LEGAL SYSTEM AND CHANGING MARKET

‘Health Law 2000
The Legal System
And The Changing
Health Care Market

A “big-picture” look at how regulators and the courts may react
to the rapidly changing health care landscape.

by William M. Sage

PROLOGUE: As health care delivery and finance rapidly evolve
from a system that featured solo physicians, community
hospitals, and a not-for-profit culture to a new paradigm, the
issues engaging medicine and the law have increased
exponentially. However, the nation’s judges and lawyers seem = ess——
to be faring no better than government regulators in sorting SYSTEM 9
out the new complexities that have been introduced by this CHANGE
transformation. In this insightful essay William Sage, an
associate professor of law at Columbia University, discusses
the likely impact of the law on this changing system, and vice
versa. Sage regards himself as neither an advocate nor an
opponent of managed care (“on the positive side of neutral” is
how he characterizes his position), but rather as a lawyer
whose job it is to identify and resolve conflict.
Sage is ideally suited to the task. He holds degrees in
medicine and law from Stanford University. Since completion
of his academic training, Sage has engaged in pursuits that
reflect both professions, including residency training in
anesthesiology at Johns Hopkins and the practice of law at the
Los Angeles firm of O’Melveny and Myers. He also has
demonstrated an abiding interest in public policy making. He
was invited by the Clinton administration in early 1993 to
participate in its crash effort to design a comprehensive health
care reform plan. Sage was responsible for overseeing issues
that touched on quality of care, medical information systems,
professional liability, and the health care workforce, all of

which contain numerous contentious legal issues.
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ABSTRACT: The failure of national health reform confirmed in many ways the
conservative nature of the American legal system. Legislatures, regulatory
agencies, and courts usually find themselves in a reactive posture, respond-
ing to groups and individuals aggrieved by changing circumstances. The
rapid transformation of the U.S. health care system through managed care
presents an extreme example of this phenomenon, involving billions of
dollars, millions of lives, and thousands of existing laws. Over the next few
years the legal system will face a host of difficult issues deriving from the
integration of health care financing and delivery, and the consolidation of
fragmented providers into large corporations and contractual networks.
What emerges may be neither logical nor consistent but no doubt will reflect
the intricate interplay of societal and individual interests in health care.

tinually generates new issues for lawyers, judges, and legisla-

tures. In large part because of health care’s long regulatory
history and tradition of deference to professional judgment, the law
is responding to the managed care revolution with difficulty.
Guided as it is by past practice, law tends to be a deliberately
conservative force. Parties aggrieved by health system change fre-
quently come to courts as litigants and to legislatures as interest
groups, while delays in fact-finding and dispute resolution make it
hard for judicial decisions and regulatory structures to keep pace
with the evolution of the health care industry.

The two most noteworthy trends in the U.S. health care system—
horizontal consolidation of previously fragmented providers and
vertical integration of service and payment functions—represent
significant challenges for law and regulatory policy. On the one
hand, legal norms governing health care financing and delivery are
proving less adaptable than their marketplace equivalents. On the
other hand, the current regulatory regime reflects a diffuse, profes-
sionally stratified health care system and consequently may be slow
to address issues arising at the interstices of established structures.
Both weaknesses are exacerbated by the state-to-state inconsis-
tency and national/state redundancy typical of American federalism.

Traditionally part of the “police powers” ceded to states rather
than to the national government, regulatory control in health care
has been shared by the two sovereignties since at least World War
II. Laws committing federal funds to health care, such as Hill-
Burton, Medicare, and Medicaid, and laws creating national stand-
ards for commercial enterprises, such as the Employee Retirement
Income Security Act of 1974 (ERISA), bear primary responsibility
for this trend. States still regulate health insurance, but the federal
government has exclusive authority over self-insured employers.
Health care facilities and professionals are still subject to state licen-

TODAY’S RAPIDLY CHANGING health care marketplace con-
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“The legal system will have to climb a steeper ‘learning curve’ to
comprehend that changes are occurring and that more is at stake.”

sure or certification, but their financial viability often depends on
federal reimbursement policies.

This balance of authority is becoming unstable as independent
providers combine to form larger organizations, insurance blends
with health care delivery, and both government programs and pri-
vate insurers replace fee-for-service reimbursement with prepaid
coverage. In addition, regulatory agencies accustomed to distinct
classes of insurers, hospitals, physicians, and health maintenance
organizations (HMOs) are encountering a dizzying array of new,
hybrid entities, requiring a detailed reassessment of traditional
regulatory tools, creating gaps in oversight, and giving rise to battles
over administrative “turf.”

Moreover, the current managed care expansion is occurring on a
much larger scale than previous market cycles in health care, sug-
gesting that the legal system will have to climb a steeper “learning
curve” to comprehend the changes that are occurring, that more will
be at stake in lawsuits and lobbying battles, and that a new equilib-
rium will take longer to develop. In this paper I describe several
noteworthy features of the managed care landscape and attempt to
anticipate the likely responses of regulators and the courts.

Clash Of Cultures: Patients Or Populations?

Courts resolving private legal disputes are faring no better than
regulators are at coping with the rapid transformation of the health
care system. The paradigm shift of greatest importance to the judi-
cial system is that health care costs that traditionally have been
reimbursed on a fee-for-service basis are now being prepaid and
delivered by risk-bearing entities, which blurs formerly distinct
lines separating payers and providers. Managed care organizations
serve patients in groups, not just as individuals. Physicians today are
experiencing ethical tensions between patient advocacy and popu-
lation-based health care management. Courts, which are consti-
tuted to vindicate rights in unique cases and controversies, are simi-
larly ill equipped to craft social compromises.

B Managed care and ERISA. Any discussion of managed care
litigation must begin with ERISA. Although in its text “hospital”
appears only once and “physician” not at all, ERISA may be the most
important law affecting health care in the United States. Primarily
designed to protect pension benefits by imposing fiduciary and
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reporting requirements on employee benefit plans, ERISA also regu-
lates welfare benefits such as health coverage.

ERISA broadly displaces, or “preempts,” a variety of state laws
without substituting a clear federal regulatory scheme, a phenome-
non generally referred to as the “ERISA vacuum.” ERISA plans are
shielded from state laws that “relate to” employee benefit plans,
other than laws regulating the business of insurance.' ERISA plans
that are self-funded rather than commercially insured are exempt
from state-mandated benefit laws and restrictions on specific policy
exclusions. ERISA does not require employers to provide any sub-
stantive level of health coverage and allows them considerable dis-
cretion to vary benefits over time.?

Employers’ flexibility to design cost-effective health benefit
plans is arguably a major factor in the growth of managed care. At
the same time, ERISA has curtailed the legal rights of individual
beneficiaries. In addition to limiting states’ regulatory authority,
ERISA negates many state legal remedies, so that bad-faith breach-
of-contract claims and emotional distress claims, sometimes avail-
able under state law, cannot be brought against ERISA plans or the
managed care companies with which they contract.® All that re-
mains to an ERISA plaintiff is an action to receive a wrongly denied
benefit, plus legal fees in most cases. Punitive damages may not be
awarded, and noneconomic compensatory damages (“pain and suf-
fering™) are probably unavailable as well.*

Courts have been able to temper the effect of the ERISA vacuum
even without congressional action since the Supreme Court’s 1995
decision in New York State Conference of Blue Cross and Blue Shield Plans v.
Travelers Insurance Company.®> The Travelers case, which upheld New
York State’s hospital surcharge program, opened the door not only
to state funding strategies for the uninsured but also to judicial
consideration of legal claims against managed care organizations.

H Convergence of coverage and care. The inevitable conver-
gence of coverage and care in integrated delivery systems is begin-
ning to influence legal rights and remedies. For example, when a
managed care enterprise promises to render comprehensive services
for a prepaid premium, many bad health outcomes can be construed
either as a denial of “medically necessary” benefits or as medical
malpractice. Consider Fox v. Health Net of California, which yielded a
staggering $89 million verdict against the defendant HMO.° The
case was brought as a coverage suit because California permits
claims of bad-faith breach of contract and because the insurance
contract in question was an individual policy that was not covered
by ERISA. Had Fox been brought as a medical malpractice suit, the
plaintiff would have had to prove that the delay in receiving treat-
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ment caused clinical injury, and any judgment would have been
subject to the state’s Medical Injury Compensation Reform Act
(MICRA), which limits noneconomic damages to $250,000.

Recent decisions interpreting the preemptive scope of ERISA
illustrate courts’ struggles to understand the relationship between
benefit design and care delivery. The critical subtext of many of
these malpractice and coverage disputes is whether the legal stand-
ard of care should be different for managed care organizations (and
the physicians who work within them) because they are responsible
for organizing and financing care for groups of beneficiaries as well
as for serving individual patients.

In Dukes v. U.S. Healthcare, a federal appeals court in Philadelphia
suggested that an HMO would not be protected by ERISA against a
state law medical malpractice claim involving a participating physi-
cian because only the “quality” of benefits was at issue, not their
“quantity.” This reasoning, which is apparently being followed by
other courts, fails to recognize that many aspects of benefit design
that are clearly within the scope of ERISA preemption—such as
selective physician networks, gatekeeper requirements, capitation
arrangements, and provider-based utilization review—influence
the quality of diagnosis and treatment.® Although the Dukes decision
favored the injured plaintiff, it perpetuates rather than addresses
the illogic of applying ERISA to managed care: The more intrusive a
managed care organization is in dictating the practice of its affili-
ated providers, the less responsible it will be for negligent outcomes
because of ERISA’s limitations on liability and damages.

Although the long-predicted torrent of malpractice and related
litigation against institutional defendants has yet to materialize, the
logic of such claims remains irrefutable.® Current ERISA preemp-
tion doctrine, a political climate that is relatively unsympathetic to
consumers and trial lawyers, instability in the composition of man-
aged care networks, and a liability insurance market that is still
geared to individual physicians are among the factors keeping the
peace. Eventually, however, the legal system is likely to hold the
organizations controlling clinical care—whether they be capitated
medical groups, hospital-run networks, or insurance companies—
accountable for negligent patient injury.

M Discrimination. Both the insurance industry and the medical
profession have traditionally distinguished among persons based on
factors that tend to attract judicial scrutiny, such as race, sex, age,
and health status. Although any bias is ethically problematic, the
insurance industry has made these distinctions primarily to predict
and reduce financial exposure, and the medical profession has done
so largely based on its estimates of clinical risks and benefits. Dis-
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criminatory behavior by integrated health care systems that con-
found categorization as “insurers” or “providers™—such as prefer-
ences in receiving high-cost therapies—will invite legal challenges
on constitutional grounds and under statutes such as Title VII of the
Civil Rights Act of 1964 and the Americans with Disabilities Act of
1990 (ADA). Because they are based on federal law, these legal claims
are not precluded by ERISA, which adds to their attractiveness to
plaintiffs in litigation involving employment-based insurance.

In Henderson v. Bodine Aluminum, a Missouri woman with breast
cancer invoked the ADA to obtain a preliminary injunction from a
federal appeals court compelling her employer to pay for high-dose
chemotherapy requiring autologous bone marrow transplantation
(HDC-ABMT).° The court reasoned that “if the evidence shows
that a given treatment is non-experimental—that is, if it is wide-
spread, safe, and a significant improvement on traditional thera-
pies—and the plan provides the treatment for other conditions di-
rectly comparable to the one at issue, the denial of treatment argu-
ably violates the ADA.™ If sustained on appeal, this holding would
seemingly outlaw specific exclusions in insurance contracts and
cost/benefit determinations by employee health plans if those meas-
ures adversely affected patients with particular diagnoses.

M information and privacy. Concerns about discrimination are
heightened because marketplace pressures, coupled with newly
available technology, have finally catapulted health care into the
information age. However, knowledge is power in managed care; it
offers potential benefits in terms of improved practice, informed
consumers, and reduced costs. Knowledge also raises significant
issues concerning patients’ rights and commercialization.

Collected systematically and stored in electronic form by inte-
grated health care systems, patient-identifiable information, which
traditionally was used only for diagnosis and treatment, is vulner-
able to appropriation for medical underwriting, employment dis-
crimination, and abusive marketing. In late 1994, for example, a
federal judge in Pennsylvania upheld a jury award of $125,000 to an
employee whose human immunodeficiency virus (HIV) status was
disclosed to his employer through prescription drug benefit records,
although the decision was later reversed on appeal for lack of proved
injury."? Health care information statutes that attempt to balance
individual privacy interests with reasonable commercial use are be-
ing debated and enacted in state legislatures and Congress.?

B Alternative dispute resolution. A procedural consequence of
the group focus of clinical care is the development of corporate
forums in which to resolve disagreements. Contractual arrange-
ments between enrollees and managed care organizations now gov-
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ern most disputes and generally substitute nonjudicial proceedings
for litigation. Alternative dispute resolution systems and other in-
ternal procedures for airing grievances are potentially advantageous
to managed care organizations that wish to avoid the risk and ex-
pense of litigation and to patients whose needs must be addressed in
a more timely manner than judicial review typically offers.

However, the easier accessibility and less adversarial nature of
these health plan-based mechanisms may be offset by bias, duress,
or, in public programs, denial of constitutional rights to judicial
process. Even Kaiser Permanente’s long-standing system of manda-
tory, binding arbitration has come under fire. Although one Califor-
nia appeals court rejected a broad attack on Kaiser’s arbitration
program, another district of the same court vacated an arbitration
award on the ground that the neutral arbitrator had failed to dis-
close his past relations with Kaiser."*

Future managed care contracts may specify not only procedures
for dispute resolution but also the legal standard of care and avail-
ability of damages. This would expressly allow judgments about
cost-effectiveness to govern the provision of services. For example,
by suggesting that a contractual standard of care would limit in-
jured patients to suits under ERISA, the Dukes court offered health
plans a strong incentive to include this type of provision in sub-
scriber contracts.”

A Bigger Mousetrap: The Consolidating
Health Care Industry

In today’s health care system, size matters. Growth attracts capital,
and capital allows further growth, which assures survival and dan-
gles the carrot of “market power” in front of provider groups and
managed care organizations. The transformation of health care from
a fragmented, professionalized, and charitable endeavor to an indus-
try dominated by large, profit-oriented corporate entities has al-
tered the types of legal issues that arise and the way in which
disputes are resolved by the courts. The current trend toward “vir-
tual integration” adds to the mix of legal issues, as excess capacity in
provider markets, time pressures, and improved information and
communications technology lead many managed care organizations
to “make-or-buy” decisions that favor nonexclusive, time-limited
joint ventures and contractual arrangements over more permanent
and capital-intensive forms of integration such as direct ownership.

B Antitrust. One obvious legal consequence of consolidation is
the potential for anticompetitive behavior that prompts public or
private antitrust enforcement. Some managed care markets, such as
Minneapolis, have been reduced to three or four large integrated
I
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systems. Once available “covered lives™ have been captured and ex-
cess provider capacity has been eliminated, prices will stabilize,
which will channel competition into nonprice arenas and increase
the danger of collusive behavior. Laws enacted to manage competi-
tion may be poorly equipped to police an oligopoly or administer a
public utility; this raises additional concerns such as the risk of
regulated entities’ “capturing” their regulators.

Medical groups and physician-managed networks are retaining
or acquiring dominant positions in many parts of the country, al-
though in only a few (such as California) are they becoming the
primary risk-bearing entities.!® Through attrition of marginal
provider groups or outright collusion, physician networks may cap-
ture large market shares for certain services or geographic areas.

The rapid pace of industry change increases antitrust risks in
these situations because of the prevalence of partially integrated
systems. For example, network-model organizations and other
forms of virtual integration may raise antitrust concerns because
providers that are collaborating for certain purposes remain com-
petitors for others. The policy statements released by the Depart-
ment of Justice and the Federal Trade Commission in fall 1994 in-
clude extensive discussions of the potential for “spillover collusion”
of this kind, especially when a joint venture or other cooperative
arrangement is not “economically integrated.”"

At the same time, legislatures, courts, and antitrust enforcement
agencies assessing the risks of anticompetitive behavior by physi-
cians are accommodating societal concerns about a trade-off be-
tween high cost on the one hand and poor quality and “insurer
dominance” on the other. Proposed amendments to federal antitrust
law subject even outright price-fixing by physicians to an extended
“rule-of-reason” analysis."® Some legislatures are granting physicians
“certificates of competitive advantage” in the hope of permitting
them to take collective action against managed care organizations
under the “state action” exemption to the antitrust laws.

Judicial trends in private antitrust litigation are illustrated by
Blue Cross and Blue Shield United of Wisconsin v. Marshfield Clinic, in which
the plaintiffs alleged that a physician-owned clinic excluded them
from the HMO market in north central Wisconsin while using mo-
nopoly power (and colluding with other providers) to set above-
market prices for indemnity patients. A jury verdict awarding $48.5
million to the plaintiff (reduced to $17 million by the trial judge) was
overturned on appeal.”” The appeals court concluded that the trial
record was insufficient to demonstrate that HMOs are a separate
market from health insurers in general for purposes of antitrust
analysis or, with one minor exception, that the clinic’s contractual
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practices and influence over hospital privileges and physician cover-
age were anticompetitive.

M Fraud and abuse. Hospitals, physicians, and other parties that
do business under both fee-for-service and capitated arrangements
during the transition to managed care may find themselves subject
to unpredictable fraud and abuse laws. Federal antikickback laws
and self-referral prohibitions were formulated to guard against crea-
tive billing practices, above-market pricing, and the performance of
unnecessary services in a fragmented fee-for-service environment.*
Contractual relationships that are common in managed care may
appear suspect under these statutes as a technical matter, but large,
prepaid health plans predispose less to traditional abuses than to
improper denials of care or restrictions on services. Law enforce-
ment authorities may have trouble adapting existing laws to these
changing structures and incentives.!

M Class actions. A procedural rather than a substantive effect of
large-scale managed care an the judicial system is a probable in-
crease in class-action litigation. Corporatization of private health
care delivery makes previously idiosyncratic practices systematic,
yet each case still arises in an emotionally charged environment. In = e——————
visibility, contentiousness, and financial consequences, suits against ~ sYsTEmM 17
managed care organizations may come to resemble current litigation ~CHANGE
over product liability involving today’s “deep pockets:” pharmaceu-
tical companies, medical device manufacturers, and government.

For example, in a case that has prompted similar suits and regula-
tory enforcement actions in other states, a federal district judge
ruled that Blue Cross of Ohio overcharged subscribers for coinsur-
ance by improperly concealing discounts it had obtained from hos-
pitals.? Class-action suits in the future may be brought in situations
in which (1) individual patients incur small costs that in the aggre-
gate are economically important to health plans, such as miscalcula-
tion of copayments or failure to provide preventive services; (2)
health care providers are dissatisfied with a managed care network’s
payment, certification, or review procedures; or (3) sympathetic
plaintiffs are denied expensive services through blanket exclusions
such as “experimental” treatment or “custodial” care.

Doctors, Inc.: The Corporation As Professional

Another consequence of managed care is that many responsibilities
traditionally borne by individual professionals are being undertaken
by corporations. However, the public and the legal system remain
distrustful of “professional” judgment exercised by organizations
rather than by individuals, a sentiment that the financial success of
managed care has only encouraged.

—
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Moreover, consumers and courts traditionally have taken for
granted that physicians’ clinical judgments were based on sound
scientific evidence and were made in the best interests of patients.
Managed care has changed that perception by revealing consider-
able variability in clinical practice and by generating cost savings
through provider risk bearing and other financial incentives that
reward crude reductions in service rather than measurable improve-
ments in quality. Until the roles of health professionals as patients’
advocates and as managers of corporate and community resources
are reconciled, consumers’ suspicions regarding providers’ conflicts
of interest will find sympathy among judges and regulators.

B Financial incentives and risk bearing. As demonstrated by a
California consumer group’s reaction to relatively small physician
performance bonuses contemplated by Kaiser Permanente of South-
ern California, the public is prepared to view certain payment meth-
ods as bribes to ration care. The federal government recently
promulgated but has yet to implement rules regarding compensa-
tion arrangements in Medicare and Medicaid managed care plans,
and several states have considered or enacted laws limiting financial
incentives to providers.*

Courts also are expressing concern over financial conflicts of
interest. In a malpractice case that subsequently was settled, a
Michigan court allowed a jury to decide whether an HMO's system
of compensating a primary care physician caused him not to perform
a Pap smear and led to the plaintiff’s injury.?® A federal judge evalu-
ating testimony of a health plan’s medical director in coverage litiga-
tion framed the question squarely by observing that the doctor’s
training “is not only in medicine but in ‘cost containment.” In which
of these disciplines she is better trained would be an interesting
question [on which] to spend some time.”?®

An extreme form of economic incentive is “global capitation” of
medical groups, placing them at financial risk not only for services
within the scope of their licenses but also for the cost of inpatient
and ancillary care provided by subcontractors. In addition to its
potential effect on treatment decisions, global capitation raises con-
cerns because of physicians’ inexperience with managing insurance
risk and their comparatively small financial reserves. In California
globally capitated providers must meet licensure requirements for
HMOs unless the legislature expressly approves regulating them
indirectly through the HMOs or insurance companies with which
they contract.?” Other state regulators are facing similar pressures,
and California is reconsidering its position.?8

B Fiduclary dutles. The strain on the doctor/patient relation-
ship produced by the perceived trade-off between cost and quality
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in managed care is likely to intensify legal enforcement of physi-
cians’ special responsibilities (fiduciary duties) to individual pa-
tients.? Wickline v. State of California is the best-known decision recog-
nizing a treating physician’s “ultimate responsibility for his patient’s
care” in a managed care setting.** In response to Wickline, California
enacted legislation that protects physicians who advocate for their
patients from being terminated or otherwise penalized by managed
care organizations.* Other states are following suit.

M Disclosure. In managed care, information that influences pa-
tients’ treatment decisions may be generated and distributed by
corporate entities as well as by individual physicians, may have
purposes other than the patient’s best medical interests (such as
cost containment or marketing), and may be provided at many dif-
ferent times, including the point of enrollment, the point of initial
access, and the point of service. Recognizing these risks, states are
likely to enact mandatory disclosure laws, independent verification
requirements, and procedural safeguards that are designed to guar-
antee that patients receive accurate and complete information.

The judicial system also may expand the legal doctrine of in-
formed consent, requiring disclosure by physicians in managed care
systems of matters other than risks and benefits of therapy, espe-
cially if the facts suggest that the physician has a conflict of interest.
In Moore v. Regents of the University of California, a case involving owner-
ship of a cell line derived from the plaintiff’s tissues, the Supreme
Court of California held that “a physician who is seeking a patient’s
consent for a medical procedure must, in order to satisfy his fiduci-
ary duty and to obtain the patient’s informed consent, disclose per-
sonal interests unrelated to the patient’s health, whether research or
economic, that may affect his medical judgment.™?

B Regulation of clinical care. Perceived corporate influence
over medical practice, the apparent decline of professional auton-
omy, and the overt presence of financial considerations also are
reducing the reluctance of legislatures to undertake direct regula-
tion of medical practice. Traditional “mandated benefit” laws re-
quired coverage of broad classes of services, usually in response to
the concerns of health professionals such as chiropractors or podia-
trists, or of public facilities such as mental hospitals. Although still
usually framed in terms of payment for rather than provision of
services, newly proposed or enacted legislation operates at a much
narrower level, specifying matters such as administration of HDC-
ABMT for breast cancer, length of postpartum hospitalization, and
use of particular surgical techniques for abortion.** Legislative activ-
ism of this sort can be expected to increase as the allocation trade-
offs implicit in the design and operation of any private health care
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system are brought into open political debate.

Courts are also questioning long-standing professional norms.
Recent judicial decisions permitting physician-assisted suicide,
while nominally increasing physicians’ autonomy, also reflect con-
cern that the profession’s technological imperative has distorted
traditional ethical obligations and that legal intervention is neces-
sary to empower patients.>* Surprisingly, the assisted-suicide rul-
ings make no mention of the potential for “managed death” in a
commercialized, resource-limited health care marketplace.

M Investor-driven health care. The struggle for control between
health care professionals and managers that characterized the first
generation of managed care has given way to an entrepreneurial
phase in which physicians are ceding ownership to corporate enti-
ties, and tax-exempt hospitals and HMOs are recasting themselves
as profit-making enterprises in order to fund new ventures through
public capital markets. Initial outrage over multimillion-dollar com-
pensation of managed care executives and soaring profits for inves-
tors in previously charitable ventures will probably fade as growth
slows and the market stabilizes. However, the central question—*Is
more better?”—will remain. If managed care plans cannot maintain
profitability by improving efficiency, resources traditionally re-
invested in community services may be diverted to investors
through allocation decisions that harm patients.*

The legal system is already beginning to focus on investor-owned
corporations delivering health care. State regulators are attempting
to protect public assets by closely scrutinizing conversions of chari-
table entities to for-profit status.3® Laws have been proposed or
enacted in several states to limit administrative costs and profits in
managed care organizations.”” A bill introduced in Massachusetts
would go even further and ban many for-profit health care corpora-
tions from the state altogether.®

B Corporate ethics. An additional challenge is that institutional
health care providers, especially insurance-oriented managed care
organizations, lack the ethical framework that has long reinforced
regulation of individual professionals and maintained public confi-
dence in “for-profit” physicians. Although managed care still will be
delivered by physicians, nurses, and other trained health profession-
als who are subject to established codes of ethics, the whole of an
organization may be less than the sum of its parts.

The hard lesson for the legal system may be that laws telling
managed care plans what they must do will not necessarily translate
into ethical commitments to what they should do. Various organiza-
tions are developing codes of ethical conduct for health care corpo-
rations, but those efforts are unlikely to be successful immediately.>

HEALTH AFFAIRS - Volume 15, Number 3



LEGAL SYSTEM AND CHANGING MARKET

This Game Has Losers:
The Costs Of ‘Efficiency’

Managed care organizations profit primarily by reducing excess
capacity among providers, capacity that came into existence in re-
sponse to generous third-party payment, physician training subsi-
dies, tax-exempt financing, and capital reimbursement for hospital
construction. For example, management techniques such as precer-
tification requirements, utilization review, and primary care
gatekeeping exposed an oversupply of hospital and specialist physi-
cian services. Strategies to exploit this capacity, such as selective
contracting, competitive bidding, and shifting of financial risk, have
enabled managed care organizations to secure sizable price conces-
sions in exchange for assurances of high patient volume.

Although this “squeezing-out” process is unlikely to lead to wide-
spread physician unemployment, today’s zero-sum game is a far cry
from the “blank-check” days of fee-for-service medicine, when each
new physician added an estimated $500,000 to annual health ex-
penditures.®° The fear of being left out in the cold is prompting legal
and political activism to protect or restore the old regime and is
dividing the medical profession against itself as never before.

B Anti-managed care laws. Disenfranchised providers are the
most vocal proponents of anti-managed care laws. Many states
where managed care has not gained a secure foothold have enacted
legislation requiring health plans to contract with “any willing
provider” or guaranteeing patients “freedom of choice” with respect
to physicians, pharmacies, or other providers. Some have even at-
tempted to resurrect long moribund prohibitions on the corporate
practice of medicine.* Even regions in which a significant subsec-
tion of the medical profession has seen the profit potential in man-
aged care are experiencing a provider and consumer backlash favor-
ing “patient protection” laws that regulate the contracting practices
of managed care organizations.** As noted previously, the Supreme
Court’s Travelers decision will make it more difficult for managed
care organizations to challenge these laws as preempted by ERISA.#

M “Deselection” and due process. Even in the absence of statu-
tory protection, physicians facing termination are bringing suit
against networks alleging denial of due process. Although due proc-
ess claims against private entities are more difficult to maintain than
against public bodies, plaintiffs may successfully argue that large
health care organizations are “tinged with a public purpose” or that
their exclusion impaired a “fundamental economic interest.”

Delta Dental Plan of California v. Banasky, a California appellate deci-
sion, held that judicial review of procedural fairness is available to
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physicians and dentists who contract with managed care plans.*
The ruling suggests that private entities may not arbitrarily exclude
or expel providers if “important economic interests are at stake.” In
Ambrosino v. Metropolitan Life Insurance Company, a federal district court
extended the Banasky decision, holding that providers have a
common-law right to fair procedures, including the right not to be
expelled from membership in provider networks for reasons that
are arbitrary, capricious, and/or contrary to public policy.®

M Defensive litigation. Litigation is often attractive to providers
who are attempting to preserve their livelihoods and inflict retribu-
tion on their perceived injurers. Subject to defenses of ERISA pre-
emption, one potential legal claim is tortious interference with busi-
ness relationships, reflecting physicians’ distress over the percep-
tion that long-standing professional relationships have been dis-
rupted and that their patients are now “owned” by managed care
companies.*® Employment-related suits—ranging from wrongful
termination claims to assertions of collective bargaining rights—
also are increasingly common as more physicians and other pre-
viously independent health professionals join the majority of nurses
as employees of provider institutions and managed care firms.#

Disgruntled physicians and hospitals that cannot compete in the
managed care marketplace may bring antitrust litigation alleging
behavior such as monopolization or boycotts as a last stand against
industry consolidation. Although government antitrust enforce-
ment actions have higher visibility, widespread private litigation,
with its extensive discovery and threat of treble damages, may be
more likely to influence the practices of managed care plans.

Law In The Postmodern Health Care System

Once unnecessary capacity has been eliminated, additional cost sav-
ings from managed care are possible only if demand for services is
substantially reduced.*® Countervailing pressures such as technol-
ogy and aging make this appear unlikely. In addition, as became
clear during the 1993-1994 health care reform debate, federal budg-
etary priorities constitute an important external constraint on
health spending. The specific legal and regulatory problems that
arise will vary based on contemporary perceptions of the principal
sources of medical expense. The level of government intrusive-
ness—from limiting tax-favored treatment of health insurance up to
and including the imposition of a nationally budgeted health care
system—is likely to depend on the number of tax dollars at risk.

B Health planning. The probable failure of cost containment
efforts solely through managed care may prompt renewed interest in
health planning, but in new ways not linked to traditional facility-
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based “certificates-of-need.” Because technologic advancement is
commonly regarded as the primary challenge to cost containment in
the managed care setting, policymakers may turn to technology
assessment and other systems of regulating medical innovations
that approach but do not offend public conceptions of “rationing.”

Possible strategies include extending Food and Drug Administra-
tion (FDA)-like regulation to nonpharmaceutical treatments; re-
quiring proof of cost-effectiveness in addition to safety and medical
effectiveness; channeling new therapies into carefully circum-
scribed clinical investigations that slow dissemination; and region-
alizing high-cost services to quasi-public referral centers where

‘both price and quantity can be controlled. Demographic changes
and the decreasing marginal benefit of restructuring acute care also
will inevitably focus attention on managing chronic care. However,
current managed care strategies of curtailing excess capacity and
achieving economies of scale may prove ineffective, given current
restrictions on funding for these services and long-standing pat-
terns of facility-based, process-oriented regulation.

M Criminal prosecution. Strict enforcement of civil and criminal
laws against fraud and other “misbehavior” remains a politically s——.—————
popular form of health care cost control, one whose support will system 23
increase as large managed care systems grow in prominence (and as CHANGE
once-celebrated organizations encounter financial difficulties). As
in the defense industry, sporadic but vigorous antifraud enforce-
ment also is likely to accompany more general failures in cost con-
tainment, particularly if government is responsible for payment.
This process is already being accelerated by “bounty-hunting” suits
that can yield large recoveries to private plaintiffs.*’

B Financial failure. Managed care is no different from many
other consolidating industries in that today’s boom will not con-
tinue indefinitely, which eventually will lead to an increase in busi-
ness failures and bankruptcies. Managed care shares with the airline
industry rapid deregulation leading to savage price competition de-
spite high fixed costs, and with the savings and loan industry inex-
perienced and previously sheltered competitors being encouraged
to engage in speculative practices. For example, provider risk bear-
ing, made possible by the current abundance of commercial reinsur-
ance capacity, may increase the likelihood of failure if economic
conditions change. The network structure of most managed care
organizations will tend to magnify the effects of individual failures
leading to disputes over performance of contractual obligations,
ownership of funds and other property, and the continuing respon-
sibilities of solvent affiliates.

Maxicare’s 1989 filing for federal bankruptcy protection, still the
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largest HMO failure to date, may foreshadow future events. The
federal judge with jurisdiction over the case scrupulously safe-
guarded the interests of the reorganizing debtor to the detriment of
other parties, requiring network physicians to maintain their affili-
ations with Maxicare and even prohibiting unaffiliated providers
from balance-billing patients.” Other HMO failures have been han-
dled in state insurance insolvency proceedings, protecting policy-
holders at the expense of the failed entity and its business credi-
tors.”> Which model of judicial involvement will be followed is any-
body’s guess and adds risk to managed care ventures.

Finally, an alarming possibility is that managed care is expanding
too rapidly given the price inelasticity produced by a high level of
direct and indirect public funding. Speculative business practices
such as imprudent assumption of capitated risk by provider groups
or leveraged acquisition by “mega-chains” may result in systematic
financial failure, potentially threatening care for large populations.
State guaranty funds and other protective mechanisms may prove
inadequate in such a circumstance, raising the specter of a federal
bailout reminiscent of the savings-and-loan debacle.

B Concluding remarks. [ have described developments in health
law that may occur over the next decade, linking them to processes
driving current changes in the health care system. Just as predic-
tions of an oil glut and the collapse of communism during the late
1980s would have been ridiculed by observers a decade earlier, the
future of health law will no doubt prove stranger than fiction, and
the limits of our imagination will only be apparent with hindsight.>
An outline of this paper was presented at a conference, “Emerging Liability Issues
in Managed Care,” sponsored by The Robert Wood Johnson Foundation Program
on Improving Malpractice Prevention and Compensation Systems (IMPACS),
Park City, Utah, 67 October 1995. The author thanks Bob Berenson, Jamie
Robinson, and three anonymous reviewers for helpful comments, and Neal
Kaufman for research assistance.
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