
grams and offering new services, 
including recruiting skilled health 
care professionals and developing 
efficient processes and procedures. 
Instead of incurring inefficient and 
unnecessary expenses to review 
only half of the equation (coding), 
RACs used their time wisely, test-
ing out their data-mining tools and 
reviewing limited records while 
seeking CMS approval for the 
medical necessity audits.

As everyone in the hospital indus-
try knows, these medical neces-
sity determinations can be an ex-
cruciatingly complicated process. 
The margin for error is slim, and 
mistakes can be extremely expen-
sive. Even minor errors can cost a 
provider millions of dollars. So it’s 
essential to remember that the key 
focus of the initial medical neces-
sity reviews is on whether the clin-
ical documentation supports medi-
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cal necessity for the setting billed. 

For example, short stays, primarily 
one-day stays during which servic-
es could have been provided on an 
outpatient basis (such as observa-
tion), will be carefully scrutinized. 
The most basic elements of the 
medical record, admission orders, 
are also being reviewed carefully. 
Was the physician’s admission 
order properly worded and docu-
mented? Without a proper physi-
cian order for inpatient admission, 
the claim isn’t qualified to be paid 
as an inpatient admission. The 
risks are huge, because the RAC 
could recoup the entire amount 
paid to the facility for the inpatient 
admission.

But even though revenues are ab-
solutely crucial here, the cost of 
coding and billing (wrong setting) 
errors extends well beyond dollars 
and cents. In some cases, honest 
confusion about certain codes or 
differing interpretations about the 
proper setting and coding can lead 
to wrongful government accusa-
tions of fraud and abuse—as well 
as significant loss of well-deserved 
reimbursement. Therefore, inter-
nal and external audits should be 
regularly performed to ensure the 
quality and accuracy of the clini-
cal documentation to support the 
coding and the medical necessity 
of the setting billed. 

CMS will likely continue to ex-
pand the number of MS-DRGs that 
RACs can review for medical ne-
cessity, and hospitals figure to be 
peppered with a steady stream of 
government requests for data and 
records that can explain and justify 
standard and basic patient care. 

In addition to fighting the good 
fight, hospitals need to continu-
ously improve the quality of their 

clinical documentation to support 
inpatient admissions and length 
of stay. The best defense—and 
the best way to get rid of RACs—
is to code and bill consistent with 
clinical documentation in the 
proper setting. 

It’s important to note that RACs 
are paid on a contingent fee ba-
sis. Simply put, medical necessity 
validation reviews are where the 
money is for the RAC. And medi-

cal necessity denials are lucrative 
because, in many cases, the RAC 
recovers 100 percent of the Medi-
care payment.
It’s well worth considering some of 
the approaches touched on in this 
analysis to make sure the govern-
ment’s Medicare reimbursement 
audits don’t eat up precious time, 
energy, emotion—and revenues. 
Rik Lewis, Health Care Consult-
ing Manager and Director of 
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