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tient health. Most of the savings are expected 
to come from reducing spending on physician 
services during the hospital stay and efficien-
cies in providing postacute care.

This brief describes the different models 
being tested and CMS’s experience with the 
project to date.

what’s the background?
Medicare pays for services under original or 
fee-for-service Medicare, using distinct and 
separate payment systems for each type of 
service (physician, hospital inpatient, hospi-
tal outpatient, skilled nursing facility, and so 
forth). Some systems make a single payment 
for a bundle of services furnished by a pro-
vider to a patient, such as the lump sum pay-
ment made under the inpatient prospective 
payment system (IPPS) for hospital services 
provided to a Medicare beneficiary during an 
inpatient hospital stay. Other systems, such as 
the physician fee schedule, pay individually 
for each service.

These distinct payment systems often lead 
to wide variation in reimbursement. Because 
the payment systems use different methodolo-
gies and data to set payment rates, Medicare 
may pay one type of provider more than an-
other for furnishing the same service. 

what’s the issue?
The Affordable Care Act (ACA) gave the Cen-
ters for Medicare and Medicaid Services 
(CMS) broad authority to test out new pay-
ment models that have the potential to reduce 
Medicare spending, as long as those models 
preserve or enhance the quality of care provid-
ed to beneficiaries. Sylvia Mathews Burwell, 
secretary for health and human services, has 
committed to tying 50 percent of Medicare 
payments to these new alternative payment 
models by the end of 2018.

The Center for Medicare and Medicaid In-
novation (CMMI) within CMS is testing a 
variety of new approaches, including pay-
ing providers for episodes of care instead of 
for each service provided. The Bundled Pay-
ments for Care Improvement (BPCI) initiative 
tests four different models based on episodes 
of care that involve an inpatient hospital stay. 
One model focuses on care provided during 
the hospital stay, while the other three mod-
els include postacute care provided once the 
patient is released from the hospital. CMS 
hopes that by paying for related care as part 
of a broad payment bundle, different provid-
ers that treat a patient during a single episode 
will have incentives to better coordinate care, 
avoid unnecessary services, and improve pa-
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In addition, none of these systems give pro-
viders a strong incentive to pay attention to 
related care the patient receives in other set-
tings. For example, a beneficiary who breaks 
her hip might be treated in a hospital that is 
paid under the IPPS by a physician who is paid 
under the physician fee schedule. She may 
then be transferred to a skilled nursing facil-
ity for postacute care and rehabilitation ser-
vices that are paid under the skilled nursing 
facility prospective payment system. None of 
the individual providers caring for the patient 
have an incentive to coordinate care across 
these different settings or seek the most effi-
cient care setting based on the patient’s needs. 

CMS believes that waste, overtreatment, 
and lack of care coordination account for 20–
40 percent of Medicare costs. A contributing 
factor to this inefficiency is payment struc-
tures that pay for services individually. Since 
a provider will receive additional revenue if 
additional services are furnished regardless of 
the marginal impact those services may have 
on the health of the patient or whether they 
could be furnished by a lower-cost provider, 
the provider has little financial incentive to 
consider the added value to the patient and the 
payer of those services. 

To encourage providers to furnish care in 
a more efficient and coordinated manner, 
CMS is expanding the number and scope of 
services bundled together for payment. For 
example, under the end-stage renal disease 
prospective payment system, CMS expanded 
the bundle of items and services that are con-
sidered part of the base dialysis payment rate 
and stopped paying separately for certain lab 
tests and drugs from that bundled rate. Under 
the outpatient prospective payment system, 
CMS packaged the cost of items considered 
integral to performing a procedure, such as 
drugs used in diagnostic procedures, into the 
payment for that procedure. 

CMS is also experimenting with payment 
bundles that include care furnished by differ-
ent providers during a single episode of care. 
Previous demonstration projects have tested 
episode-based payments for specific condi-
tions such as coronary artery bypass graft (the 
Medicare Participating Heart Bypass Center 
Demonstration) and cardiac and orthopedic 
procedures (the Medicare Acute Care Episode 
Demonstration). Prior projects have also fo-
cused on the changing relationship between 
providers. Gainsharing demonstration proj-
ects looked at the impact on Medicare spending 
and quality of care if a hospital is able to share 

with physicians some of the savings the hos-
pital achieves from improvements in efficient 
care delivery. Gainsharing helps offset the 
forgone revenue physicians would otherwise 
receive from providing additional services. 

Section 3023 of the ACA authorizes CMS to 
conduct a national pilot program on payment 
bundling following a specific structure. CMS 
has not implemented that provision and has 
instead used the broad authority given to the 
CMMI to test a variety of bundled payment 
models under the BPCI initiative.

what’s the debate?
The ultimate aim of the BPCI initiative is to 
not just change how Medicare pays for servic-
es but to prompt changes in how health care 
is delivered in the United States. Medicare’s 
participation is critical to this goal: Other 
payers are also experimenting with bundled 
payments, but as a national program with 
more than forty-five million beneficiaries, 
Medicare is a primary driving force behind 
change in the health care arena. Therefore, 
the design and structure of the BPCI initiative 
are particularly important as they will likely 
influence how other payers approach episode-
based payments.

CMS has identified multiple goals for the 
BPCI initiative including the following: align-
ing Medicare payment with how patients ex-
perience care, supporting and encouraging 
providers interested in redesigning care, and 
providing as much flexibility as possible for 
providers to redesign care to meet the needs 
of their specific community. 

Providers are participating in the BPCI ini-
tiative in a variety of ways, starting with their 
role. Providers had the choice of participating 
in the BPCI initiative individually or as part of 
a larger group organized by a “convener,” such 
as a hospital association or health system. In-
dividual providers or conveners can be “award-
ees,” which means they take on financial risk 
for participating in the BPCI initiative. Provid-
ers that do not want to bear financial risk par-
ticipate as “episode initiators” for an awardee 
with which they are associated. Care provided 
by an episode initiator identifies which Medi-
care patients are part of the BPCI initiative; for 
example, if a hospital is an episode initiator, 
the cost of caring for any patient admitted to 
that hospital for one of the selected conditions 
is included in the BPCI initiative. 

1,500
providers
More than 1,500 providers are 
participating as episode initiators, 
and more than 300 organizations 
have agreed to take on the 
financial risk of participation.

“Overall, CMS has 
given potential 
participants 
considerable 
flexibility to 
design a bundled 
payment model 
that would work 
best for their 
community and 
providers.”

http://innovation.cms.gov/Files/transcripts/Bundled-Payments-Episode-Definition-Transcript-01-05-12.pdf
http://innovation.cms.gov/Files/transcripts/Bundled-Payments-Episode-Definition-Transcript-01-05-12.pdf
http://healthaffairs.org/blog/2014/08/05/bundled-payment-learning-from-our-failures/
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The BPCI initiative tests four different ap-
proaches (see Exhibit 1). Each of the four 
models involves a different type of care that 
may be provided to Medicare beneficiaries 
who have been hospitalized. Models 1 and 4 
focus on care provided during an inpatient 
hospital stay, while models 2 and 3 include a 
period of postacute care, the length of which is 
determined by the participant. In model 1, all 
Medicare patients admitted to a participating 
hospital are included. In models 2, 3, and 4, 
the participant can choose to include patients 
with only certain diagnoses from a list of for-
ty-eight episodes developed by CMS. The eli-
gible episodes include heart attacks, diabetes, 
and major joint replacement surgeries such as 
hip and knee replacements. 

CMS sought participants in the BPCI initia-
tive through multiple open periods for each 
model. Enrollment in model 1 began in April 
2013 and in models 2, 3, and 4 in October 
2014. All four models are ongoing.

Payment

The payment methodology varies by model, 
but each model assumes a level of savings for 
the Medicare program. Participants keep any 
additional savings. Participants are allowed 
to enter into gainsharing arrangements with 
physicians to improve care efficiency and low-
er costs.

Under model 1, hospitals are paid a dis-
counted rate based on the IPPS payment 
amount. Others who care for the patient dur-
ing the inpatient stay, such as physicians, are 
paid the standard Medicare rates under the 
physician fee schedule. Model 1 hospitals are 
allowed to enter into gainsharing arrange-
ments with certain physicians (called enrolled 
practitioners) who care for their patients.

Under models 2 and 3, providers includ-
ing hospitals, skilled nursing facilities, home 
health agencies, and physicians are paid the 
standard Medicare rates during the episode. 
Spending over the course of the episode is 
compared to a target amount that is based on 
historical claims data for similar episodes for 
episode initiators associated with the award-
ee. Depending on the risk tracks (these tracks 
protect participants from unusually high-cost 
episodes) selected by the awardee, the cases 
with extreme costs (both high and low) com-
pared to the national average are excluded 
from the target calculation. Each awardee 
chooses a risk track for each episode it decides 
to include. A discount is applied to the target 
amount, which can vary depending on the 
length of the episode. 

Under model 4, providers are not paid stan-
dard Medicare rates. Instead, the participat-
ing hospital is paid a prospectively set bundled 
rate for both the hospital services that would 

exhibit 1

Bundled Payments for Care Improvement Initiative Model Characteristics

source Author’s analysis.

Model Episode Conditions Episode initiators Medicare discount

1 Inpatient stay (hospital 
services only)

All diagnosis-related groups 
(DRGs)

Acute care hospitals Year 1 (0–6 months) = 0.0% 
Year 1 (7–12 months) = 0.5% 
Year 2 = 1.0%
Year 3 = 2.0%

2 Inpatient stay plus 30, 60, 
or 90 days (participant’s 
choice) of postacute care

One or more of 48 episodes 
based on families of DRGs 
(participant’s choice)

Acute care hospitals or physician 
group practices

3% for episodes 30 or 60 days in 
length

2% for episodes 90 days in length

3 30, 60, or 90 days 
(participant’s choice) of 
postacute care following a 
hospital stay

One or more of 48 episodes 
based on families of DRGs 
(participant’s choice)

Postacute care provider (skilled 
nursing facility, inpatient 
rehabilitation facility, long-term 
care hospital, or home health 
agency) or physician group 
practice

3% for all episodes (regardless of 
length)

4 Inpatient stay (including 
physician services)

One or more of 48 episodes 
based on families of DRGs 
(participant’s choice)

Acute care hospitals 3% for most episodes (3.25% for 
cardiac and orthopedic episodes 
included in the acute care 
episode demonstration)
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be paid under the IPPS and the physician ser-
vices provided during the hospital stay that 
would be paid under the physician fee sched-
ule. The bundled rate is developed based on 
historic claims data for each hospital partici-
pating as an episode initiator. In addition to 
paying for the care provided during a hos-
pital stay under the BPCI initiative, model 
4 participants are also responsible for any 
readmissions that occur within thirty days 
of discharge from an episode included in the 
BPCI initiative. 

Waivers 

CMS waived certain statutory and regulato-
ry provisions under the BPCI initiative to give 
participants the ability to provide services or 
establish relationships that would otherwise 
be prohibited by the Medicare program. For 
example, CMS waived certain fraud and abuse 
provisions to allow BPCI initiative partici-
pants to engage in gainsharing, as long as the 
gainsharing supports care redesign, is volun-
tary, and is tied to preserving or enhancing 
the quality of care provided. 

CMS also waived additional provisions to al-
low greater flexibility to participants in mod-
els 2 and 3 to provide postacute care. At the 
request of awardees in model 2, CMS waived 
the statutory requirement that a Medicare 
beneficiary must have been in the hospital 
three days or more for Medicare to cover a 
skilled nursing facility stay following dis-
charge. However, CMS allowed this waiver 
only if the majority of skilled nursing facili-
ties with which the awardee is partnered have 
a quality rating of three stars or higher on the 
CMS 5-Star Quality Rating System. 

The Medicare statute also puts limits on 
coverage of telehealth services, including 
that the beneficiary receiving those services 
be located at a site in a rural area. CMS waived 
the geographic location requirement for tele-
health services provided under models 2 and 
3, allowing participants to use telehealth ser-
vices to treat more patients. CMS also waived 
supervision requirements that limit coverage 
for home visits to those provided while the 
physician is physically present (called direct 
supervision). CMS will allow licensed clinical 
staff under the general supervision of a phy-
sician (but not physically present) to furnish 
one home visit during a thirty-day episode, up 
to two visits during a sixty-day episode, and 
up to three visits during a ninety-day episode. 

Quality Measurement and Cost Shifting 

One significant concern with bundled pay-
ment arrangements is that providers may 
achieve savings not just by forgoing wasteful 
or redundant care but by not furnishing need-
ed care or choosing the cheapest alternative, 
even when other care options are more ap-
propriate for the patient. CMS is monitoring 
the quality of care provided by participants 
through an array of quality measures focus-
ing on case-mix, use and efficiency, clinical 
quality processes and outcomes, and care 
experience. 

Evaluations of the BPCI initiative models 
will try to identify unintended consequences 
of the initiative such as increased admissions 
of relatively healthy patients who are likely 
to need less complex care (cherry picking) or 
avoiding treatment of high-cost patients (lem-
on dropping). CMS will continue to monitor 
care and Medicare spending for thirty days 
after each episode included in the BPCI initia-
tive has ended to determine whether providers 
are shifting care to the post-episode period; if 
spending in that period exceeds a threshold 
amount, awardees will have to return 100 per-
cent of the excess amount to CMS.

Concerns with the BPCI Initiative

Overall, CMS has given potential par-
ticipants considerable flexibility to design a 
bundled payment model that would work best 
for their community and providers. However, 
stakeholders have concerns with some ele-
ments of the design. 

CMS has implemented models 2, 3, and 4 in 
phases. (CMS did not phase in participation 
in model 1.) Phase 1 is a preparation phase in 
which participants receive data and determine 
whether to proceed to phase 2, the risk-bear-
ing phase. Once a participant enters phase 
2, the participant becomes liable to CMS for 
costs that exceed the target. Participants have 
criticized CMS’s approach to setting spend-
ing targets, which has allowed target prices 
to fluctuate dramatically over the course of 
the project. Analysis conducted during phase 
1 has not necessarily been predictive of experi-
ence under phase 2, in part because of a com-
plicated and, some argue, flawed methodology 
for establishing cost trends and setting prices 
under the BPCI initiative. 

In addition, the BPCI initiative models do 
not include an adjustment for differences in 
patient health status from patients treated in 

13 of 24
awardees
Thirteen of the original twenty-
four awardees in model 1 had 
terminated their agreements by 
July 15, 2015.

“The ultimate 
goal of the 
BPCI initiative 
is to identify 
payment models 
that could be 
expanded to the 
larger Medicare 
program to 
encourage 
changes in care 
delivery.”

http://innovation.cms.gov/Files/reports/BPCI-EvalRpt1.pdf
http://www.hcttf.org/resouces-tools/2015/2/13/dgzsq3hos3v9fksd5v81gk4xglg1oh
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historic data periods to those being paid un-
der the BPCI initiative episodes. Costs of care 
provided during the historic periods are used 
to set the targets to which the costs of care pro-
vided under the BPCI initiative are compared. 
Lack of risk adjustment is most problematic 
for episodes with only a small number of pa-
tients in which one or two high- or low-cost 
cases may dramatically affect the average cost. 

Under models 2 and 3, postacute care pro-
viders are concerned that patients are select-
ed based on their assignment to a particular 
Medicare severity diagnosis-related group 
(MS-DRG) under the IPPS. MS-DRGs are 
groups of patients who have similar clinical 
condition and cost of hospital inpatient care. 
The postacute needs of patients assigned to 
the same inpatient MS-DRG can vary signifi-
cantly, however. Therefore, the targets set 
under model 3, which includes only postacute 
care, may not accurately reflect variation in 
patient care costs.

Observers worry about unintended conse-
quences of bundled payments, such as avoid-
ing or delaying needed care to keep down 
costs. Researchers also suggest that instead 
of reducing Medicare spending overall, the 
project could increase spending by freeing 
up health care resources that will be used to 
provide care that is paid outside of the bundle. 

The ultimate goal of the BPCI initiative is 
to identify payment models that could be ex-
panded to the larger Medicare program to 
encourage changes in care delivery. However, 
the extreme flexibility given participants in 
the BPCI initiative to choose the cases and 
care for which they are accountable has raised 
questions about whether findings from the 
project can be generalized to other groups. 

Critics have also questioned how much the 
BPCI initiative is actually incentivizing new 
delivery patterns versus allowing large pro-
vider networks that are providing the full 
spectrum of care to benefit from their already 
integrated delivery systems. Restrictions on 
use of waivers, such as limiting waiver of the 
three-day hospital stay for covered skilled 
nursing facility care to transfers to skilled 
nursing facilities that meet minimum quality 
standards, may limit participation in the BPCI 
initiative in areas where the provider commu-
nity does not meet those standards.

Early Experience 

Despite these concerns, CMS has seen a 
healthy interest in participating in the BPCI 
initiative. More than 1,500 providers are par-
ticipating as episode initiators, and more than 
300 organizations have agreed to take on the 
financial risk of participation. Exhibit 2 iden-
tifies the number and type of participants in 
each model as of October 1, 2015. 

Participation in the BPCI initiative has not 
been constant. The number of participants in 
model 2 as of October 1 was 9 percent less than 
the number in model 2 as of July 15, 2015, and 
as of the beginning of October, there were 30 
percent fewer participants in model 3. Most of 
the model 3 departures were physician group 
practices. Thirteen of the original twenty-
four awardees in model 1 had terminated their 
agreements by July 15, 2015.

Most participants in models 2 and 3 chose 
ninety-day postacute periods and included all 
forty-eight episodes. Participants in model 4 
were more selective in choosing which epi-
sodes to include, with only two hospitals in-
cluding all forty-eight. Most model 4 hospitals 
included between ten and twelve episodes, 
and the most commonly selected episodes 

exhibit 2

Bundled Payments for Care Improvement Initiative Participants by Model

source Author’s analysis of the Centers for Medicare and Medicaid Services data as of October 1, 2015. aModel does not allow this provider type to serve as an episode 
initiator.

Participants by type Episode initiators by type of provider

Model

Total number of 
participants (awardees 
and episode initiators)

Awardees 
only

Awardees 
and episode 
initiators

Episode 
initiators only Hospitals

Physician 
group 
practices

Skilled 
nursing 
facilities

Other 
postacute 
providers

1 11 0 11 0 100% —a —a —a

2 678 38 165 475 62% 38% —a —a

3 919 23 95 801 —a 7% 81% 13%

4 10 1 8 1 100% —a —a —a

http://annals.org/article.aspx?articleid=1540550
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were coronary artery bypass graft and major 
joint replacement of the lower extremity.

CMS has released its first annual report 
describing the experience of the earliest par-
ticipants in the BPCI initiative. Because of 
the small number of participants and limited 
data, the authors primarily identify issues for 
further evaluation. 

what’s next?
Both CMS and providers are continuing to 
gain experience with and learn from the BPCI 
initiative. All four models have projects un-
derway that will continue into 2016.

Congress gave CMS the authority to expand 
use of a tested model without requiring a 
change in law if CMS finds that the model re-
duces spending without reducing the quality 
of care or improves the quality of care without 
increasing spending. CMS has not proposed to 
expand the use of any BPCI initiative model at 
this time but could do so in the future. 

However, CMS is proposing to expand test-
ing of concepts used in the BPCI initiative on a 
non-voluntary basis. Under its comprehensive 

care for joint replacement (CCJR) model, hos-
pitals in the sixty-seven metropolitan areas 
selected for the model will receive a bundled 
payment for the inpatient stay and ninety days 
of postacute care. 

While the structure of the CCJR model is 
similar to model 2, there are significant dif-
ferences. Hospitals in selected areas will be re-
quired to participate in the CCJR model (unless 
the hospital is already participating in certain 
tracks of the BPCI initiative), and hospitals in 
other areas will not be able to participate. All 
lower extremity joint replacement cases at 
hospitals within those geographic areas will 
receive the bundled payment; under the BPCI 
initiative, cases could be limited to those from 
specific episode initiators, such as only those 
physician group practices with which the hos-
pital has a relationship. CMS will implement 
this new payment model on April 1, 2016. 

CMS is also testing bundled payments for 
care that does not include an inpatient hospi-
tal stay. Under its oncology care model, CMS 
is creating bundled payments for six-month 
episodes that start with the first claim for che-
motherapy. This model is expected to start in 
spring 2016. n
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