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HE FEDERAL EMPLOYEE RETIREMENT INCOME SECU-

rity Act (ERISA) looms like a colossus over the man-

aged care environment. Originally enacted to regu-

late employer-sponsored pension plans, the statute
also covers health care benefits established by self-insured
employers (with few exceptions, such as for governmental
employees). According to recent Department of Labor es-
timates, ERISA applies to approximately 125 million US citi-
zens.!

ERISA has created a regulatory vacuum by preempting
state regulation of managed care organizations (MCOs) and
drastically limiting state medical liability lawsuits against
MCOs, while providing minimal federal regulation in their
place.** For physicians, ERISA preemption has indirectly
caused courts to favor MCOs’ cost containment initiatives
over traditional notions of physician autonomy.” The treat-
ment a physician recommends is vulnerable to a managed
care utilization management process largely uncon-
strained by state regulation or liability law, inevitably re-
sulting in reduced physician autonomy.

The consequences of ERISA preemption lie at the heart
of proposed congressional patients’ rights legislation that
would restore the primacy of the patient-physician relation-
ship and permit state legal challenges to cost containment
programs. At issue is control over physicians’ clinical deci-
sions and the ability to challenge improperly operated cost
containment programs.

Because ERISA plays a vital role in the relationship be-
tween physicians and MCOs, it is important for physicians
to understand what ERISA is, how it operates, and how it
influences clinical decision making and physician au-
tonomy in the managed care era. In this article, we outline
ERISA’s major provisions, analyze trends in ERISA litiga-
tion applicable to physicians, and conclude by discussing
the policy implications and significance of these trends for
physician autonomy.

AN ERISA PRIMER
Overview

Congress enacted ERISA in 1974 primarily to regulate pen-
sion plans, but it also included health benefit plans within
its scope.® ERISA’s goals are to establish uniform national
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The Employee Retirement Income Security Act (ERISA), en-
acted in 1974 to regulate pension and health benefit plans,
is a complex statute that dominates the managed care en-
vironment. Physicians must understand ERISA's role in the
relationship between themselves and managed care or-
ganizations (MCOs), including how it can influence clini-
cal decision making and physician autonomy.

This article describes ERISA’s central provisions and how
ERISA influences health care delivery in MCOs. We ana-
lyze ERISA litigation trends in 4 areas: professional liabil-
ity, utilization management, state legislative initiatives, and
compensation arrangements. This analysis demonstrates
how courts have interpreted ERISA to limit physician au-
tonomy and subordinate clinical decision making to MCOs'
cost containment decisions. Physicians should support ef-
forts to amend ERISA, thus allowing greater state regula-
tory oversight of MCOs and permitting courts to hold
MCOs accountable for their role in medical decision
making.
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standards, safeguard employee benefits from loss or abuse,
and encourage employers to offer those benefits. To achieve
these objectives, ERISA imposes strict requirements on pen-
sion plan administrators for reporting and disclosure,” par-
ticipation and vesting,® funding,” and performance of fidu-
ciary obligations.!® ERISA does not mandate that employers
offer benefit plans, but provides a structure for national uni-
formity of administration once such plans are extended.

Only a few of these requirements apply to health benefit
plans, in part because Congress did not pursue the impli-
cations of regulating both pension and health benefit plans
under 1 statute. Nor could Congress have anticipated the
dominance of the managed care model. As a result, ERISA
provides almost no federal regulation of health plans. Nev-
ertheless, ERISA has 3 provisions that directly affect phy-
sician autonomy: ERISA’s preemption clause, its limited re-
medial scheme, and its fiduciary duty obligation.
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ERISA's Preemption Clause

Traditionally, states are responsible for regulating health care
delivery, and litigation against health care providers is re-
solved under state law. Medical liability lawsuits are rarely
heard in federal courts. ERISA alters the traditional ap-
proach by preempting state law, which means that state laws
purporting to regulate health plans may not be enforced in
any court.' In this context, state laws include legislation and
regulations, such as those mandating particular benefit cov-
erage, and most medical liability actions targeting MCOs.

Courts have interpreted the preemption clause broadly
to prevent enforcement of state laws ranging from laws pro-
tecting the patient-physician relationship to litigation chal-
lenging how cost containment initiatives are implemented.
The courts have held that Congress intended such broad pre-
emption of state law to allow a multistate employer to offer
a single, nationally consistent plan to all its workers with-
out the cost and inconvenience of complying with contra-
dictory state regulations, legislation, or litigation. National
uniformity conforms with congressional intent to keep the
costs of administering an employee benefit plan (EBP) low
to encourage employers to offer health care coverage.'

In assessing whether a particular state law is prohibited,
courts look sequentially to each of the 3 parts of the preemp-
tion provision. First, courts must decide whether the state
law “relates to” an EBP.” In doing so, courts consider whether
the challenged law burdens the administration of plan ben-
efits or has only a remote impact on them. Courts generally
hold that ERISA preempts state laws that bind employers or
plan administrators to particular benefit choices or that pre-
clude the uniform administration of an EBP.'* For example,
a state lawsuit challenging a benefit determination, such as
an MCO’s denial of additional hospital coverage, “relates to”
a health plan because that challenge would require the court
to interpret the plan’s benefits, hence binding the adminis-
trator to certain actions. But laws with only a remote or in-
cidental effect on plan administration, such as a surcharge
on hospital services, may not “relate to” the EBP.

A law is not preempted merely because it “relates to” a
plan. Courts must also interpret 2 qualifying provisions, the
savings clause and the deemer clause. ERISA’s savings clause
provides that laws regulating the business of insurance, even
if they “relate to” a managed care plan, will not be pre-
empted. This allows states to continue to enforce state laws
governing the business of insurance by saving state regula-
tion of health insurance, such as solvency requirements, from
preemption.

In turn, the deemer clause qualifies the savings clause. The
deemer clause prevents states from deeming (or character-
izing) an ERISA-covered plan as the business of insurance.
States may not characterize a self-funded plan as an insurer
to circumvent the effect of the “relates to” clause.

As an example of how these terms interact, consider a state
law mandating certain health insurance benefits. That law
“relates to” an ERISA plan since it would involve the struc-
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ture of plan benefits. Even though the legislation would be
saved from preemption insofar as it regulates EBPs that pur-
chase traditional insurance policies, it would still be pre-
empted if, for example, a state attempted to apply the stat-
ute to a self-funded EBP. Under the deemer clause, a self-
funded EBP cannot be an insurer.

ERISA's Limited Remedies

Although much state litigation is preempted, ERISA pro-
vides some relief for injuries to health plan participants through
its civil enforcement scheme. A plan participant or benefi-
ciary may bring a civil action against an administrator who
fails to comply with a request for information about the plan,
to recover claimed benefits, to enforce rights under the terms
of the plan, or to clarify rights to future benefits."> A plan par-
ticipant may also bring suit against a plan fiduciary who
breaches any fiduciary duties and may seek to enjoin prac-
tices that violate ERISA or the terms of the plan.

Even if victorious, a plan participant can usually only re-
cover the amount of the benefits that should have been pro-
vided, as well as certain incidentals such as attorneys’ fees. This
is a decidedly more limited remedy than what is usually avail-
able under state law, through which the patient might be able
to recover damages for any economic losses, noneconomic
damages for pain and suffering, and possibly punitive dam-
ages (especially in cases alleging bad faith insurance denial).'®

Take, for example, a challenge to an improperly denied
benefit filed in state court. If the MCO successfully invokes
preemption, the plaintiff will be forced to sue instead un-
der ERISA’s limited civil enforcement scheme. Effectively,
this insulates the MCO from exposure to monetary dam-
ages, except for what it would have paid (the amount of the
denied benefit) in the first place.

Fiduciary Duties

ERISA imposes a fiduciary duty on those who make discre-
tionary decisions on behalf of the EBP. A fiduciary must dis-
charge his/her discretionary functions “solely in the interest
of the participants and beneficiaries” of the plan.'” In many,
but not all cases,'® courts have held that MCOs are subject
to this fiduciary duty when making certain decisions, such
as reviewing the appropriateness of a physician’s treatment
recommendations.'® On the other hand, MCOs and employ-
ers are not considered fiduciaries for establishing or chang-
ing the terms of the plan. Thus, the fiduciary duty extends
only to decisions made once the plan is in place.?*?! Employ-
ers must provide whatever health benefits they promise but
need not offer plans at all and can change what they offer af-
ter giving plan beneficiaries proper notice.

In exercising the fiduciary duty, an obvious problem is
that the clinical needs of one patient may conflict with the
MCO’s economic interests. Increasingly, disappointed plan
participants have sued for breach of fiduciary duty, often
challenging the denial of physician-prescribed benefits, es-
pecially when there is a potential conflict of interest.?
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To determine whether an MCO breached its fiduciary duty
when denying plan benefits (ie, that the denial is not solely
in the interest of the participant), courts use different lev-
els of scrutiny based on the amount of discretion granted
to the MCO under the EBP. Generally, courts are very def-
erential, upholding the plan administrator as long as the de-
cision was not arbitrary and capricious.”*** In most cases,
courts have equated compliance with the terms of the EBP
as, by definition, acting “in the interests” of the plan par-
ticipant. In this sense, the court limits its review to ensur-
ing that the MCO reasonably comported with the terms of
the EBP.” As a result, MCOs retain power vis-a-vis physi-
cians by controlling the interpretation of EBP terms (in-
cluding medical necessity). But in a case from which the plan
profits directly from the denial, the potential conflict of in-
terest must be considered a factor in deciding whether there
was an abuse of the fiduciary’s discretion.

RECENT CASE TRENDS
MCO Malpractice Liability

For many years, courts have monitored quality of care
through medical liability lawsuits. Originally, physicians were
the targets of such suits, then hospitals were added, and now
MCOs have been held liable under state tort law.

When a patient receives care under a health plan not gov-
erned by ERISA (as when a person buys his/her own health
insurance), MCOs have been held directly liable for their
own actions, such as the failure to maintain safe and ad-
equate facilities, select and retain competent physicians, over-
see all patient care within the institution, and ensure qual-
ity care.’” Managed care organizations can also be held
vicariously (indirectly) liable for malpractice committed by
physicians who are independent contractors. The primary
factors affecting whether a court will impose vicarious li-
ability include the amount of influence the MCO has over
the clinical decision, patients’ perceptions of the relation-
ship between the physician and the MCO, and the manner
in which the health plan is marketed. Managed care orga-
nizations operating in contexts other than ERISA may also
be subject to state consumer protection or bad faith insur-
ance laws for improper processing of claims that results in
delayed or denied care.'® In non-ERISA cases, courts are es-
sentially following the pattern of establishing liability that
was applied to hospitals beginning in the 1960s.%®

Managed care organizations covered by ERISA operate un-
der different rules. ERISA preempts many state law claims
alleging that the MCO’s denial or delay in care caused an
adverse medical outcome. Those types of lawsuits may be
brought in federal court as actions under ERISA’s civil en-
forcement scheme, but the limited remedies available ef-
fectively insulate MCOs from liability and, therefore, ac-
countability for these medical outcomes. Liability may be
borne instead entirely by physicians. The practical effect is
that MCOs often control resource allocation, but physi-
cians (and patients) bear the costs when resource alloca-

©2000 American Medical Association. All rights reserved.

ERISA LITIGATION AND PHYSICIAN AUTONOMY

tion decisions produce adverse outcomes. In these cases, the
patient’s only remedy is to sue the physician, regardless of
how much influence over the clinical decision the physi-
cian actually exercised.

Courts have not been consistent in deciding whether all
or merely some state law claims against MCOs will be pre-
empted. Until recently, led by early Supreme Court doc-
trine, lower federal courts have interpreted the phrase “re-
lates to” very broadly, preempting most state law tort suits
challenging health plan innovations and medical deci-
sions. For example, courts generally have held that chal-
lenges to delayed or denied care relate to an EBP and are
preempted,® including litigation alleging that the struc-
ture of the EBP was responsible for poor medical out-
comes. But in New York State Conference of Blue Cross and
Blue Shield Plans v Travelers Insurance Co,* the Supreme
Court permitted New York State to impose a tax on all in-
surers except Blue Cross and Blue Shield, reasoning that a
uniform tax only tangentially relates to ERISA plan admin-
istration. This decision signaled a scaling back on the breadth
of preemption. After this decision, courts have been less vig-
orous in finding ERISA preemption.

Narrowing preemption has inspired other related changes.
The most important change is that courts have erected a criti-
cal distinction between state tort law challenges to the tech-
nical quality of care (ie, liability claims for substandard clini-
cal care) and state law challenges to the quantity of care
(involving improper plan benefit decisions). The latter must
be brought in federal court subject to ERISA’s limited rem-
edies; the former would be heard in state court.

In practice, the quantity/quality distinction may signal a
nascent trend toward holding MCOs accountable at least in
some circumstances, especially, if courts strain to charac-
terize a dispute as involving quality. By way of example, the
court in Bauman v US Healthcare, Inc® recently held that
the defendant’s policy of discharging a newborn within**
hours without adequately considering the medical appro-
priateness in a given case could be challenged in state court
as substandard quality of care. As their liability expands,
MCOs may begin to reconsider the ways in which they re-
view clinical decisions, as the United Healthcare decision®
signaled recently by shifting greater clinical authority back
to physicians. It is one thing to deny treatment when po-
tential liability rests with the treating physician, but it is an-
other to deny the claim when the organization might also
be held responsible.

Consider, for example, state litigation seeking to hold an
MCO indirectly liable for the actions of an affiliated physi-
cian. Because substandard care is litigation about the qual-
ity of care and not the quantity of benefits, the case will prob-
ably be heard in state court. And because state courts assess
liability based in part on the amount of influence the MCO
exerts over clinical decision making, MCOs may seek to avoid
liability by loosening their control below the threshold re-
quired by state law. The result is increased physician au-
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tonomy. While this result is what we anticipate, greater li-
ability exposure could alternatively lead an MCO to protect
itself by exerting stricter oversight of clinical decisions. Ex-
actly how MCOs respond will need to be studied.
Preemption is not the only area in which this trend to-
ward judicial reconsideration may be emerging. In recent
years, many lawsuits charging MCO misconduct that re-
sulted in adverse outcomes from delayed or denied care have
been cast as breaches of fiduciary duty under ERISA.* No
patient has yet recovered a judgment in such a case**; but
to the extent such suits are successful, MCOs might be less
likely to second-guess clinical decision making. To date, the
decisions have been inconsistent and no truly coherent doc-
trine has yet emerged. Most courts have explicitly refused
to be the agents of a major overhaul of ERISA doctrine, pre-
ferring to leave such a role in the legislative arena.’

Utilization Management

A central aspect of the managed care environment is the emer-
gence of new organizational forms, including utilization man-
agement processes, which have mixed clinical and financial
functions. Managed care organizations rely heavily on utili-
zation management techniques, such as preauthorization for
high-cost medical interventions, to reduce costs. The more
courts uphold utilization management decisions, the less con-
trol the treating physician has over the clinical encounter.
In state cases for which ERISA does not apply, courts have
held generally that physicians and MCOs may share liabil-
ity for bad outcomes.’* By contrast, ERISA preemption
clearly shields MCOs from liability in state courts for uti-
lization management decisions, even when these are argu-
ably medical and not merely administrative in nature. So
far, federal courts have uniformly held that utilization man-
agement decisions relate to benefit plans and are pre-
empted, regardless of whether medical care recommended
by the treating physician is denied. For instance, in Danca
v Private Health Care Systems Inc,’” the court supported the
prevailing view that a utilization review dispute was pre-
empted by ERISA because it is part of the process used to
assess a benefit dispute.®® And in Corcoran v United Health
Care Inc,” the court concluded that United’s utilization man-
agement program, whose denial of hospital care resulted in
the death of a fetus, made medical decisions in the context
of determining benefits. Accordingly, the court preempted
Corcoran’s lawsuit under ERISA. By holding that the ad-
ministrative aspect of the utilization management process
trumps the medical aspect (ie, that it is more a quantity than
a quality decision), the federal courts, through ERISA, pro-
vide wide latitude for health care plans to control costs, at
the possible expense of both individual access to health care
services and the treating physician’s clinical autonomy.

State Legislative Initiatives

As part of the backlash against managed care, many state
legislatures have tried to safeguard physician autonomy. This
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legislation has ranged from prohibiting gag clauses to com-
prehensive reforms designed to limit the primacy of cost con-
tainment strategies. In many instances, courts have ruled
that these laws are preempted by ERISA, although the de-
cisions are by no means uniform. Such rulings have essen-
tially negated state legislative attempts to restore physician
autonomy and have reinforced health plan control over clini-
cal decisions.

The most extensive attempt to regulate MCOs is the Texas
statute* requiring an external appeals process for health care
denials and allowing subscribers to sue the MCO for poor
quality of health care. A federal district court recently up-
held the right to sue, based on the quality/quantity distinc-
tion, yet overturned the external grievance process as pre-
empted by ERISA.*' Although the case is on appeal, that the
court preempted the external review process as a law “re-
lating to” an EBP is an indication of the ERISA-created hurdles
facing state laws that try to bolster clinical autonomy.

Just as troublesome, the current uncertainty in ERISA liti-
gation makes it difficult, if not impossible, to predict which
state laws will be preempted. As an example, courts have
split on whether any willing provider laws are preempted
by ERISA.*# Any willing provider laws would require MCOs
to contract with any provider willing to meet the MCO’s es-
tablished criteria and are intended to preserve patient choice
of physician.

Compensation Arrangements

Another important cost containment mechanism used by
MCOs is to provide financial incentives to plan physicians
to restrain costs. For instance, salary withholds and bo-
nuses are used as compensation incentives for limiting re-
ferrals to specialists and other high-cost procedures. No court
has yet ruled that these financial incentives violate public
policy, though some non-ERISA cases have permitted chal-
lenges to be tried before a jury.*

ERISA does not regulate how MCOs create incentive struc-
tures to motivate contracting physicians’ compliance with cost
containment measures. More importantly, ERISA preemp-
tion may prevent states from trying to regulate such com-
pensation and incentive arrangements through tort law or leg-
islation. A typical case is Lancaster v Kaiser Foundation Health
Plan of Mid-Atlantic States Inc,” in which the court held that
the plaintiff’s state law claim alleging negligence in estab-
lishing and operating an incentive program that encouraged
physicians not to prescribe certain expensive tests and not
to refer to specialists, was preempted by ERISA. The plain-
tiff claimed that this program was a substantial factor in her
physicians’ failure to diagnose her brain tumor for 5'/ years
until it had invaded 40% of her brain. The court character-
ized the establishment and operation of this incentive scheme
as an administrative decision affecting the provision of ben-
efits and therefore dismissed the claim as preempted.

Not all courts have agreed.”® A more recent case perhaps
presages a different direction based on breach of ERISA fi-
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duciary duties (with, of course, the corresponding limit on
remedies under ERISA). In Herdrich v Pegram,*” the court
held that a patient could sue for breach of fiduciary duty
based on an allegation that the nature of incentive arrange-
ments between the MCO and the physicians caused her to
be deprived of proper medical care and that the MCO reaped
economic gain from this deprivation. Even though the Her-
drich court specifically noted that the existence of eco-
nomic incentives would not automatically be tantamount
to a breach of fiduciary duty, this case is a potentially sig-
nificant extension of the rationale advanced in non-ERISA
cases. If read broadly and followed by other courts, this case
could augur an attack on the underlying financial incen-
tives at the core of managed care, perhaps by seeking to en-
join their use.” However, Herdrich may represent a legal
theory that is viable only in an extreme case in which “a fi-
duciary jettisons his responsibility to the physical well-
being of the beneficiaries in favor of loyalty to his own fi-
nancial interests,”* and the Supreme Court has agreed to
review the decision.

COMMENT

ERISA has played an important role in facilitating, and per-
haps stimulating, the development of managed care. But this
undeniable policy benefit has come at a high cost to some
individual plan subscribers and to physicians. From a policy
perspective, ERISA has created a regulatory vacuum in which
states cannot act and there is no comparable federal regu-
latory mechanism. From a legal perspective, ERISA has es-
sentially insulated MCOs from liability by blocking state
courts from resolving litigation challenging managed care
practices. From a clinical perspective, ERISA has facili-
tated reductions in physician autonomy relative to health
plan influence over clinical decisions.

Policy Consequences

This analysis suggests several consequences of importance
to physicians. First, the effect of judicial interpretations of
ERISA is to subordinate physician autonomy and the patient-
physician relationship to managed care cost containment
goals. Implicitly, ERISA reinforces the status quo of the health
care delivery market and hence managed care’s current mar-
ket domination.

Second, perceiving themselves bound by ERISA, courts
do not champion either physician autonomy or the patient-
physician relationship. Courts that once protected physi-
cian autonomy, are no longer doing so.* Judges repeatedly
suggest that complaints against managed care should be taken
to the legislative branches of government rather than to the
courts. Since state legislative initiatives are often barred by
ERISA preemption, Congress appears to be physicians’ best
hope for change or relief. As of this writing, congressional
action to amend the preemption provision (so that state leg-
islatures and courts may act with fewer constraints) or to
create new federal regulations similar to recent state initia-
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tives appears to be unlikely. During the 1999 session, the
House of Representatives enacted a bill that would permit
patients to sue MCOs for damages in state courts, but the
Senate bill does not contain a right-to-sue provision. Al-
though House and Senate conferees have been meeting to
reconcile the 2 bills, the prospects for enactment are slight,
in part because the House conferees are largely opposed to
the right-to-sue provision.

Regardless, physicians should continue to support at-
tempts to remove ERISA preemption. Even though treat-
ing physicians would remain accountable, MCOs should also
be held accountable for both financial decisions that affect
clinical treatment and for their implicit role in making medi-
cal decisions. Physicians should not be left in the unten-
able position of being entirely responsible for cost contain-
ment provisions over which they have almost no control.
By exposing MCOs to similar liability considerations, MCOs
will not be able to influence medical decisions with impu-
nity, which may enhance physician autonomy.

Short of eliminating ERISA preemption, Congress could
also amend ERISA by expanding on the available remedies.
Consistent with the goal of maintaining national unifor-
mity, Congress could retain preemption but allow individu-
als to sue for monetary damages in federal court for an ERISA
violation. Congress could also direct the US Department of
Labor (as the appropriate regulatory agency) to develop regu-
lations that would more effectively protect the patient-
physician relationship. For instance, regulations might ad-
dress patients’ rights to notice of a denial of care and to an
external grievance panel.

Physician Autonomy

An assumption animating this article is that deference to phy-
sician autonomy is a desirable goal for better patient care.
To some, that proposition may not be self-evident. After all,
public concern with rising health care costs and perceived
harms from overtreatment in the fee-for-service era led di-
rectly to managed care’s cost containment innovations and
concomitant restrictions on physician autonomy as public
policy objectives. Indeed, constraints on physician au-
tonomy predate the effects of ERISA litigation.”

Thus, one scenario suggests that if Congress removes ERISA
preemption and helps restore physician autonomy, man-
aged care’s cost containment goals may be difficult to achieve.
This outcome seems unlikely given the current policy envi-
ronment. Another possible scenario is that MCOs might re-
spond to eliminating ERISA preemption by imposing more
aggressive utilization management controls, ironically reduc-
ing physician autonomy below what it is under current fi-
nancial incentives. Yet there is no indication that MCOs are
eager to accept the additional liability consequences that may
result from greater control over clinical decisions.

No matter whether Congress changes ERISA preemp-
tion or expands ERISA’s limited remedies, the tensions among
physicians, MCOs, and patients will not be resolved easily.
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Even if there are some downsides to physician autonomy,
patient care ultimately depends on the treating physician’s
ability to maintain patient trust while balancing patient de-
mands for high-quality care with the MCO’s legitimate cost
containment efforts. In truth, these cost containment pro-
grams are needed corrections to an unsustainable fee-for-
service system, and many physicians have worked effec-
tively to mediate managed care’s constraints. Yet, inevitably,
some patients will not be well served by this system. Either
there will be undue delay in arranging health care, or ben-
efits will be denied that should have been provided. In those
situations, holding MCOs legally accountable provides in-
centives for better health care plan administration. ERISA
preemption simply goes too far in removing the liability threat
for improper undertreatment.
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