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Physicians once labored under gentlemen’s agreements to
provide medical care to patients. Such promises, inferred
from the physicians’ actions, became binding as contracts
implied in fact.1 With the advent of the modern health
care industry, safeguarding the exchange of medical services
along with cost-containment measures became a priority,
for which reason managed care contracts were developed.
Managed care organizations (MCOs), single entities coordi-
nating the finance and delivery of health care services,2

offered “boilerplate” contracts with uniform terms. These
standardized terms enhanced the calculation of risks for
health care companies, eliminated uncertainties, and reduced
costs for the MCO.3

Boilerplate contracts are important to understand
because they afford the physician little or no opportunity
to shop around for better terms since most of the MCOs
offer very similar things. This chapter outlines the con-
cerns that the physician should have in contracting with a
health care company. The following section briefly out-
lines the goals of managed care. Contracting issues of
importance for the health care provider are reviewed and
the ways in which contract conditions may affect reim-
bursement for physician services are discussed. Finally,
details of health care contracts that the physician should
be aware of before signing any agreement with an MCO are
reviewed.

MANAGED HEALTH 
CARE GOALS: EFFECT ON
CONTRACTING HEALTH 
CARE PROVIDERS
With traditional indemnity plans, patients had no incentive
to choose “economically efficient providers.” Physicians

did not need to control the number of services rendered
since under the cost-based payment systems, reimburse-
ments for services were based on “customary, usual and
reasonable” charges and payment was guaranteed. Costs
were of no consequence to the patient because a third
party (such as the employer) was footing the bill. This
resulted in overutilization of medical technology, highly
specialized physicians, in-hospital care, and surgical proce-
dures. Managed care was developed as a response to the
skyrocketing cost of health care.4

MCOs offer financial incentives and management controls
to deter patients from unnecessarily consulting physicians
and to prevent health care providers from overutilizing
health care services.5 Quality assurance (QA) controls are
implemented to assure “appropriate” care. Primary care
physician gatekeepers regulate the use of specialty and
ancillary services.6 Utilization management evaluates the
“medical necessity” of services for which claims are made
(while “medical necessity” is understood to mean that a
medical procedure or service must be performed only for
the treatment of an accident, injury, or illness and not be
considered experimental, investigational, or cosmetic,
there is no consensus in the courts as to the meaning of the
term).7 Concurrent (“pre-certification” or “pre-authorization”
of services to determine whether or not the costs will be
covered by the health care plan) and prospective review
(potential costs of treatment are reviewed to determine
whether or not a health care plan will cover the service) is
conducted.8

MCO cost-containment policies require that members
obtain their health care from a restricted list of “participating”
providers, who agree to accept lower compensation rates in
exchange for a larger patient base.9 The MCO controls the
selection of participating providers, utilizing strict physician
credentialing requirements, including “physician profiles,”
financial analyses of physicians’ practice patterns conducted
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so as to identify physicians who use health services effi-
ciently and less expensively. Managed care forces the
physician to reconcile his or her medical decisions with the
MCO’s cost-containment policies. If he or she provides
medically indicated treatments that are costly to the MCO,
his or her compensation may be diminished. If he or she
does not fit the profile the MCO seeks, he or she may not
be included on the MCO’s preferred provider list. If he or
she has already signed a contract with termination clauses
and flexible terms that change with time, and his or her
practice patterns are not economically efficient from the
MCO’s perspective, the contract may be terminated with-
out explanation (the MCO’s right to terminate a physician
“without cause” has been upheld by the courts and may be
treated by the courts as a matter of public policy).10

Financial incentives offered to health care providers
with less costly practice styles include a “withhold” (whereby
the health care plan retains a portion of the provider’s
reimbursement as a reserve to cover unexpected expenses;
if utilization of services does not exceed the MCOs budget,
some or all of the withhold is returned to the physician) or
a “variant-risk withhold” (where a physician who does an
above-average job of managing health care utilization
receives the full withhold in addition to a bonus payment).
Both types of withholds may be construed as “bribes” and
subject to criminal penalties since they encourage the
provider to implement fewer services.11

Participating providers function as independent contrac-
tors (a person who is hired to complete a specific project
but who is left to do the assigned work and to choose the
method for accomplishing it; he does not, upon commit-
ting a wrong while carrying out the work, create vicarious
liability for the employer who did not authorize the
wrongful act). Most jurisdictions view MCO provider
agreements as contracts between independent parties.12

The will of the employer is represented by the result of the
work and not the means by which it is accomplished. In
the case of an MCO, that work entails delivery of health
care services, although the method by which that health
care is supplied presumably is under the control of the
physician. The significance of being considered an inde-
pendent contractor for the physician is that he or she—
rather than the MCO—can be held liable for the manner in
which he or she carries out their work. Also, their partici-
pation in the plan can be considered terminable at the will
of the MCO.13

CONTRACTING AND
REIMBURSEMENT: HEALTH 
CARE PROVIDER CONTRACTS
Physician income has decreased in recent years as MCOs
increasingly control the marketplace.14 The threat implicit
in managed care contracts is that, if the physician does not
offer a discount acceptable to the plan, the plan will shift
its enrollees to a different health care provider.15

Contracting with MCOs may result in loss of the physician’s

professional independence since his or her medical judg-
ment may be directed by HMO payment decisions, espe-
cially denials of payment.16 The MCO is in a position to
enforce its cost-containment decisions under the guise of
QA. The provider can be penalized financially or their 
participation with the plan terminated when the MCO
simply does not credential him or her or it “deselects” him
or her from its provider list. Some deselection components
have included shifting requirements from board eligibility
to board certification; barring certain specialties based
upon alleged reduced utilization; patient satisfaction; and
so-called physician “performance factors,” including use of
ancillary services, number of hospitalizations, specialty
referrals, and number of services provided per health care
plan member as compared to other physicians in the same
specialty in the same or a similar community.17

Negotiation regarding termination clauses should spec-
ify termination both with and without cause, especially
since a health care plan may offer termination clauses that
are not fair to both parties. Such wording might appear as
follows: “This Agreement may be terminated (a) by MCO
at any time with or without cause upon thirty (30) days
written notice; and (b) by Physician at any time with or
without cause upon ninety (90) days advance written
notice.” This type of provision allows the plan to dispense
quickly with a physician, disrupting their cash flow abruptly
as opposed to the plan’s far longer (90-day) allowance to
adjust to the change, although the physician still has obli-
gations post termination for continuity of care of patients
until transition of their care to another provider (this
period of time may be as short as a few weeks or as long as
a year; may require that the physician continue care until
a patient is discharged from the hospital or until treatment
is completed; or until the insurer assigns the patient to
another participating provider).18

There are several other contract issues of concern for
physicians. The physician must pay for his or her own 
malpractice insurance.19 Typical wording for this type of
contract condition may appear as: “Physician shall provide
and maintain malpractice insurance subject to the
approval of MCO, and shall not be less than $1,000,000
per claim and $3,000,000 per year;” or “Physician at his
sole expense shall procure and maintain policies of general
and professional liability and other insurance as is neces-
sary to insure him and his employees against any claim for
damages arising by reason of personal injuries or death
occasioned directly or indirectly in connection with the
performance of services hereunder in connection with this
agreement.” Provisions such as exculpatory or indemnifi-
cation clauses (“hold harmless” clauses by which the
physician indemnifies the health care plan, thereby expos-
ing themselves to the risk of liability for actions of other
physicians or MCO policies that directly affect how a
patient’s care is managed) expose the physician to an unin-
sured risk since their malpractice policy will not cover 
for such possibilities20 and may prevent a physician’s mal-
practice attorney from bringing an HMO into the claim
even where the facts support HMO negligence. The physician
should be aware that even if a current contract does not
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contain an indemnification clause, an older version of the
same contract may contain such language. If the physician
contracted under that older version, he or she may be bound
by the indemnification clause even if the new contract
does not contain it.21

In past years, some MCO contracts included a clause for-
bidding the physician from recommending medical proce-
dures to patients not covered by the plan, or forbidding
them from discussing the financial aspects of their rela-
tionship with the MCO, such as financial incentives to
withhold care, etc. Such a “gag rule” might be worded as
follows: “Physician agrees not to make any communication
or take any action which undermines the confidence of
enrollees.”22

Term renewal and exclusivity of contract also should be
of concern to the contracting physician. Though most
health care contracts typically provide for automatic
renewal at the end of a particular period (often one year),
some contracts may not provide for renegotiation of the
terms. While the health care plan may contract exclusively
with a physician or physician group, any agreement by a
physician to contract exclusively with only one health care
plan calls for their giving up the right to participate in
other managed care business, which could be detrimental
to their practice. Another important point is that the con-
tract should not be assignable to any other party without
the physician’s prior written approval. The contracting
physician also needs to be aware that the MCO may 
not allow him or her to arrange practice coverage with
other physicians unless they also have contracted with the
same plan.23

The payment structure of the contract generally
involves one of two arrangements. One is the modified fee-
for-service for specialists (where the provider is reimbursed
for each service provided), a variation of which is the “dis-
counted fee-for-service” (a straight discount on charges or
a discount based on volume or a sliding scale). Other vari-
ations on fee-for-service include flat, global, or case rates.
The “flat rate” is a single fee paid for a procedure regardless
of how much time and effort the physician expends pro-
viding service. A “global fee” is a flat rate encompassing
more than a single type of service (e.g., postoperative care
and follow-up office visits included in a single surgical
reimbursement fee). Note that surgical subspecialties most
commonly use a relative value scale, such as the resource-
based relative value scale (RBRVS) or a fee allowance schedule,
where each procedure is assigned a relative value, which is
then multiplied by a conversion factor so as to arrive at a
payment. The fees in a fee allowance schedule are explicitly
defined in the contract. “Case rates” are single reimburse-
ments that combine both institutional and professional
charges into one lump sum.24

The other type of arrangement is the capitation fee (a
fixed payment to a physician to cover a specified set of
services, regardless of the actual number of services pro-
vided to each patient). 25 It is this type of contract that
MCOs typically will offer physicians in primary care fields.
Plans often will select providers caring for healthy popula-
tions unlikely to require costly medical attention, such as

pediatricians, internists, and family practitioners, since
preventive care is encouraged in these fields.26 Doctors are
considered cost-effective if they perform fewer procedures,
hospitalize fewer HMO subscriber patients, order fewer
diagnostic tests, write drug prescriptions in an effort to
avoid hospitalization, and minimize referrals to costly spe-
cialists. “Carve-outs” refer to medical services that are sep-
arated from a contract and paid under a different
arrangement.27

Utilizing some of these methods, MCOs can demand
that providers partly subsidize their state-funded benefits
plans. Specialists often are asked to assume a portion of the
economic responsibility of caring for certain populations
by furnishing services on a discounted fee-for-service basis.28

Typical wording for such contract conditions might be
exemplified by the following: “Member Physician author-
izes MCO to withhold from any fees payable to the Member
Physician such amounts as are deemed necessary by MCO
to allow Member Physician to share the risk of costs and
utilization in the state-funded Health Benefit Plan.” Other
contracts may call for physician payments consisting of a
percentage of the premium dollars collected from insured
population groups, thereby shifting risks onto the
provider.29 The best time for the physician to get conces-
sions regarding reimbursement is when the MCO is look-
ing to expand its network of providers, since it is at that
point that the physician is in a better position to negotiate
(e.g., physicians can compare reimbursement rates offered
by different health care plans and then choose a set 
number of CPT codes, suggesting the fees they would find
acceptable).30

CONTRACT ANALYSIS
Signing a Standard Health Care Contract

The typical physician practice reportedly has at least fif-
teen or more managed care contracts, with a significant
proportion of its income derived from the agreements it
has with MCOs.31 Yet, in most contracts, MCOs retain
complete control over reimbursement rates, payment
adjustments, and determination of the medical necessity
of all services provided. 

The MCO can determine at any time whether it con-
siders a service “medically necessary” and what criteria it
will implement in order to reimburse the provider.
Requirements stipulate that the physician is obligated to
care for any member enrolled in the plan and that he or
she is required to accept whatever reimbursement rate the
MCO designates as “appropriate.”32 Plans receiving state
funds offer lower reimbursement fees for services rendered
to certain populations. These fees range from 30% to 75%
of private market prices, the upper range going to less
expensive primary care services.33 For providers participat-
ing in plans that include “underprivileged” populations
insured through state-provided funds, the provider’s obli-
gation to serve those populations at significantly reduced
fees may not have been what he or she originally agreed to
but may be included in the health care plan’s fee schedules.
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Rates of reimbursement also vary from state to state and
between specialties. The most costly care is the least reim-
bursed, such as surgical and medical subspecialties, which
may not cover the physician’s expenses in maintaining a
medical practice. 34

While a physician contemplates reasonable payment for
his services, the definition of the word “reasonable” is
determined by the MCO, not by the physician. This may
be demonstrated by contract wording specifying that the
physician’s compensation for services be made in accor-
dance with the current MCO “reasonable” fee schedule.
Although, legally, “reasonable” is synonymous with “fair,
proper, just, moderate, suitable under the circumstances,”
35 the definition of “reasonable” usually is not provided in
the contract. Compensation is made in accordance with a
current MCO “reasonable” fee schedule, which the MCO
adjusts as it sees fit. Fee schedules usually are listed in an
exhibit according to CPT codes and do not appear in the
main text of the contract, but is merely referenced at some
point.36 Typical wording appears as phrases such as “incor-
porated by reference and attached as Exhibit X,” or “as set
forth in Section Y and incorporated by reference.” The
product offered by the health care contract is the opportu-
nity for the physician to participate in the health care plan.
The MCO directs patients to the preferred provider. If a
nonparticipating physician’s patients enroll in a particular
plan, the physician stands to lose that patient base unless
he also enrolls in the same plan. Since at least two of every
three privately insured Americans are now enrolled in
managed care plans, this may force the physician to find
work elsewhere or he or she may feel obligated to accept
the MCO’s terms without being able to negotiate.37

Despite this risk, some courts have found that a “take it
or leave it” contract may not necessarily be unconscionable,
assuming no disparity of bargaining power between the
parties negotiating the contract. However, the unilateral
ability to change contract terms, including fee schedules,
the addition of “new products” or benefit plans that the
physician must cover, the manner in which a contract may
be terminated, etc., represent a distinct advantage for the
insurer. Even so, contract law may not always relieve the
physician from the effect of a bad bargain since it assumes
that if a physician signs a contract, he or she has read and
understood it. 38

With respect to scope of services or “all products”
clauses, unless specifically stated in the agreement, the
physician should assume that he or she is obligated to per-
form all services relevant to their specialty. Nebulous lan-
guage, such as “services include, but are not limited to…”,
should be avoided. These “all products” provisions require
physicians who wish to participate in one health plan
offered by a particular insurer to participate in all health
plans that insurer may offer at any time. This means that
the physician promises to provide services to different
benefits programs administered by the insurer, which
allows the insurer to introduce new plans while commit-
ting that physician to provide medical services at compen-
sation rates determined by the insurer. If a new product or
benefit program uses a fee schedule lower than the one

that the physician originally negotiated for, he or she will
be stuck accepting lower reimbursement rates by virtue 
of their having agreed to participate in “all products.”39

The clauses allow the insurer to sell or rent the discounted
discount to other health care plans (referred to 
as “silent PPO’s”) that the physician did not originally 
contract with.40

Other contracts, for example, may contain language
stating that a physician who rejects certain amendments
will terminate an entire contract as well as their participa-
tion in all products offered by that same insurer. Variations
on these terms may depend upon the market dominance
of the particular insurer and the importance of the partic-
ular physician practice to the insurer in developing its net-
work of participating providers.41 However, dominance in
the market has placed the MCO in a stronger bargaining
position than the physician in recent years. 42 It is this
inequality that has driven physicians to seek redress in the
courts.

Ability to Negotiate Terms

Payment practice claims have arisen when MCOs delay
payment, limit reimbursements by paying for only one
service although the physician billed for multiple proce-
dures at the same time (“bundling”), pay for a less costly
service than that billed by the physician (“downcoding”),
or lower physician reimbursement rates in some geo-
graphic areas and not in others.43 Allegations have
included improper failure and/or refusal to pay submitted
claims promptly or as specified by the provider’s contract
terms, or paying the provider less than what was billed out.
In those situations where physician payment disputes
arose, litigation has ensued by medical groups, state med-
ical associations, and/or classes of providers. Antitrust suits
have ensued following claims arising from allegations of
MCO manipulation of prices for provider services, exclu-
sion of coverage for certain medical services (e.g., x-rays
performed in an orthopedist’s office, chemotherapy
administration in an oncologist’s office, etc.), or MCOs
refusing to contract certain types of providers (e.g., psy-
chologists, optometrists) often for unexplained reasons.
Providers have sued to compel entry into networks from
which they have been excluded or to recover damages sus-
tained as a result of their wrongful exclusion, alleging
antitrust violations. Other suits have been filed alleging
competition practices, alleging tortious interference with
business relationships, and seeking to hold the MCO liable
for lost income.44 Cases have been brought regarding the
enforceability of arbitration clauses, with plaintiffs alleging
that their ability to recover damages was hampered by
those clauses. In those cases where MCOs succeeded in
having potential class action suits dismissed based on
motions to compel arbitration, class action arbitration
complaints have been filed with the American Arbitration
Association.45

In the past, when health care providers tried to enhance
their bargaining position with MCOs by forming unions,
courts found their actions illegal because they restricted
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trade.46 However, an increasing number of lawsuits have
been filed by physicians in an effort to combat the prob-
lems these court decisions created. The most recent devel-
opment has been the influx of class action lawsuits brought
by physicians against the health care organizations they
contracted with, marked by the In re Managed Care multi-
district litigation brought in Florida in 2002, in which viola-
tions of the Racketeer Influenced and Corrupt Organizations
(RICO) Act were alleged. Many of the providers who filed
suit against the MCOs alleged breach of contractual pay-
ment obligations, or they challenged allegedly anticompet-
itive business practices as being fraudulent, representing
unfair competition, or breach of good faith and fair deal-
ing practices. Plaintiffs alleged that the plans ignored
“medical necessity” in making treatment decisions; refused
to provide physicians with adequate fee schedules despite
their being referenced in the contracts; manipulated CPT
procedure codes so as to downcode and/or bundle charges;
denied the use of modifiers on valid claims so as to reduce
physician payments; delayed payments to benefit from the
funds available through reimbursements lawfully owed to
physicians, thereby violating state contract and “prompt
payment” laws (which require that MCOs to pay claims
within a certain number of days—usually 30–45 days after
submission of medical claims—and impose payment of
interest should the claims be unpaid or paid in an untimely
fashion). While most of the MCOs initially opposed the
cases, most agreed to settle soon thereafter. One result of
these settlements was the institution of proactive measures
to avert further litigation, including the development of web-
based systems allowing providers to check on the status of
submitted claims.47

CONCLUSION
Physicians must understand that the meaning of “freedom
to contract” has changed with the degree of monopoly now
enjoyed by the MCO. The physician must be cognizant of
his or her rights and must be aware of the consequences
that may arise once he or she signs onto a particular health
care plan. Given the anxiety of both physicians and
patients regarding the affordability of health care, it is
notable that physicians often are not advised legally before
entering into a contract with an MCO. The important issue
of whether or not freedom of contract exists in health care
contracts depends upon the physician’s knowledge of the
various loopholes found in the language with which the
contract is crafted. For this reason, physicians should avail
themselves of legal counsel before signing a contract with
a health care company.
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