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Since 2008, Care Logistics has worked with hospital partners to solve patient progression, 
flow and throughput challenges.  With solutions ranging from our full Hospital Operating 
System with an operational command center to our smaller unit-based patient progression 
solutions, we have a right-sized solution to match your readiness and solve your operational 
challenges with a fast time-to-value. 

Care Logistics uniquely combines hospital operations and performance improvement experts, 
masters and PhD-level registered nurses, and masters-level industrial engineers with purpose-
built logistics software and analytics. The result: efficient, reliable, predictable operations that 
dramatically improve LOS, quality, and experience, while creating capacity for growth. We 
operate with a single, purposeful goal:  Customer First, Dramatic Results
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Executive Summary
There has been substantial growth in observation for many years as 
demonstrated by the increase in Medicare observation spending from 
$690 million in 2011 to $3.1 billion in 2016.¹ Along with this growth, the 
financial impacts of observation care on hospitals are increasing as well.

Unfortunately, due to a lack of observation data, it is di�cult for hospitals 
and health systems to identify problems, find their causes, and
understand their organization's relative performance in managing
observation patients.

With the implementation of observation management best practices 
including a recommended observation management model, defined
inclusion/exclusion criteria, observation-specific patient progression
practices, and the regular measurement of key performance metrics,
hospital and health system leadership can have a positive financial impact 
of millions of dollars each year on their organizations.
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Observation Care
 vs.
Observation Management

According to the CMS definition2, observation care is "a well-
defined set of specific, clinically appropriate services, which 
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 are able to be discharged from the hospital". 

Observation management, on the other hand, refers to the use of 
coordinated processes, roles, and tools to properly identify
patients who should be in observation status and progress them to 
a safe, timely, and appropriate admission or discharge decision.

While virtually all hospitals provide observation care, many have 
significant gaps in their observation management practices.



Why Observation
Management Matters
The potential financial impact of observation status to patients has been the subject of
numerous studies and conversations3 over the past few years. What gets less attention is the 
financial impact it can have on hospitals and health systems.

Without a solid observation management practice, hospitals can experience negative 
impacts on revenue of millions of dollars per year.  Financial impacts can come from a 
variety of sources including:

4

Lower reimbursements at outpatient rates for patients who were 
discharged in outpatient status but should have been admitted as 

an inpatient
$4,000 per case

Lost or delayed reimbursement due to medical necessity denials

$4,000 per case

Avoidable patient days for which the hospital incurs additional costs

$500 cost savings per avoidable day

Observation patients who are later admitted as inpatients but are not 
assigned the correct DRG to reflect complications and comorbidities 

needed to ensure reimbursement for the level of care delivered

4% increase in CMI = $300/case

Lower capacity for growth when observation patients 
take up inpatient beds

margin per case of $3000
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The cost of each source of observation management problems can be significant.  For instance, 
for each observation case which should have been an inpatient, a hospital will lose roughly 
$4,000 in reimbursement.  Figure 1 shows the impact of each source and an example of the 
overall impact the combination of factors can have on a typical hospital. “Current State” shows 
typical performance for a hospital without strong observation management practices. “Future 
State” shows the impact of improvements in observation management measures.

Figure 1

Observation
Visits

Inpatient
Acute
Discharges

Observation
Ratio

Observation
Length of
Stay

Admission
Growth with
Increased
Capacity

Current State Future State Impact

7,000 5,500 (1,500)

15,000 16,500 1,500

32% 25% $6,000,000

1.50 1.00 $1,375,000

0 344 $2,062,500

Total Annual Financial Impact: $9,437,500

Assumptions: 
Di�erence in Reimbursement Between OBS & Inpatient - $4,000 Cost per Avoidable OBS Day - $500

Margin on Inpatient Discharges - $6,000 Assume Growth at 50% of Capacity w/ Acute LOS of 4 Days - 344

The Cost of Observation Management Problems
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The Current Status of
Observation Management

With such a significant impact on reimbursements and costs, one would think that hospitals and health systems 
would closely monitor and track observation management performance metrics and compare to the
performance of other organizations to gain an understanding of how well their observation management
practices are working.  Unfortunately, this is easier said than done.

The first challenge is in finding data; there is little to no publicly reported data available to compare to.  

The second challenge is related to the wide variation in performance across organizations.  A study across 
23 short term acute care hospitals, looked at both the average length of stay for observation patients as well 
as the facility's percent of patients statused as observation.
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With the lack of public data and the wide variation in performance, it is likely that hospitals will only 
be able to compare themselves to a small set of peer hospitals and that it will be challenging for 
them to understand whether their performance is truly "good" or not.

Top quartile observation length of 
stay performers all came in under 1 
day, ranging from 0.64 to 0.98 
days. At the other end of the 
spectrum, bottom-quartile 
performers had an average 
observation length of stay between 
1.49 and 1.76 days.

The best performing hospitals had 
an observation length of stay over 1 
day lower than the worst- 
performing hospitals.

The situation is similar when looking 
at the percent of patients statused 
as observation across the same 
hospitals.

Figure 2
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Signs of a Problem

There are a few indicators hospitals can track internally to determine if they have could have an
opportunity to improve their observation management practices.

First, the hospital may see an increase in the number of emergency department visits admitted. Is
observation a "parking place" for patients?4 This is a sign that there are patients who are not meeting 
medical necessity criteria and should be discharged from the ED to other care settings.

The hospital may also see that ED physicians are admitting a larger ratio of patients to outpatient
observation service.  This behavior is often physician driven and is a result of not using clear inclusion/
exclusion criteria based on principal diagnosis and the current clinical status of the patient.

Looking at readmission rates vs. observation rate can identify issues as well.  Physicians may be
readmitting fewer patients. On the surface, this may appear to be a positive trend.  However, if they are 
simultaneously placing a greater number of patients under observation, observation status may simply be 
serving as a substitute for hospital readmission.5 In this case, it is worth asking whether readmission
penalties are being avoided by relabeling patients which previously would have readmitted as
observation patients.

Another indicator of a problem is when both observation and inpatient length of stay (LOS) are increasing.  
This could be a result of patients being inappropriately admitted to outpatient observation service when 
they should have been admitted as inpatients.  This a�ects both LOS categories.  When patients who 
should be in an inpatient status are instead routinely admitted to outpatient observation service, they 
typically will stay longer than an appropriately statused observation patient.  This drives up the 
observation LOS over time while also taking those same patients out of the calculations for inpatient LOS.  
Without typical short-stay inpatients, the overall inpatient LOS rises as well.

Finally, if you see payor denial rates climbing, this can also point to a problem with physician 
documentation. This is especially true in the case of medical necessity denials.  When you see these 
types of denials rising, it is possible the documentation is not su�cient to support inpatient status.



Potential Causes
The causes of observation management problems are often rooted in a 
combination of cultural and operational challenges.

Challenges often begin with a lack of clarity regarding clinical criteria to be 
used to determine patient status.  The multiple stakeholders in the patient 
status decision may include the ED case manager, ED physician, attending 
physician or hospitalist, and others, all of whom are using di�erent criteria 
to determine status.  When the hospital has no single definition of how to 
determine status or no standard understanding of the definition across 
stakeholders, inconsistency and conflict arise.

A second major challenge occurs when there is a lack of urgency in 
moving patients toward a decision time.  Medicare defines "observation" as 
a service provided while the decision to admit or discharge home is being 
made.⁴ Thus, a timely process to make the decision is a critical step in 
observation management.  Observation is really a time for decision-making:  
is the patient well enough to be discharged, or should the patient be 
admitted?⁴ Best practice hospitals set a target time to make the decision 
within 18 hours of admission, and the clinical team works toward this goal.  
Setting a decision time goal of 18 hours supports progression practices to 
ensure that the provision of observation services does not span more than 
2 midnights in accordance with Medicare and other private payers 
expectations.⁶  It is crucial that the decision time is easily visible to all care 
team members as they determine the next steps in the patient's care.

Challenges also occur when tests and other observation activities which 
are needed to make the decision are delayed or not scheduled in a timely 
manner. These activities present barriers to the patient's progression 
toward their decision time. Without visibility, prioritization, and a process to 
identify and escalate these barriers, the patient's decision time is in danger 
of being missed.  It also must be clear who is accountable for managing 
patients toward their decision time so that each patient is kept on track.

Finally, many organizations su�er due to "silos of excellence".  A common 
example is the optimization of ED flow at the expense of proper patient 
statusing.  ED physicians play a role in assessing patient status, but they 
have little accountability for the progression of the patient.  In a busy 
emergency department, the ED physician has extra incentive to admit 
patients so they can free up ED beds and decompress the emergency 
department.

8
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Best Practice Observation
Management Models
There are 4 main types of observation management models: 

Protocol Driven in an 
Observation Unit

TYPE 1: The recommended model is protocol-driven observation management in a dedicated, closed 
observation unit usually located in or near the emergency department. While a consultant or primary care 
physician may see patients on the unit, the unit is considered to be a "closed" unit meaning only specific 
physicians are permitted to admit to the unit.

The Type 1 model is characterized by the use of dedicated, specially trained providers (Observationalists, 
NPs, PAs) who provide consistent and standardized care according to clinical guidelines.  Care is  
generally directed by the emergency department.  

This model produces the best patient outcomes and lowest patient length of stay.  Additionally, it results 
in a lower percent of inpatient admissions and saves providers time. However, it also is the most 
expensive to maintain.

Discretionary Care in 
an Observation Unit

TYPE 2: This model is discretionary care in an open observation unit.  Because it is an open unit, various 
physicians may admit to the unit and manage the care of patients. 

The main benefit of this model is that it encourages continuity of care for private physicians.  However, 
this benefit can be outweighed by a loss in overall care coordination due to inconsistent clinical guide-
lines and the wide variety of providers caring for patients on the unit.  Since the Type 2 model includes a 
dedicated unit, it is also one of the more expensive options.
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Protocol Driven in Any 
Bed in the Hospital

TYPE 3 is protocol-driven care in any bed in the hospital.  Since it can be provided anywhere in the
hospital, the Type 3 model is often referred to as a "virtual" observation unit.  Various physicians who are 
familiar with observation protocols manage the care of patients. 

Despite the advantages of lower costs and consistent guidelines available for care, this model results in 
less di�erentiation between the care provided to inpatients and outpatients. Without extra training for 
sta�, it can also increase the chance that clinical guidelines end up not being followed by all providers. In 
addition, there is often no overall view of observation patients across the organization.  It can even be 
hard to find them across the various units they may be located on and even more di�cult to understand 
observation performance across the organization.

Discretionary Care in 
Any Bed in the Hospital

TYPE 4 o�ers discretionary care in any bed in the hospital.  This is the most common type model used 
today.  It is the lowest cost option and is easy to implement as most hospitals are already managing 
observation in this way.  It also has the benefit of resulting in less provider resistance that other models. 
Unfortunately, this is outweighed by the inconsistencies that occur when multiple physicians manage the 
care of the patient with no protocols to drive consistent management.  Care is unstructured, and patients 
are often treated like inpatients. Resources are frequently not aligned with patients' needs.
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Inclusion/Exclusion Criteria

Another recommended best practice is the development of inclusion 
and exclusion criteria and protocols for establishing medically
necessary services and appropriately statusing patients as inpatient vs. 
observation.  These criteria are used to identify patients who can be 
safely and e�ectively managed in observation.  This starts with the
establishment of general, overall patient criteria.  Patient condition and 
expected discharge are two common general criteria.  In addition to the 
general criteria, there should be inclusion and exclusion criteria by
primary diagnosis for the hospital's most common conditions.

Observation Inclusion = The patient can be safely and
e�ectively managed in observation status

Inpatient  Exclusion = Criteria warrants care in an inpatient
hospital setting with services spanning 2 midnights.

•

•



Best Practice for Progression
of Patients in Observation
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Patient Progression⁷ is the advancement of 
the hospitalized patient through the required 
care events, actions and processes to achieve 
a health status where the patient can be safely 
and appropriately transitioned to a lower level 
of care. In the case of an inpatient, the
transition typically occurs after multiple days 
and can result in a stepdown to a lower level 
of care within the hospital, a transfer to a 
skilled nursing or rehab facility, or discharge 
home.  For the patient in observation service, 
the transition must occur much faster. In order 
to move the patient toward the transition, the 
care team must first set and work toward a 
common length of stay target or decision time.  
Setting a decision time goal of 18 hours
supports progression practices to ensure that 
the provision of observation services does not 
span more than 2 midnights in accordance 
with Medicare and other private payers
expectations.⁶

With a target decision time established, the 
observation patient should also have an
observation-specific patient progression plan.  
The plan should consist of a focused,
prioritized set of actions to be taken each day 
for the patient to keep them on track in their 
stay and prevent delays.  With this short, 
prioritized list of things to do for their patients, 
care team members work more proactively 
than reactively to progress patients to a safe 
and timely admission decision.

Service coordination is crucial.  A major step in 
the progression plan for many observation 
patients is to perform the testing and
diagnostics needed to make an admission 
decision.

With decision time targets as short as 18 hours, 
diagnostics and other evaluative services must 
be available in short order and prioritized 
ahead of less urgent patients. Barriers to 
testing must be identified, managed and 
escalated when they cannot be resolved 
quickly by the care team. Without central 
coordination of services, observation patients 
and their physicians may wait for results or 
even the testing itself well past the patient's 
target decision time.

Communication is key for observation 
management.  The patient's current status 
and plan for action must be regularly 
communicated across the care team. On a 
daily basis, care team members can attend 
short, patient progression-focused discussions 
to get status updates. This daily mechanism 
ensures care team alignment on the 
progression plan and includes the proactive 
identification of progression barriers that must 
be removed to keep patients on track. 
E�ective escalation of barriers must include the 
identification of a barrier owner who is 
ultimately responsible and accountable for 
driving the barrier toward resolution.

Finally, communication should also include 
on-demand, real-time access to plan 
information via technology such as visual 
boards, computer software, or mobile 
applications so it is simple for care team 
members to understand observation patient 
progression status at a glance.



13

Measuring Results
A successful observation management program requires regular 
measurement. Key metrics include the following:

Observation Length of Stay
Provides an understanding of how well the 

organization is meeting decision time targets 
for observation patients

OBS Ratio
Adds insight into the success of 

patient statusing processes.

OBS Ratio by Principal Diagnosis
 Indicates the e�ectiveness of diagnosis-

specific observation management protocols.



Conclusion

With the substantial increase in observation over the past several years, a 
strong observation management program is key to avoiding a negative 
financial impact of observation patients on hospitals and health systems.  
Despite a lack of comparative observation data to gauge their 
performance, hospitals can use a combination of best practices and 
regular monitoring of a handful of observation-related metrics to manage 
their observation patients more e�ectively and bring millions of dollars 
back to the organization's bottom line each year.
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