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Medicare Reform: 
Cleaning Up the Physician Payment Mess 

John O’Shea, M.D. 

Congress is about to undergo its annual, elev-
enth-hour ritual of reconsidering its own statutory
requirement to cut Medicare physician payments.
Under current law, deep cuts are scheduled to take
effect on January 1, 2008. This ritual is the result of
Congress’s refusal to reform the physician payment
system and, more importantly, Medicare itself. For
the sake of patients and the Medicare program,
Congress should seize this opportunity to move
away from administrative pricing toward a new sys-
tem driven by consumer choice and competition. 

The Current Policy. Under current payment
formulas, the Centers for Medicare and Medicaid
Services (CMS) administers prices for approxi-
mately 7,500 physician services. The government
attempts to curtail excessive Medicare spending
through complex fee schedules and caps on physi-
cian charges to Medicare patients. The specific
method for updating physician payment formulas
each year is itself based on a special formula—the
Sustainable Growth Rate (SGR), which is linked to
Gross Domestic Product (GDP). Under the current
SGR formula, Medicare doctors would see a 10.1
percent reduction in their fees in 2008; cumulative
cuts would reach 34 percent by 2015.1 If not
reversed, this process could have a devastating
impact on patient access to care, particularly among
new Medicare patients. 

Meanwhile, U.S. Department of Health and
Human Services (HHS) Secretary Michael Leavitt
has told Congress that the President’s senior advis-
ers would recommend a veto of any bill that, among

other things: raises taxes to fund additional federal
spending, reduces patient choice in the Medicare
Advantage program, undermines the Medicare pre-
scription drug program, or repeals “early warning”
provisions that signal excessive reliance on general
revenues to finance Medicare.2 

A Better Policy. Rather than prolonging the
problem for yet another year, Congress should start
taking serious steps to preserve access to, and
improve, the quality of the health care services that
all Medicare beneficiaries receive. Serious reform
would require replacing the current system of
national expenditure targets and administrative pric-
ing with market incentives. Individual providers and
patients would then face the same incentives as peo-
ple in every other sector of the American economy.

Specifically, Congress should do the following:

• Abandon the flawed SGR methodology. The
current SGR methodology is based on changes
in GDP and estimates of the cost of providing
7,500 individual services. Aggregate cost con-
tainment incentives do not affect spending at the
level of individual patients and providers, and
efforts to better define the true costs of deliver-
ing physician services have so far been unsuccess-
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ful. SGR should be discontinued and replaced by
a new system that provides for normal economic
incentives that are relevant to the individual
clinical situation.12 

If Congress decides to establish a new baseline—
whether it is the consumer price index (CPI) or
the Medicare economic index (MEI)—the annual
payment to physicians, accounting for the differ-
ences in specialties, should be refined to make
updates more rational. For example, specific
adjustments could be based on annual market
surveys conducted by the  Medicare Payment
Advisory Commission (MedPAC). 

• Begin transforming the entire Medicare pro-
gram into a defined-contribution system. Cur-
rently, CMS tries to determine the “right prices”
for thousands of medical treatments and proce-
dures, enforcing them with thousands of pages
of rules and regulations. Congress should start to
move all new retirees to an entirely new system
based on defined contributions and powered by
the free-market principles of choice, competi-
tion, and price transparency. Such a system
would drive improvements in quality and allow
workers to take their health plan of choice with
them into retirement. 

A fixed payment, like that required under the
formula that determines government contribu-
tions to health plans in the Federal Employees
Health Benefit Program (FEHBP), would limit
taxpayers’ exposure and make Medicare budget-
ing more manageable and predictable. At the
same time, this approach would give beneficia-
ries more direct control over their health care
resources, intensify plan and provider competi-
tion, make both patients and providers more

cost-conscious, and encourage the demand for
price and quality transparency. 

• Preserve choice for current beneficiaries by
maintaining the viability of the Medicare
Advantage (MA) program. The President’s advi-
sors are right to counsel a veto if Congress dis-
rupts this popular program. Currently, one in
five Medicare beneficiaries takes advantage of the
choices provided by firms offering MA plans, and
enrollment has increased dramatically over the
past several years. The Congressional Budget
Office predicts that MA enrollment will reach 26
percent of all Medicare enrollments by 2017.3

Furthermore, enrollment in MA plans continues
to grow among the nation’s most vulnerable
seniors. Fifty-seven percent of MA beneficiaries
have incomes between $10,000 and $30,000.4 

These plans are popular because they give
patients a choice and provide additional benefits
beyond the traditional Medicare package, such
as lower cost-sharing and reduced premiums for
Parts B and D. Reducing payments to MA plans,
as some in Congress would like to do, would
eliminate any incentive to enroll in the program
and would remove the level of choice that cur-
rently exists in the Medicare program.

• Allow genuine competition and consumer
choice to drive value in the system. Concern
about rapidly increasing costs and the quality of
services in Medicare is understandable. How-
ever, government efforts to control spending are
flawed, and new variants on these regulatory
themes are hardly promising. One such idea is to
link physician payment to adherence to process
guidelines in medical treatment. However, these
guidelines may have little to do with clinical out-
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comes. Such a policy would worsen overregula-
tion without improving quality. 

The decisions that drive spending and quality of
care are made on an individual level. The best
way to promote competition and drive value is by
giving patients direct control over their health
care resources through a system of defined contri-
butions and by allowing doctors and other medi-
cal professionals to set prices above Medicare
fees. For example, physicians should be allowed
to “balance-bill” patients for fees above those set
by Medicare. Such individual choice would cre-
ate patient demand for transparency on cost and
quality of services and physicians would have a
compelling incentive to deliver value.

Conclusion. Congress is about to undergo its
annual ritual of preventing deep cuts to Medicare

physician payments. However, Members also have
the opportunity to reform the system. Failing to
do so—by passing a one-year fix or by piling on
more spending targets, administered prices, and
regulations—would seriously jeopardize access to
quality health care for seniors and other Medicare
beneficiaries.

Congress should pass reforms that introduce
market forces into the decision-making of individ-
ual patients and providers. Consumer choice and
competition would significantly improve both the
value of services and the long-term viability of the
Medicare program. 

—John S. O’Shea, M.D., is a practicing physi-
cian and was recently a Health Policy Fellow at The
Heritage Foundation. 


