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Medical loss ratio (MLR) standards require health insurers to spend a minimum
portion of premium revenue on healthcare services, aiming to limit their profit
margins and administrative costs. However, the increasing trend of vertical
integration among insurers, pharmacy benefit managers (PBMs), and providers
may enable insurers to shift profits to affiliated entities not subject to MLR
requirements, creating new challenges for regulatory agencies tasked with
assessing and enforcing insurer efficiency.

MLR regulations

The minimum MLR requirement limits the amount of premium dollars that health insurers can use for administrative expenses or retain
as profit, ensuring that a minimum share of premiums is spent on claims and improvements to the quality of care.” If an insurer is unable
to meet a market-specific minimum threshold, the differential must be refunded to policyholders to ensure the portion of premiums
allocated to benefits is sufficient compared to the portion allocated to administrative expenses and profit.

PhRMA engaged Milliman to study how the increasing trend of insurers vertically integrating among healthcare entities can create
challenges for traditional MLR requirements. Vertical integration with PBMs, pharmacies, provider groups, or other entities in the
healthcare delivery system or pharmacy supply chain allows insurers greater flexibility in managing how MLR is reported, as they have
more discretion over how to characterize certain transactions between affiliated entities. Vertically integrated insurers can transfer
revenues to vertically integrated affiliated entities, sometimes capturing more profit at the organizational level than MLR limits for the
insurer would otherwise allow. This theoretical example highlights limitations of the traditional MLR model, which offers only a partial view
of the profitability of vertically integrated insurers. Studying actual cases of this dynamic happening in practice is beyond the scope of this
paper.

MLR standards

Provisions included in the Affordable Care Act (ACA) and the 2016 Medicaid managed care final rule contained three distinct but related
MLR provisions for individual and group commercial coverage, Medicare Advantage, and managed Medicaid. These provisions
represented the first nationwide minimum loss ratio standards applied to health coverage.??

An insurer's expenditures for care must meet a pre-determined threshold of retained premium (typically 80% for individual
(e.g., exchange) and small group commercial insurance, and 85% for large group commercial, Medicare Advantage, and most managed
Medicaid).# The formula used to determine MLR is calculated as the amount spent on benefits and quality improvement divided by
premiums after taxes and government fees.® The ratio is adjusted for risk stabilization programs and sequestration (where applicable).

' National Association of Insurance Commissioners. (n.d.). Medical loss ratio. Retrieved February 7, 2026, from https://content.naic.org/insurance-topics/medical-loss-ratio.

2 The ACA’s primary modifications to the generic loss ratio concept are the inclusion of care substitutes (activities that improve healthcare quality but are not medical services
themselves) with claims in the numerator and the adjustment of revenues to remove amounts beyond the insurer’s influence from revenues (e.g., taxes and government fees)
to focus on the revenue available to the plan to pay for benefits.

3 Centers for Medicare & Medicaid Services. (May 6, 2016). Medicaid and Children’s Health Insurance Programs (CHIP); Medicaid managed care, CHIP delivered in
managed care, and revisions related to third-party liability. Federal Register. Retrieved February 7, 2026, from
https://www.federalregister.gov/documents/2016/05/06/2016-09581/medicaid-and-childrens-health-insurance-program-chip-programs-medicaid-managed-care-chip-
delivered.

4 MLR thresholds and enforcement vary by state. See https://content.naic.org/insurance-topics/medical-loss-ratio.

5 KFF. (February 29, 2012). Explaining health care reform: Medical loss ratio. Retrieved February 7, 2026, from https://www.kff.org/affordable-care-act/fact-
sheet/explaining-health-care-reform-medical-loss-ratio-mlir/#:~:text=8,the % 20formula%20under%20health%20reform.
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The commercial MLR standard was introduced with the goal of “restraining premium growth by limiting the profit and administrative
costs of health insurers,”® while Medicare and Medicaid standards are treated as program integrity measures since the government
pays the cost of coverage.

CALCULATION MINIMUM MLR
MARKET PERIOD THRESHOLD COMPLIANCE REQUIREMENTS RECENT FIGURES

In 2023, insurers paid average rebates of $156
per person to 6.1 million consumers. MLR
rebates peaked in 2019, when 11.2 million
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o Lo
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Three-year rolling and small group:

Commercial

) 7 ) .
basis 85% for large group threshold.” States can establish higher consumers received rebates averaging $219 per
thresholds. 8
person.
. Can result in |psurer remittances owed to CMS, In 2022, insurers owed rebates totaling $422
Medicare o contract sanctions that prevent new enroliments o o
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- . . 9 for which data was reported.
eventual contract termination with Medicare.
MLR data must be reported by the insurer, but In 2019, 3% (15 of 463) of managed care and
Managed states are not required to collect rebates. States long-term care organizations owed remittances
Medi(?aid Annual 85% can choose to apply rebates by population and to states, as did 6% (6 of 104) of dental and
can specify higher thresholds. Rebates paid are behavioral health organizations, totaling over
shared by the federal government and the state. ! $175 million dollars. 2

MLRs in a vertically integrated world

In the years since MLR standards were established, there has been increased vertical integration among health insurers. In a vertically
integrated company, one parent organization—often led by the health insurer—fully or partially owns different levels of the supply chain,
such as PBMs, pharmacies, and healthcare provider groups.'® Each transaction that occurs between entities owned by the same parent
organization provides a potential opportunity for the parent organization to influence the related insurer's MLR by transferring funds
between affiliates (though we did not study the extent this actually occurs in practice). These complex arrangements can make measuring
consumer value using tools including MLR difficult. With this growth, there has been increased attention on MLR reporting practices for
vertically integrated companies. 415

Intercompany eliminations by definition

Intercompany eliminations are an accounting practice® in which transactions between two vertically integrated entities are not recorded
as a profit or loss because the parent company cannot record a profit or loss associated with doing business with itself. An intercompany
elimination is intended to ensure more accurate financial statements by removing any artificial profit or loss attributable to transactions
between entities owned by the same parent company.'”

Intercompany eliminations create a net zero impact across the parent company—they ensure the profit generated within each segment
of the business accrues to that particular segment. If components of a vertically integrated organization operate independently and
generate minimal cost efficiencies, the resulting financial statements for the vertically integrated entities will generally resemble financial
statements as if the business units operated separately.

6 National Association of Insurance Commissioners. (n.d.). Medical loss ratio. Retrieved February 7, 2026, from https://content.naic.org/insurance-topics/medical-loss-ratio.

7 This adjustment ensures the medical loss ratio is functionally independent of the state in which coverage is offered.

8 KFF. (n.d.). Total medical loss ratio (MLR) rebates in all markets for consumers and families. Retrieved February 7, 2026, from https://www.kff.org/affordable-care-act/state-
indicator/mlr-rebates-total/?currentTimeframe=4&sortModel=%7B %22colld%22:%22Location %22, %22sort%22:%22asc%22%7D.

9 Centers for Medicare & Medicaid Services (n.d.). Medical loss ratio. CMS.gov. Retrieved February 7, 2026, from https://www.cms.gov/medicare/health-drug-plans/medical-
loss-ratio.

10 Centers for Medicare & Medicaid Services (n.d.). Contract year (CY) 2022 medical loss ratio (MLR) data release file elements. CMS.gov. Retrieved February 7, 2026, from
https://www.cms.gov/files/zip/cy-2022-mir-data-release-file.zip.

" Medicaid. (n.d.) Medical loss ratio. Medicaid.gov. Retrieved February 7, 2026, from https://www.medicaid.gov/medicaid/managed-care/guidance/medical-loss-
ratio/index.html.

12 Centers for Medicare & Medicaid Services. (December 16, 2025). MLR summary reports. Data.Medicaid.gov. Retrieved February 7, 2026, from
https://data.medicaid.gov/dataset/743f9f04-4473-41e2-9da2-9a89db65ee55#data-table.

3 Fein, A.J. (May 7, 2024). Mapping the vertical integration of insurers, PBMs, specialty pharmacies, and providers: A May 2024 update. Drug Channels. Retrieved February
7, 2026, from https://www.drugchannels.net/2024/05/mapping-vertical-integration-of.html.

4 Brown, N.A. (June 20, 2023). Why do we tolerate our health insurance problem? MedPage Today. Retrieved February 7, 2026, from
https://www.medpagetoday.com/opinion/prescriptionsforabrokensystem/105086#:~:text=The%20Giant%20Medical%20Loss%20Ratio,tab%200r%20window%2C %20shiftin
9%20profits.

5 Alexander, P. (September 10, 2023). The Healthcare Breakdown No. 25: Breaking down how insurance companies make more money than you. The Healthcare
Breakdown. Retrieved February 7, 2026, from https://www.thehealthcarebreakdown.com/p/the-healthcare-breakdown-no-025-breaking.

6 PwC. (September 30, 2024). Intercompany profits and losses. US Equity Method of Accounting Guide. Retrieved February, 7, 2026, from
https://viewpoint.pwc.com/dt/us/en/pwc/accounting_guides/equity method of accounting/Equity method account/chapter 4/42_elimination_of.html#pwc-topic 1.

7 BlackLine. (n.d.). What are intercompany eliminations? Retrieved February 7, 2026, from https://www.blackline.com/resources/glossaries/intercompany-eliminations/.
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When the parent company is able to create additional cost efficiencies, they have discretion as to how these savings flow through the
various business segments. These savings may be reflected in lower overall premiums and passed through directly to members, as is
the general economic rationale used to justify vertical integration. Alternatively, the parent company may elect to recapture some of that
efficiency in the form of higher profits.

If any incremental profit is absorbed by the health insurer, then the MLR requirement still provides an effective limit on how much profit
can be recaptured. This creates an incentive for the parent company to shift profits away from the insurer to other entities not subject to
MLR requirements. If a vertically integrated parent company is able to successfully execute this strategy, the affected profits are no
longer limited by MLR. This practice is more likely to be effective in healthcare sectors with little or no competition, as the market will
have few alternative products to put an effective upper limit on this practice.

Intercompany eliminations in practice

Vertical integration is fairly common, but does not always result in avoidance of MLR rebates. Vertically integrated insurers may be subject
to firewalls between related entities, which may minimize this practice.’® Additionally, there have been several instances of vertically
integrated insurers paying MLR rebates.' While vertical integration does not completely eliminate MLR rebates, it still has the potential
to reduce the amount of rebate liability owed, though the lack of any publicly available transparent financial reporting data makes it difficult
to know how often this may occur.

Relevant regulations

Historically, MLR regulations were limited in their direct consideration of intercompany transactions. Initial regulatory language and
subsequent guidance has largely focused on the case where insurers contract with unrelated third-party vendors, instructing insurers to
exclude administrative expenses that would otherwise have been the insurer’s responsibility (including items such as network
development and claims administration).2%-2" In 2020 and 2021, MLR guidance more explicitly recognized many of the payment incentives
within the pharmacy supply chain, requiring claims to exclude any manufacturer rebates or price concessions received or retained by the
health plan or PBM.22 However, MLR regulations do not explicitly address the case where insurers contract with an entity that is under
common ownership, such as a PBM rebate contracting entity.

The use of rebate contracting entities is a growing trend among vertically integrated PBMs, who refer to these entities as group purchasing
organizations (PBM GPOs). Like PBMs, PBM GPOs aggregate purchasing power to negotiate rebates and fees with manufacturers.??
MLR regulations do not explicitly specify how insurers should treat rebates received and retained by PBM GPOs. Therefore, when an
insurer and a PBM GPO are related entities, these retained rebates may be treated as claims in the MLR calculation, even though the
funds are retained as profit within the vertically integrated organization. If the PBM GPO retains a larger share of rebates, the insurer's
MLR would increase (and would decrease if the PBM GPO retained fewer rebates). Additionally, two of the top PBM GPOs are based
outside of the United States, and are therefore subject to complex international tax laws which further complicate financial reporting and
potentially move some corporate profits outside of U.S. financial and regulatory systems without impacting the MLR calculation.?*

In 2022, federal regulators responded to cases of health insurers paying bonus and incentive payments to providers that functionally
served to transfer revenue to the provider in order to avoid MLR rebates by establishing a requirement that provider incentives be tied to
clearly defined, objectively measurable, and well-documented clinical or quality standards in order to be included in claims.?® However,
insurers are permitted to pay an affiliated provider at a higher reimbursement level than the market, which allows the insurer to report a
higher MLR without impacting organization-level profit and is a practice that has been observed in the market.2® The organization must
consider MLR implications against competitive market forces when setting reimbursement rates for intercompany transactions.

lllustrative example of supply chain reimbursement

Figure 1 shows how cash flows may appear in an MLR calculation. We show results for a standalone insurer without an intercompany
elimination, as well as for a hypothetical vertically integrated organization that owns the insurer, the pharmacy, and the PBM that
recognizes inter-entity transactions as intercompany eliminations. Insurers are permitted to pay an affiliated provider at a higher

8 New York State Department of Financial Services. (November 26, 2018). DFS approves CVS Health’s acquisition of Aetna Insurance Company of New York subject to key
conditions and ongoing oversight to protect New Yorkers. Retrieved February 8, 2026, from https://www.dfs.ny.gov/reports and_publications/press releases/pr1811261.

19 Centers for Medicaid & Medicare Services. (n.d.). Issuers owing rebates for 2023. CMS.gov. Retrieved February 8, 2026, from https://www.cms.gov/files/document/2023-
rebates-issuer.pdf.

20 |nitial regulations for each market can be found at https://www.federalregister.gov/d/2010-29596/p-620 (commercial coverage), https://www.federalregister.gov/d/2016-
09581/p-438 (Medicaid), and https://www.federalregister.gov/d/2013-12156/p-327 (Medicare).

2! There are numerous examples of additional guidance, for example https://www.medicaid.gov/sites/default/files/Federal-Policy-Guidance/Downloads/cib051519.pdf.

2 The requirement was specified in http://www.federalregister.gov/documents/2020/05/14/2020-10045/patient-protection-and-affordable-care-act-hhs-notice-of-benefit-and-
payment -parameters-for-2021, with a formal definition of rebates and other price concessions provided in https://www.federalregister.gov/d/2021-09102/p-1191.

2PBA Health. (April 28, 2022). What is a group purchasing organization? Elements. Retrieved February 8, 2026, from https://www.pbahealth.com/elements/what-is-a-group-
purchasing-organization/.

2 AffirmedRX. (n.d.). PBM GPOs—does your PBM have a GPO and do you know who they are? (The answers are “yes” and likely “no”). Retrieved February 8, 2026, from
https://affirmedrx.com/how-gpos-work/#:~:text=The%20GP Os%20associated % 20with%20the t0%20an%20already%20complex%20industry.

% Centers for Medicare & Medicaid Services. (May 6, 2022). Patient Protection and Affordable Care Act; HHS notice of benefit and payment parameters for 2023. Federal
Register. Retrieved February 8, 2026, from https://www.federalregister.gov/d/2022-09438/p-1755.

% Arnold, D.R., & Fulton, B.D. (November 2025). United HealthCare pays Optum Providers more than non-Optum providers. Health Affairs. Retrieved February 8, 2026, from
https://www.healthaffairs.org/doi/abs/10.1377/hlthaff.2025.00155?journalCode=hlthaff.
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reimbursement level than the market, which allows the plan to report a higher MLR without impacting organization-level profit.

FIGURE 1: ILLUSTRATIVE MLR CALCULATION

This illustration shows how the margins associated with intercompany payments may not be reflected in MLR reporting for vertically

integrated insurers.

= Value of care: Medical and pharmacy costs paid by an insurer reflect the cost of provider-administered services and the ingredient
cost of pharmaceuticals (less discounts and manufacturer rebates retained by the insurer or its PBM, and may or may not include
PBM GPO fees and rebates) plus the provider's margin.

=  Provider reimbursement: The negotiated amount paid from the insurer to the provider in exchange for medical and pharmacy

services, also known as the allowed cost.

=  Premium: The amount paid by the patient to the insurer in exchange for health insurance coverage. Premium is assumed to be of

the same value under both scenarios.

=  Administrative costs: These costs include the insurance entity’s operating costs, which are assumed to be of the same value under

both scenarios.
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[ ]
w
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$1,000

oﬁ $150
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Insurer
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®_

Provider

Value of Care
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Vertically Integrated Insurer
Leveraging Intercompany
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Standalone Insurer

£ 3150
Administrative

Elimination
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w
Patient
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$1,000
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Insurer
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@_

Provider
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Vertically Integrated Insurer
Leveraging Intercompany Elimination

Insurer Receives Premium 51,000 $1,000
Insurer Pays Provider $790 $810
Insurer Administrative Expenses $150 5150
Insurer Pre-MLR Margin 560 $40
Insurer MLR 79% 81%
MLR Rebate 510 50
Insurer Post-MLR Margin $50 $40
Provider Margin B0 $30

| Organizational Margin $50 $70

*Amounts shown are net of manufacturer rebates to PBMs and health plans, quality improvement expenses, taxes, and government fees.

As shown in Figure 1, the two insurers see differing results.

=  Standalone insurer

—  The insurer receives $1,000, spends $150 on administrative expenses, and pays the provider $790. The insurer is left with a
pre-MLR margin of $60 and an MLR of 79% ($790/$1,000).

—  The insurer does not reach the MLR threshold of 80% and therefore must pay an MLR rebate of $10 to reach the threshold.

—  The insurer is left with $50 of margin after paying the MLR rebate. There is no additional organizational margin for the standalone

insurer.
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= Vertically integrated insurer leveraging intercompany elimination

—  The insurer receives $1,000, spends $150 on administrative expenses, and pays the provider $810. The insurer is left with a
pre-MLR margin of $40 and an MLR of 81% ($810/$1,000).

— Because the insurer paid the provider a higher rate, this insurer does reach the MLR threshold of 80% and therefore does not
owe a rebate.

—  The insurer retains its $40 margin, which is supplemented by an additional $30 of margin from the provider who is owned by the
same parent company, resulting in an organizational margin of $70.

This example illustrates how reported insurer MLRs do not reflect the overall financial performance of a vertically integrated organization,
since MLR reporting is limited to the transactions of the health insurer alone. In this case, the vertically integrated insurer does not pay
an MLR rebate while the non-vertically integrated insurer does.

Applicability to pharmaceutical supply chain transactions

While Figure 1 centers on payments to providers for medical services, similar dynamics may occur in the pharmaceutical supply chain.
Figure 2 shows a case where a vertically integrated organization owns a PBM and a PBM GPO.

FIGURE 2: REBATE RETENTION IMPACT ON MLR

R:Ems Net Medical and Pharmacy Costs + GPO Rebates = MLR '
GPO Rebates: Premium
PBM .
Passes Through Net Medical and If'harmacy Costs = MLR
GPO Rebates: Premium

In this illustration:

= Ifthe PBM retains GPO rebates, reimbursement in the MLR calculation is increased (i.e., the insurer reports higher drug costs, which
can increase their MLR, all else equal).

=  |f the PBM passes through GPO rebates, reimbursement in the MLR calculation is reduced (i.e., the insurer reports lower drug costs).

Similar to the case with medical costs, the higher drug cost resulting from the PBM retaining GPO rebates can result in additional profit
to the organization if the incremental cost reduces an MLR rebate.

The future of MLR calculations

As discussed, the healthcare system has become increasingly vertically integrated. MLRs capture a limited view of the profitability of
vertically integrated insurers. Inter-entity transactions within the supply chain can give vertically integrated companies more flexibility to
comply with MLR requirements. In this section, we discuss some possibilities of how MLR standards may evolve to consider the complex
arrangements of vertically integrated organizations in the future.

=  Scrutiny and transparency over intercompany expenses: In late 2024, CMS proposed changes to Medicare Advantage MLRs,
in part to increase alignment with commercial market regulations.?” These requirements were not finalized, but proposed changes
included the following.

— Removing administrative costs from quality improvement expenses recognized in the MLR calculation

—  Establishing standards for provider incentives and bonus arrangements to better align payments with care outcomes

27 Centers for Medicare & Medicaid Services. (November 26, 2024). Biden-Harris administration announces Medicare Advantage and Medicare Part D prescription drug
proposals that aim to improve care and access to enrollees. CMS.gov. Retrieved February 8, 2026, from https://www.cms.gov/newsroom/press-releases/biden-harris-
administration-announces-medicare-advantage-and-medicare-part-d-prescription-drug#:~:text=In%20line %20 with
%20the%20Biden,compliant%20and%20misleading%20to%20consumers.
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—  Codifying requirements for the allocation of expenses
— Increasing transparency of MLR reporting

These requirements offer a means to partially consider organization-wide financials in MLR calculations. However, MLR calculations
are unlikely to require reporting of the full organization, as this may cause increased administrative burden on these organizations
and the results may be difficult to interpret. This is further complicated when comparing vertically integrated and non-vertically
integrated organizations, particularly when integrated business segments have different business models than non-vertically
integrated insurers.

= Usual and customary (U&C) benchmark approach: CMS reviews cash flows between the health insurer and any related parties
as part of the bid submission process for Medicare Advantage plans.?® It has been suggested that CMS could consider a similar
exercise as part of the evaluation of an insurer’s financial performance in the future.?® For example, CMS could exclude the
difference between reimbursement to the affiliated provider and a CMS benchmark from the MLR numerator, effectively eliminating
profit margin for the affiliated provider from the MLR calculation.

As organizational arrangements become increasingly complex, policymakers could consider a more holistic approach, incorporating
multiple metrics to evaluate an insurer’s financial performance and premium adequacy in lieu of an explicit MLR calculation compared
to a specified MLR benchmark.

28 Centers for Medicare & Medicaid Services. (April 5, 2024). Instructions for completing the Medicare Advantage bid pricing tools for contract year 2025. CMS.gov. Retrieved
February 8, 2026, from https://www.cms.gov/files/document/cy2025-ma-bpt-instructions20240405.pdf.

2 Frank, R.G., & Milhaupt, C. (June 29, 2023). Related businesses and preservation of Medicare’s medical loss ratio rules. The Brookings Institute. Retrieved February 8,
2026, from https://www.brookings.edu/articles/related-busin and-preservation-of-medicares-medical-loss-ratio-rules/.
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Caveats and limitations

This information was developed to provide an overview of Medicare Advantage, commercial, and managed Medicaid MLR requirements,
and discuss considerations for vertically integrated organizations. This information may not be appropriate and should not be used for
other purposes.

This report is intended for PhARMA and should be read in its entirety. PARMA may share this information with outside entities, with
Milliman’s permission. Milliman does not intend to benefit and assumes no duty or liability to other parties who receive this work product.
Any other parties should obtain their own professional advice appropriate to their specific needs. Any release of this report should be in
its entirety.

We relied upon publicly available information regarding MLR guidance. We accepted these items without audit. To the extent the data
and information is not accurate or is not complete, the values provided in this report may, likewise, be inaccurate or incomplete.

Michelle Robb and Jason Karcher are actuaries for Milliman and members of the American Academy of Actuaries. They meet the
qualification standards of the Academy to render the actuarial opinion contained herein. To the best of their knowledge and belief, this
information is complete and accurate, and has been prepared in accordance with generally recognized and accepted actuarial principles
and practices.

Solutions for a world at risk™

Milliman leverages deep expertise, actuarial rigor, and advanced CONTACT
technology to develop solutions for a world at risk. We help clients in the
public and private sectors navigate urgent, complex challenges—from
extreme weather and market volatility to financial insecurity and rising
health costs—so they can meet their business, financial, and social Jason Karcher

objectives. Our solutions encompass insurance, financial services, jason.karcher@milliman.com
healthcare, life sciences, and employee benefits. Founded

in 1947, Milliman is an independent firm with offices in major cities around
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