S. HrG. 119-187

MODERNIZING HEALTH CARE:
HOW SHOPPABLE SERVICES
IMPROVE OUTCOMES AND LOWER COSTS

HEARING

BEFORE THE

SPECIAL COMMITTEE ON AGING
UNITED STATES SENATE

ONE HUNDRED NINETEENTH CONGRESS

FIRST SESSION

WASHINGTON, DC

OCTOBER 22, 2025

Serial No. 119-16

Printed for the use of the Special Committee on Aging

&R



MODERNIZING HEALTH CARE: HOW SHOPPABLE
SERVICES IMPROVE OUTCOMES AND LOWER COSTS



S. HrG. 119-187

MODERNIZING HEALTH CARE:
HOW SHOPPABLE SERVICES
IMPROVE OUTCOMES AND LOWER COSTS

HEARING

BEFORE THE

SPECIAL COMMITTEE ON AGING
UNITED STATES SENATE

ONE HUNDRED NINETEENTH CONGRESS

FIRST SESSION

WASHINGTON, DC

OCTOBER 22, 2025

Serial No. 119-16

Printed for the use of the Special Committee on Aging

&R

Available via the World Wide Web: http://www.govinfo.gov

U.S. GOVERNMENT PUBLISHING OFFICE
61-906 PDF WASHINGTON : 2025


http://www.govinfo.gov

SPECIAL COMMITTEE ON AGING
RICK SCOTT, Florida, Chairman

DAVE McCORMICK, Pennsylvania KIRSTEN E. GILLIBRAND, New York
JIM JUSTICE, West Virginia ELIZABETH WARREN, Massachusetts
TOMMY TUBERVILLE, Alabama MARK KELLY, Arizona

RON JOHNSON, Wisconsin RAPHAEL WARNOCK, Georgia
ASHLEY MOODY, Florida ANDY KIM, New Jersey

JON HUSTED, Ohio ANGELA ALSOBROOKS, Maryland

MCcKINLEY LEWIS, Majority Staff Director
CLAIRE DESCAMPS, Minority Staff Director

Im)



C ONTENTS

Page
Opening Statement of Senator Rick Scott, Chairman ...........cc.cccccceenenne 1
Opening Statement of Senator Kirsten E. Gillibrand, Ranking Member 3
PANEL OF WITNESSES
Mark Cuban, Co-Founder, Entrepreneur, Cost Plus Drugs, Dallas, Texas ........ 5
Dr. G. Keith Smith, MD, Co-Founder, Surgery Center of Oklahoma, and
the Free Market Medical Association, Oklahoma City, Oklahoma .................. 7
Dr. Don Moulds, Ph.D., Chief Health Director, CalPERS, Sacramento, Cali-
o) 11 = NSRRIt 8
Dr. Jeanne Lambrew, Ph.D., Director of Health Care Reform, and Senior
Fellow, The Century Foundation, New York, New York ........cccccoocvvvviinnnnnen. 10
APPENDIX
PREPARED WITNESS STATEMENTS
Mark Cuban, Co-Founder, Entrepreneur, Cost Plus Drugs, Dallas, Texas ........ 46
Dr. G. Keith Smith, MD, Co-Founder, Surgery Center of Oklahoma, and
the Free Market Medical Association, Oklahoma City, Oklahoma .................. 48
Dr. Don Moulds, Ph.D., Chief Health Director, CalPERS, Sacramento, Cali-
FOTTIIA oottt ettt ettt e bt e et eebe e et e e taeeabe e teeenbeenaeeenbeenneas 50
Dr. Jeanne Lambrew, Ph.D., Director of Health Care Reform, and Senior
Fellow, The Century Foundation, New York, New York ........cccccccccoivinninnnnen. 55
QUESTIONS FOR THE RECORD
Mark Cuban, Co-Founder, Entrepreneur, Cost Plus Drugs, Dallas, Texas ........ 67
Dr. G. Keith Smith, MD, Co-Founder, Surgery Center of Oklahoma, and
the Free Market Medical Association, Oklahoma City, Oklahoma .................. 68
Dr. Don Moulds, Ph.D., Chief Health Director, CalPERS, Sacramento, Cali-
FOTTIIA oottt ettt et e et e st e e bt e e b e et e eabe e teeenbeenaeeenbeennas 69
Dr. Jeanne Lambrew, Ph.D., Director of Health Care Reform, and Senior
Fellow, The Century Foundation, New York, New York ........cccccccccoviiniinnnnen. 72
STATEMENTS FOR THE RECORD
Alex Oshmyansky, MD, Ph.D. and Mark Cuban Statement .........c...cccccevviennenn. 77
American Hospital Association Statement ...........cccocceevieriiieiieniiieniienieeneeeieenne 308
Families USA Statement ........ccccccvieeciiieiiieieciieeeeeeee e ere e s e s vee e 311
Federation of American Hospitals Statement ...........cocceeviiiiiiiiiiiniiinieniceeee, 314
New York State of Health ........cccccccciiviiiiiiiniiiiicicccceeeee e 316
Purchaser Business Group of Health Statement ...........ccccccevviiiiiiiiiiniiiieecee, 319
Purchaser Business Group of Health; Leveraging Health Care Statement ....... 321
Small Business Majority Statement .........c.ccccevereriiineniinenieenecceeeseeeeeen 506

(I1D)






MODERNIZING HEALTH CARE:
HOW SHOPPABLE SERVICES
IMPROVE OUTCOMES AND LOWER COSTS

Wednesday, October 22, 2025

U.S. SENATE
SPECIAL COMMITTEE ON AGING
Washington, DC.

The Committee met, pursuant to notice, at 3:27 p.m., Room 216,
Hart Senate Office Building, Hon. Rick Scott, Chairman of the
Committee, presiding.

Present: Senator Scott, McCormick, Justice, Tuberville, Johnson,
Moody, Husted, Gillibrand, Warren, Kelly, and Warnock.

Also present: Senator Marshall.

OPENING STATEMENT OF SENATOR
RICK SCOTT, CHAIRMAN

The CHAIRMAN. The Senate Special Committee on Aging will now
come to order. Free market capitalism has helped make the United
States the envy of the world. It helps spur innovation, keep costs
down, and give consumers options, empowering them to shop
around and find what works best for them. When you shop around,
you think about price, quality, and value, and the free market al-
lows you to find the option that suits your needs and your budget.

For too long, Americans have been robbed of the ability to make
informed choices in healthcare because they don’t have the infor-
mation they need. Our country has allowed the U.S. healthcare
system to operate in the shadows without price, transparency, or
true consumer choice. The result is a complicated system of inflated
“Is this the best doctor for my needs?” We ask, is this doctor in my
network?

Instead of asking if the cost of the surgery or medicine could be
more affordable or better quality elsewhere, we ask how much is
the copay? Trying to navigate the bureaucracy to get answers to
healthcare costs and pricing can be incredibly intimidating, espe-
cially for vulnerable populations like many in our aging community
with healthcare emergencies happen and we don’t always have
time to research and shop around for our best option, but for a
huge section of our healthcare needs, there is clearly a better way
to operate for everyone from patients to doctors.

What I’'m talking about is known as shoppable services and they
include elective surgeries, lab tests, prescription drugs, and more.
These kinds of healthcare services make up roughly 40 percent of
all healthcare costs and there is significant potential to introduce

o))



2

consumer-driven, free market reforms like price and transparency
into this space to help drive down healthcare costs for all Ameri-
cans, including our aging population.

We know some sites and pharmacies charge more than others for
these exact same shoppable services. For example, hospitals charge
more than ambulatory surgical centers. In Medicare, we try to ad-
dress this problem through site neutral payment reform, but in the
commercial insurance space, things get more complex. That’s be-
cause in the current commercial marketplace, it’s up to every in-
surer to reach a cost arrangement.

With healthcare providers, those agreements have different reim-
bursement rates and those differences get passed on to consumers
at different rates. Because of these agreements, the cost differences
are not always tied to quality, meaning two patients could be re-
ceiving the same treatment, but one could be paying significantly
more because of the cost agreement made behind closed brewers
and they can actually get a completely different quality and dif-
ferent service not tied to price at all.

For example, MRIs or essentially fancy command cameras that
take lifesaving pictures. You have a digital camera, you have a
phone, how much your neck picture costs, yet there’s a wide dis-
parity in pricing and cost passed on to the patient depending on
their insurance provider. Lab tests, they're the same. The cost of
the test can vary widely by providers, but you're receiving the same
quality lab result no matter what you or your insurance provider
is paying generic drugs, which is up to 90 percent of the drugs dis-
pensed.

At Affirmity Pharmacy, there typically isn’t upfront price trans-
parency for conservative price shop. That makes no sense, and I
typically quote more specific price examples, but providers don’t
like to publicly list their prices and rely on hiding the actual cost
of services they’re providing. Not only does this secrecy make it dif-
ficult for consumers to make smart market driven choices, it allows
prices to inflate and drives up cost for everyone.

Price transparent transparency is not a partisan concept. It’s
common sense. When patients can see prices, they can make in-
formed choices. When providers compete on price, quality and costs
go down price, when they compete on price and quality costs go
down because we don’t operate this way right now, there’s too
much inflated pricing in the healthcare system, and that’s true
whether you're in New York or whether you're in Florida.

The current system simply does not incentivize people to seek
lower cost options. Healthcare doesn’t have to be any more com-
plicated than a lot of other things. I spent most of my life in busi-
ness and I've run one of the largest healthcare companies in the
world. I learned pretty quickly that when you make things simple,
give people price, transparency and focus on outcomes and quality,
the result is lower costs, healthier patients, and a better system for
everybody.

Today, we have the opportunity to hear from witnesses who have
put what I've said into action and look forward to hearing how they
are working to provide service for our aging population and all
Americans. I'm also eager to hear their thoughts on how we can
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work to empower patients to make decisions and reduce some of
the inflated costs in our healthcare system.

Hope today’s hearing will be the start of the discussion on how
price transparency and competition can drive down costs, improve
quality for all Americans, but especially our agent population. Now,
I welcome my ranking member, Senator from New York, Senator
Gillibrand, for her opening statement.

OPENING STATEMENT OF SENATOR
KIRSTEN E. GILLIBRAND, RANKING MEMBER

Senator GILLIBRAND. Thank you, Chairman Scott, and thank you
for calling today’s hearing. Thank you to all our witnesses. This is
going to be an excellent hearing. Everyone in this room today is
here because we all agree that the cost of healthcare is too high
in the richest country in the world.

It is unacceptable that one in three adults skip or postpone get-
ting healthcare that they need because of the cost. It’'s unconscion-
able that one in three adults do not take their medication as pre-
scribed because of costs. This afternoon, we will hear from a wide
range of witnesses who will share their expertise on how Ameri-
cans’ ability to shop for health plans, medical services, and drugs
can help them access the care they need at a cost they can afford.

Every year during open enrollment, tens of millions of Americans
visit the Health Insurance Marketplace to shop for a plan that
works for their family. They’re able to see if plans include the doc-
tors that they need or the medications that they need and weigh
the differences between them based on premium costs, deductible
amounts, and other factors that matter their households. It’s the
ultimate shoppable service.

Unfortunately, at the end of this year, crucial tax credits that
help hardworking families afford the Marketplace health plans are
going to expire. On average, these families will have to pay more
than twice as much for their premiums in 2026, and many enroll-
ees will have to pay more. It’s a cost they definitely can’t afford.

Nearly five million Americans will likely lose their healthcare
coverage and become uninsured. These enhanced tax credits par-
ticularly help many of the five million adults between the ages of
50 and 64 who buy their insurance through the Marketplace. These
enrollees are people who've had to scale back hours at their job to
care for aging parents, people forced to work part-time until they
retire because of a physically demanding career, or people who re-
tire early and can’t get private insurance because of preexisting
conditions.

Over half of the people said to lose tax credit eligibility alto-
gether are within this age range, many within an income level just
above the eligibility cutoff for the standard tax credit. By January,
they could pay tens of thousands more in premium costs. That’s a
lot of money out of your pocket when you’re trying to save for your
retirement.

In nearly every state, because of age rating, older adults can al-
ready pay nearly three times as much as younger adults do for the
same plan. Losing tax credit eligibility will compound those higher
costs. These older enrollees also have greater healthcare needs.
Even if their premium costs increase dramatically, they’re more
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likely to keep their bank-breaking coverage and be forced to make
difficult choices between basic necessities, whether it’s food or rent.
Older adults who ultimately lose their coverage may avoid seeking
care until their needs become an emergency and will then enter the
Medicare program at 65 in poor health and ultimately require more
cost-intensive care.

I've heard from a lot of constituents across the state about the
positive impacts these enhanced premium tax credits have had on
their ability to live with dignity, and potentially have to make
those devastating choices that will make it very difficult to survive.
One constituent asked, "Do I pay for my healthcare coverage and
be healthy, or pay for the food that I feed for my family? This is
what it comes down to. I'm always going to choose my family.”

”So now, if I go to a doctor for my debilitating migraines, or my
diabetes, or emergency care, I'll have to pay more out of pocket be-
cause I can’t afford the premiums,” another constituent shared. “I
depend on my health insurance for daily medication, frequent ap-
pointments, and procedures. I'm a New Yorker who has worked
full-time since I was 19 and still can’t get ahead in life. I can’t af-
ford to see doctors without insurance, and my employer plan is
unaffordable. What am I supposed to do?”

These enhanced premium tax credits have been a key driver of
the record 24.3 million Americans being signed up for coverage in
the Marketplace. They play a vital role in bringing down the cost
of accessing high-quality care. For many enrollees, the cost of care
is still incredibly high, and this is not the entire solution, but it
will address an urgent affordability crisis that’s happening right
here, right now.

For example, people in Idaho have already started signing up for
coverage, and in less than 10 days, people across all the other
states will too. If Congress doesn’t act to extend these credits be-
fore enrollment begins, Americans will experience sticker shock at
the rate hikes and may decide to drop coverage with only a very
slim possibility of them ever being able to come back.

I stand ready to work with my colleagues on this to reach a bi-
partisan deal and extend the critical tax credits that will allow con-
sumers to shop for healthcare plans that cover the cost of medical
services, and drugs and what they need to get for their healthcare.

I look forward to the discussion about how to lower costs. I know
you all have some really great ideas that I want to hear about, and
I'm excited that this committee is working on how can we best
lower costs. Thank you.

The CHAIRMAN. Thank you. Now, I'd like to welcome our wit-
nesses, all of whom are at the forefront of challenging the status
quo in today’s healthcare system.

First, I'd like to recognize Mark Cuban our second Shark. This
year Mr. Cuban is the co-founder of Cost Plus Drugs company, an
innovative online pharmacy that’s changing how Americans pur-
chase their medications.

At his company, he lists the medications actual costs as a 15 per-
cent transparency markup and sells directly to consumers. For mil-
lions of Americans struggling with high prescription costs, espe-
cially seniors on fixed incomes, this model has shown that trans-
parency and competition can deliver real savings.
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Thank you for being here. You may begin your testimony.

STATEMENT OF MR. MARK CUBAN, CO-FOUNDER,
ENTREPRENEUR, COST PLUS DRUGS, DALLAS, TEXAS

Mr. CUuBAN. My Shark Tank companies hate selling on Amazon,
but most don’t have a choice. About 162 million Americans shop
there, and if you want to reach them, you have to play by Amazon’s
rules. Amazon knows this and takes full advantage adding, and
raising fees, and even launching competitive knockoffs. They get
away with it because they control the marketplace, and because
162 million people shop there, which makes Amazon incredibly
sticky.

What does that have to do with healthcare? Insurance companies
work the same way. Over 300 million Americans have some kind
of coverage, commercial, ACA, Medicare, or Medicaid. Every one of
those plans hires a pharmacy benefit manager, or PBM, to run
their drug benefits. The biggest PBMs all owned by the largest in-
surance companies, control pharmacy benefits for about 270 million
Americans. That’s a lot of power, and that’s also 70 percent more
people than Amazon reaches.

Like Amazon, PBMs control the store shelves, but their shelves
are called formularies; the list of drugs your insurance will cover.
If a drug isn’t on the formulary, it’s invisible to doctors and pa-
tients.

Here’s the kicker. Unlike Amazon, which wants lower prices,
PBMs actually prefer higher prices. They say they negotiate lower
drug costs, but they don’t. They auction off access to their
formularies to the highest bidders. Drug companies pay their re-
bates and fees. PBMs demand so their drugs can be covered and
prescribed. If they don’t pay, they lose access to millions of patients
and plenty of doctors costing them billions.

These rebates and fees are based on a percentage of a drug’s list
price called WAC, the wholesale acquisition cost. The higher the
list price, the more money PBMs make. Because PBMs are so pow-
erful, that inflated list price becomes the reference point for the en-
tire drug supply chain.

Take a hypothetical $600 brand name drug. The PBM strongly
suggests the manufacturer set the price at $600 with a 50 percent
rebate, and another 10 percent in fees, leaving the manufacturer
with $240 net. Meanwhile, wholesalers buy the drug at that same
$600 list price. How many industries do you know where the
wholesalers pay the full list price?

The three major wholesalers all use the same list price and get
paid almost identical fees. There’s zero competition, and their fees
are also because they’re tied to list price. They make more money
when prices rise. Pharmacies buy from wholesalers at about a five
percent discount. You think PBMs would reimburse them more
than their costs so they can make a profit? They don’t.

When a pharmacy fills a brand prescription for an insured pa-
tient, it’s often reimbursed less than what it paid for it. If it doesn’t
fill enough of those money-losing prescriptions, PBMs or whole-
salers can penalize them. It’s no wonder independent pharmacies
are disappearing.
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Now, what does the patient pay? If they’re uninsured, they pay
that $600 list price. If they’re insured but haven’t met their deduct-
ible, they still pay the full $600. That’s crazy. We were told that
PBMs negotiate lower prices for patients, but they're so bad at
their jobs, they can’t even get patients a deal that’s better than the
retail price. The rebates and fees that they collect on that $600,
flows straight from the patient’s pocket to theirs.

Patients are getting ripped off because PBMs and wholesalers in-
sist on using inflated list prices instead of transparent net prices.
Because the whole system is built around list prices, everyone,
PBMs, wholesalers and insurers have an incentive to keep prices
rising and they almost always do. It’s costing patients’ tens of bil-
lions of dollars and forcing many to go without the medications
they need.

Here’s the saddest part. Self-insured employers, states, the Fed-
eral Government, they all keep on signing contracts that lock in
this broken system. We blame PBMs, but the real problem is the
CEOs, administrators, and state officials who keep renewing these
contracts. Every one of them complains about rising healthcare
costs while signing deals that make prices go up.

Big-brand Pharma is part of the problem, too. They hate PBMs,
but still play along. If manufacturers, wholesalers, and payers,
moved to net pricing, meaning the price after all rebate and fees,
patients’ out-of-pocket costs could drop by half overnight, saving
patients billions every year.

There’s a reason the U.S. has the highest drug prices in the
world. We're the only country that uses PBMs. There’s a reason we
have some of the lowest price generics; PBMs can’t control generic
pricing from companies like Cost Plus Drugs. What do we do? One,
count all cash payments toward deductibles. Two, based patient
out-of-pocket costs on net price, not list price. Three, separate
formularies from PBMs to end their power, and four, specialty tier,
it’s just an excuse to charge more.

Fix that, and we finally put patients, not PBMs, back at the cen-
ter of American healthcare. Thank you.

The CHAIRMAN. Thank you. Next, I'd like to introduce Dr. Keith
Smith, co-founder of the Surgery Center of Oklahoma, and the Free
Market Medical Association. Dr. Smith is a nationally recognized
leader in healthcare transparency and free market reform.

More than 25 years ago, he helped establish the Surgery Center
of Oklahoma, one of the first facilities in the Nation to post all-in-
clusive upfront prices for every single surgical procedure covering
the surgeon, facility, and anesthesia, all in one transparent bundle.
His center consistently delivers care at a fraction of the cost of tra-
ditional hospital settings, while maintaining exceptional outcomes
and patient satisfaction.

In addition to his clinical work, Dr. Smith co-founded the Free
Market Medical Association, which brings together physicians, em-
ployers, and patients to promote transparent, market-driven solu-
tions in healthcare. His leadership has inspired similar models
across the country, proving that when providers compete on price
and quality, patients win.

Dr. Smith, thank you for being here today. Please begin your tes-
timony.
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STATEMENT OF DR. G. KEITH SMITH, MD, CO-FOUNDER,
SURGERY CENTER OF OKLAHOMA, AND THE FREE MARKET
MEDICAL ASSOCIATION, OKLAHOMA CITY, OKLAHOMA

Dr. SMITH. The Surgery Center of Oklahoma was founded in May
1997. The goal was to gain control of the medical and financial
treatment of our patients. The problem was that even a minor sur-
gical procedure performed at a large hospital meant bankruptcy for
many patients, including insured patients.

Consistent with their attempts to maximize revenue, big hos-
pitals denied physicians many times the tools and supplies they
thought appropriate to treat patients, and yet, hospitals continue
to book ever-increasing profits even today.

I've changed this model. Our model is grounded on mutually ben-
eficial exchange. While we save patients tens of thousands of dol-
lars currently the only ones walking through our door, patients
paying for their own care are about half the population. Because
if someone else is paying, they don’t shop or care how expensive
something is.

We were excluded from insurance from the very start, which
meant that we had to be creative. We started quoting patients’ all-
inclusive prices. It was simple math. What fee did the surgeon
think was fair? What was fair for anesthesia, and what was the
time and materials-based charge for the facility? It turns out that
our prices were usually less than the patients in-network deduct-
ible and copay.

Today, our total charges are still only one-sixth to one-tenth of
what large hospital systems near us charge for the same procedure,
and even more extreme price discrepancies are routine. In fact, we
recently performed a tonsillectomy on a child for $3,875 after the
family had been quoted $72,000 by a Dallas area hospital. Our
prices remain half what Medicare pays big hospitals and less than
what Medicaid payments are to the hospitals for the very same
procedure.

The Surgery Center of Oklahoma quoted prices over the phone
to patients until 2009, which is when I launched the first website
displaying all-inclusive surgical prices. I had three goals in mind,
all of which I would argue have been achieved. First, I wanted
sticker-shocked patients to easily find us. Second, I wanted to start
a price war so patients far from Oklahoma could use our pricing
as leverage in their local market. Third, I wanted to better under-
stand why the same market discipline other industries must en-
dure was seemingly not a thing in healthcare.

The first patients to arrive after posting our prices were Cana-
dians. These patients are forced to wait in lines longer than the
misery they can endure without care. Then, it was the uninsured
beneficiaries of self-funded health plans, and members of cost shar-
ing ministries. Approximately, half our patients travel from out of
state or out of the country to Oklahoma City for their surgical care.

As news of the success of our model has grown, so has the num-
ber of facilities, and I'm happy to report large hospitals who have
now copied us price matching in the industry has had a defla-
tionary effect even on the price gouging facilities as they stand to
lose business and patients if they don’t compete.
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Our model also increases the quality of care because physicians
with unpredictable outcomes shy away from this tightly disciplined
space. The good surgeons would rather perform a surgery at my fa-
cility due to better conditions and the higher pay they actually re-
ceive while building the surgery center and changing the market.

My mission is now grown. I now also run Atlas Billing Company,
which facilitates payment bundles for the Surgery Center of Okla-
homa, and is now curating and implementing surgical bundles for
many other facilities now attempting to accommodate price-sen-
sitive buyers and patients.

I'm also co-founder of the Free Market Medical Association, a
mission-driven organization that works to bring buyers and sellers
together in the United States, promotes market discipline in the in-
dustry, and now has 37 state chapters.

To the industry big shots, or as I call them, the cartel, the
healthcare system in this country isn’t broken. It’s working exactly
as it was designed, meant to enrich the corporate elite and inter-
{nediaries at the expense of patients and the American people at
arge.

Fortunately, the alternative approach I've described is becoming
more widespread as insurance deductibles balloon, and delays and
denials become more commonplace. Affordable, high-quality care is
fortunately available for victims of the system. I predict that
shoppable medical services will become particularly critical for
older Americans as an increasing number of physicians opt out of
or severely curtail their exposure to Medicare. Thank you.

The CHAIRMAN. Thank you, Dr. Smith. Now, I'd like to introduce
Dr. Don Moulds, the Chief Health Director for the California Public
Employees Retirement System, CalPERS. Dr. Moulds oversees one
of the largest public health purchasers in the United States, gov-
erning more than 1.5 million public employees, retirees, and their
families.

Under his leadership, CalPERS pioneered the use of reference-
based pricing, where they set clear benchmarks for elective proce-
dures like joint replacements that allowed patients to shop for care
that meets both cost and quality standards. Dr. Moulds brings val-
uable insight into how large purchasers can use data and competi-
tion to make healthcare markets work the way every other market
due to the benefit of the consumer.

Thank you for being here. Please begin your testimony.

STATEMENT OF DR. DON MOULDS, PH.D., CHIEF
HEALTH DIRECTOR, CALPERS, SACRAMENTO, CALIFORNIA

Dr. MouLDs. Chairman Scott, Ranking Member Gillibrand, mem-
bers of the committee, thank you for inviting me to testify on be-
half of the California Public Employees Retirement System. My
name is Don Maltz and I serve as Chief Health Director for
CalPERS with more than 1.5 million members.

CalPERS is the largest commercial health benefits purchaser in
California, and the second largest commercial purchaser in the Na-
tion. We contract with numerous large health insurance companies
to provide our members with a variety of health plan offerings. In
2024, we spent about $12.5 billion dollars to purchase health bene-
fits for active and retired members and their families.
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CalPERS employs a range of innovative cost containment strate-
gies to address rising medical costs. Among these is reference-
based pricing, which is proven to be an effective tool for addressing
shoppable services that tend to vary greatly in price.

In 2011, CalPERS implemented a reference pricing program for
hip and knee replacements, which are good examples of services
with significant cost variation across facilities. Through this pro-
gram, 46 California hospitals that met quality standards agreed to
a fixed price of $30,000 for these surgeries. Members who chose ref-
erence price facilities paid standard co-insurance, while those who
opted for non-participating facilities were responsible for any costs
above the reference price. In addition to their standard co-insur-
ance, within two years, the program increased the portion of mem-
bers that used the preferred facilities from about 50 percent to 64
percent.

What was particularly noteworthy was that the non-referenced
price facilities reduced their charges to meet the CalPERS ref-
erence price. As a result, price variation decreased dramatically.
The average price dropped from $35,000 to $25,000, while the non-
referenced price facilities dropped their prices from $43,000 to
about $27,000.

While we anticipated savings from the consumer choice effect,
the most significant impact was the downward pressure on the
market. Overall, the program remains in place today, and our anal-
ysis reveals sustained savings of approximately four million annu-
ally through 2020.

In 2012, CalPERS introduced a second reference pricing program
for colonoscopy, cataract, and arthroscopy services, establishing a
set reference price for procedures performed in hospital outpatient
settings to incent members to choose ambulatory surgery centers,
which are comparatively less expensive and higher quality.

As with hip and knee replacements, we saw members choose the
more cost-effective sites of care, resulting in five million in savings
per year. An average reduction of 21 percent for these procedures.
CalPERS extended its ambulatory surgery center-referenced pric-
ing program to 12 additional procedures in 2018.

Last year, CalPERS implemented a member incentive program
to encourage members to use independent labs instead of much
more costly hospital-owned labs. Early data suggests that preferred
lab use increased by modest four percent in that first year and
saved our members g2.4 million in the first year.

This program is different from earlier reference pricing programs
in that it eliminates cost sharing for members using the low-cost
labs, but does not increase their cost sharing for using higher price
labs.

Reference-based pricing has shown promise, but it does have its
limits for smaller purchasers. Without the data resources of
CalPERS, access to transparent pricing information is critical.
Moreover, research suggests that if implemented as broadly as pos-
sible, reference pricing only saves about five percent of total cost
of care.

Overall savings are limited by the small number of procedures
where reference pricing makes sense. While reference pricing is
well-suited for non-emergent elective procedures with significant
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price differences, many healthcare services are far less shoppable.
This is one of the reasons why CalPERS adopts a broad-based ap-
proach for reducing costs. For example, we have included cost trend
guarantees in our newest contracts with our third-party adminis-
trators and our pharmacy benefits manager in order to achieve
critical financial alignment.

Addressing high-cost markets is also a priority. CalPERS pace
prices that are about one-third higher in Northern California than
it does in Southern California, largely because of a comparative
lack of provider competition in the north.

Thank you again for inviting me to participate in today’s hearing.
CalPERS is proud of the savings we've achieved through our ref-
erence pricing programs, which is one part of the kind of broad-
based approach that is necessary to reign in healthcare costs.

I welcome your questions.

The CHAIRMAN. Thanks for being here. Now, I'd like to turn it
over to Ranking Member Gillibrand to introduce your witness.

Senator GILLIBRAND. Thank you, Chairman Scott. I want to move
to introduce our final witness, Dr. Jeanne Lambrew. Dr. Lambrew
is the Director of Healthcare Reform and senior fellow at The Cen-
tury Foundation, previously having served in President Obama’s
Administration, first as director of the Office of Health Reform at
the U.S. Department of Health and Human Services, where she
worked to ensure passage of the Affordable Care Act.

Dr. Lambrew served as President Obama’s Deputy Assistant for
Health Policy, where she helped to guide the implementation of the
Affordable Care Act. Most recently, Dr. Lambrew served as the
Commissioner of Maine’s Department of Health and Human Serv-
ices following her appointment by Governor Janet Mills.

Thank you for being here, and you may begin your testimony.

STATEMENT OF DR. JEANNE LAMBREW, PH.D., DIRECTOR
OF HEALTH CARE REFORM, AND SENIOR FELLOW, THE
CENTURY FOUNDATION, NEW YORK, NEW YORK

Dr. LAMBREW. Chairman Scott, Ranking Member Gillibrand, and
mgmbers of the committee, thank you for the opportunity to testify
today.

As you’ve heard from other witnesses, competition, streamlining,
and shopping can optimize value. However, the nature of illness,
and injury, and their costs, means that most people can’t finance
healthcare on their own. This is why every industrialized nation
has some sort of health insurance system. As such, I'll discuss
shopping and transparency for health plans rather than health
services, with a focus on older Americans purchasing coverage on
their own.

The Affordable Care Act created a shopping platform called
Health Insurance Marketplaces. Marketplaces offer health plans
that have different levels of coverage. Shoppers can see if their doc-
tors or drugs are covered, and some marketplaces are active pur-
chasers requiring insurers to use some of the strategies discussed
here today.

This shopping experience is enhanced by premium tax credits.
These credits are competitively set based on a benchmark plan.
Currently, eligible employees pay no more than 8.5 percent of in-
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come for that benchmark plan, with lower income people paying
lower percentages. These tax credits are like vouchers. With your
tax credit, you can shop for any plan in the Marketplaces.

While improvements can and should be made, the Marketplaces
work. Premium growth has averaged just two percent in the past
five years, choices have expanded, and enrollment doubled since
2020 to 24 million people. About half of these people are self-em-
ployed, or small business workers, and many are rural residents or
veterans.

Marketplace coverage is especially important for older Ameri-
cans. Nearly one in four Marketplace enrollees is aged 55 to 64.
Nearly one in ten older Americans relies on coverage purchased on
their own, and the uninsured rate among people ages 50 to 64 has
dropped by 50 percent due to Marketplace changes and the other
ACA reforms.

This is about to change. The budget reconciliation law and recent
rules will reduce Marketplace coverage. Moreover, the enhanced
premium tax credits currently in place will end in December. As a
result, the average Marketplace enrollee will pay more than twice
as much out of pocket for premiums starting in January.

There’s no historical precedent for such a large 1-year increase
for so many Americans. The cost increase will be even higher for
people with incomes above 400 percent of the federal poverty level
if the cutoff of premium tax credits is reinstated. Over half of peo-
ple losing tax credit eligibility will be people ages 50 to 64.

For example, a 60-year-old couple with income of $85,000, will
face an average increase of $22,000. This represents 27 percent of
their household income. The impact varies by location. The same
couple will pay $28,000 more in Savannah, Georgia, and about
$31,000 more in Caribou, Maine.

To put this into context, if this couple paid that extra amount
until they become Medicare eligible, it will consume over 60 per-
cent of the typical retirement savings. Others will simply be unable
to afford these premiums. They’ll become uninsured. Older people
losing coverage are at greater risk of unmet needs, worse health,
and premature death.

The impact will extend to other Americans as well. Medicare
costs are likely to rise to pay for the unmet needs of previously un-
insured enrollees. The individual market stability and affordability
will be reduced according to all insurance commissioners across the
country, and in the words of the American Hospital Association,
there will be an impact on the entire community, even those with
coverage, because of an influx of uninsured patients into emergency
departments causing longer waits, stressing the whole healthcare
system, and the inability to get the care that they need.

In conclusion, Americans want clear choices and affordable op-
tions for health coverage as well as healthcare. Extending tax
breaks for private health insurance can help achieve that goal.

Thank you for the opportunity to present this testimony.

The CHAIRMAN. Thank you. Now, we’ll go to questions. We'll
start with Senator Tuberville.

Senator TUBERVILLE. Thank you, Chairman. Thanks all of you
for being here today and talking about a subject that’s very impor-



12

tant to all Americans across the country, and as Dr. Smith said,
an out-of-control healthcare system, which it is.

Mr. Cuban, innovative companies like Cost Plus Drugs have al-
ready proven that bypassing traditional PBMs can deliver real sav-
ings at pharmacy counters. President Trump has announced
Trump RX, a new website to connect patients directly with the best
prices. How might Trump, and RX, and direct patient programs im-
prove affordability for patients, your basic, while you're doing this?

Mr. CuBAN. Yes. I mean, we'll work with Trump RX. I mean, it’s
incredible. It’s stupendous. It’s like the most incredible program
ever, and so, we're excited to offer them our API so that they’ll be
able to download our daily prices so when they go down, everybody
benefits.

Plus, I like what they’re doing with the MFNs because as I men-
tioned in my comments, our brand drugs are more expensive be-
cause PBMs are involved, and with Trump RX and the MFN pro-
gram, that allows manufacturers to work around the PBMs and
work directly to patients. I think it’ll save seniors. It'll save every-
body a lot of money.

Senator TUBERVILLE. You think this is the future?

Mr. CuBAN. I don’t think it solves the ultimate problem of how
the system is designed, but I think it’s something that we obviously
agree on because that’s what Cost Plus Drugs is; we publish our
entire price list every day.

Senator TUBERVILLE. Your company posts drug prices with full
cost breakdowns. How does this transparency help save patients
money?

Mr. CuBAN. I mean, you know, with costplusdrugs.com, any pa-
tient can just go look at their price for their medication, and so
there’s no uncertainty, but more importantly, by seeing our markup
of only 15 percent and seeing our costs, that builds trust. I always
tell everybody in our company that what we really sell in this in-
dustry is trust. I think that’s what’s really allowed us to grow so
quickly.

Senator TUBERVILLE. If you sold Ozempic and somebody else
went through PBMs how much cost would they save?

Mr. CUBAN. Well, if you look at what’s happening now where the
PBMs work with sponsors, they’re typically being charged $1,300.
If you look at the direct-to-consumer programs that are being put
out there by Novo and Lilly, it’s $499 or less and probably falling.
There’s already a significant difference, and the crazy part is that
difference of $800 typically goes right into the pocket of the PBM,
who then decides how much they’re going to give to the employer.
It’s a huge amount as of right now.

Senator TUBERVILLE. Thank you. Dr. Smith, the Surgery Center
of Oklahoma has proven that real price transparency can lower
cost and improve patient access, which is something we often hear
discussed in the context of PBMs and prescription drugs.

What inspired you to create this transparent surgical model, and
what parts of the traditional healthcare system, much like PBMs
in the drug space, were you trying to get around?

Dr. SmiTH. Well, we started the Surgery Center of Oklahoma be-
cause, frankly, practicing in a big hospital as an anesthesiologist,
I served as an accessory to a financial crime. Surgeons were also
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being denied the tools, many of them required to appropriately
treat patients due to the cost-cutting measures at hospitals trying
to maximize the revenue.

I didn’t grow up in a home like that. I grew up—it was a golden
rule; mutually beneficial exchange. As a hospital-based physician,
the only way I could escape that was to own and control my own
facility. Where I was responsible to the patients, not just for the
medical treatment, but also the way financially we dealt with
them.

If a patient asks, you know, “"What can you do about this bill?”
My answer was everything including not charge them. We’re in a
good position to be charitable on an individual basis. That’s really
the answer. We started it because we wanted to be in control of the
medical and the financial journey the patient had in their
healthcare experience.

Senator TUBERVILLE. You know, some people argue that patients
won’t shop for care, or that is too complicated to understand. Do
you think that is true? What savings have you seen for patients
when prices are available?

Dr. SmiTH. Well, patients will not only shop for care, but they’ll
vote with their feet. Half the patients we see at Surgery Center of
Oklahoma do not live in Oklahoma, and we see patients from Eu-
rope, and Africa, all over the United States.

Self-funded employers see such an insane price difference be-
tween our prices and the local hospital where theyre doing busi-
ness. They waive all out-of-pocket for those employees and a com-
panion to fly to surgery at General Oklahoma and have their proce-
dure, and not just us, but those who’ve copied us.

People will shop, and they’ll travel, and furthermore, they’ll hold
our price up in front of their local hospital and tell them, match
this, or I'm going to Oklahoma City. We had a patient from Georgia
that was going to be charged 40,000 for a urologic procedure, and
our online price was 4,000, and the hospital matched our price. Be-
cause that would’ve been the second patient that month that came
to Oklahoma City, and they didn’t want to see that. The patient
reached out to me later and said, “You saved me $36,000, and you
didn’t even perform the surgery.”

There is a market that is developing. It’'s a competitive market.
It’s driving prices down. It’s driven prices down Oklahoma City, I
know, and quality goes up at the same time.

Senator TUBERVILLE. Thank you for what you’re doing. Thank
you, Mr. Chairman.

The CHAIRMAN. Thank you, Senator Tuberville. Ranking Member
Gillibrand.

Senator GILLIBRAND. Thank you very much. Ms. Lanmbrew, why
do so many adults between the ages of 50 and 64 rely on the en-
hanced premium tax credits, and how do you anticipate adults be-
tween the age of 50 and 64 will be impacted if these enhanced pre-
mium tax credits are not renewed? How will they be able to save
for retirement? What will the impact be?

Dr. LAMBREW. Yes. Just to start with—we know that as people
approach age 65, they often go to part-time work, some retire early,
some are forced to retire early. Those working in a hard construc-
tion job or some other physical job just can’t make it till age 65
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when they can enroll in Medicare, which is why we really see 23
percent of all of our marketplace enrollees are in that age group
versus 15 percent of the rest of the population, so it definitely is
a more important source of coverage for that group.

It’s also important for rural areas where we also know residents
are older. Farmers typically don’t get employer-based insurance.
They have to buy coverage on their own. We just know that these
demographics make it more important for them, and the numbers
are pretty stark that the cost of health insurance across the board
is too high.

We should look at all available options to lower employer cov-
erage, Medicare, Medicaid, and Marketplace coverage, but for these
people right now to be facing these kinds of numbers, again, an av-
erage of over $20,000 for a couple at 60, that is impossible for a
lot of these families to deal with, but your choices are, if you're
chronically ill, do I pay that amount to maintain my coverage or
do I become uninsured? And what does that mean?

I do wish many of these programs that we’re talking about today
would be a solution for those people. They will help. I have no
doubt that these will help, but I think there’s more that will be
needed for people who are older, chronically ill, who are about to
face these hard, large coverage or large out-of-pocket premium in-
creases.

Senator GILLIBRAND. Thank you, Doctor. Mr. Cuban, can you
speak to this conversation about unaffordable deductibles? Can you
talk a little bit about what this will result in, whether it’s in-
creased hospital visits, emergency room visits. What does this vi-
cious cycle of unaffordable healthcare cost lead to, and how does it
stress the healthcare system?

Mr. CuBaN. Well, no matter what your premiums are and you
pay them, if you can’t afford your deductible, you don’t really have
insurance, and what ends up happening is either you go to the
emergency room, you do nothing at all, or you are at the mercy of
the provider hoping they can provide some sort of financing for you.
Either way, it creates very difficult situations for seniors, for entre-
preneurs, for anybody in that situation.

You know, as I alluded to in my comments, we don’t do anything
to help people who are unable to afford their deductibles, and in
fact, we make it more difficult. Dr. Smith alluded to the fact that,
you know, the cost of a surgery could be extremely high, and if you
can’t afford your deductible, you can’t get it. In the case of phar-
macy benefits, if you have a drug like Eliquis where the list price
is $600, and you have a $4,500 deductible under an ACA silver
plan, you're going seven months having to pay full list price, and
if you can’t afford to do that, you’re out of luck.

Senator GILLIBRAND. Right. Dr. Smith, you mentioned how an in-
creasing number of physicians are either opting out or severely lim-
iting their exposure to Medicare patients. Why are physicians in-
creasingly dropping Medicare, and how are these patients going to
get the care they need?

What factors are driving up the cost of providing care, particu-
larly for older adults, and what can be done on the federal level
to provide greater stability for these practices to enable them to
treat older adults?
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Dr. SMITH. Yes, I think Medicare is a burdensome quagmire. It’s
heavily regulated. I probably get 10 emails a day asking me to pay
somebody to attend a course to figure out how to navigate this new
regulation that’s come out. It’s very burdensome.

Also, the payments to individual physicians. The independents
have not really kept up, and frankly, they’ve been wrong. Top-down
pricing seems to always be wrong. It’s either too high or too low,
and that’s what happened when RBRVS came into place in 1992.
True pricing comes from market activity, and that’s absent in the
Medicare program.

Senator GILLIBRAND. That’s right.

Dr. SmiTH. When an anesthesiologist like me is paid $78 for the
anesthesia required for a surgeon to do a knee replacement, that’s
a message, and message sent, message received. The last open-
heart surgery for which I provided anesthetic in 1992, Medicare
paid me $285. I knew it wasn’t personal. You know, prices are just
signals, and that wasn’t personal.

That was just an idea of what my time was worth, and I walked
away, and I haven’t accepted Medicare payments since I treat pa-
tients free of charge instead of file claims, but it’s payments, and
its regulatory burden, and frankly, risk.

Senator GILLIBRAND. Yes. Thank you.

The CHAIRMAN. Thank you. Senator Johnson.

Senator JOHNSON. Mr. Chairman, again, excellent hearing. 1
think it’s kind of notable when you have a hearing on how to im-
prove outcomes and lower costs. Most Republicans show up, we
have the ranking member here on the Democrat side. It’s pretty in-
teresting. We're looking ahead on how to do that, but I think in
order to fix a problem, you have to really define what the problem
is. You have to look at the past, and I don’t want to dwell too much
on the past, but right now there’s been a lot of talk about extend-
ing the enhanced temporary subsidies that were put in place to
help people through the pandemic.

I have talked a little bit about Obamacare, and Ms. Lambrew,
you were part of the Obama administration during the—after the
passage, but leading up the implementation of it.

Dr. LAMBREW. Correct.

Senator JOHNSON. You were there when President Obama was
out there saying that Obamacare would lower the average pre-
mium for a family by $2,500 a family. Correct?

Dr. LAMBREW. I was there when we talked about slowing the
growth of healthcare. Yes.

Senator JOHNSON. President Obama made that claim, right,
$2,500 lower premium per family. Correct?

Dr. LAMBREW. Over time with slower growth.

Senator JOHNSON. Okay. That hasn’t panned out, has it?

Dr. LAMBREW. It has.

Senator JOHNSON. It has not.

Dr. LAMBREW. We have seen slower growth in the health insur-
ance profit base.

Senator JOHNSON. Inflation has gone up 39 percent since 2013.
I've seen, again, it’s very difficult because you have a whole range
of premiums, but just one benchmark premiums up to 118 percent.
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That’s three times the rate of inflation, so no, that was, did not
occur.

Premiums have skyrocketed because of the faulty design of
Obamacare. President Obama said, you can keep your doctor, you
can keep your healthcare plan. That was PolitiFact 2013 “Lie of the
year.” Correct?

Dr. LAMBREW. Today, there is no lower percentage of people with
employer-based covers than there was.

Senator JOHNSON. People lost their doctors. For example,
Obamacare, outlawed high risk pools, which worked beautifully in
states. They worked beautifully in Wisconsin. As an employer, we
used them all the time. It worked great. You outlawed those. Yyou
outlawed short-term plans. Again, that was PolitiFact 2013 “Lie of
the year.”

Let’s just look at enrollment history. Obamacare impacted Med-
icaid expansion, and then, there’s problems with that, but let’s
focus just on the individual market. That was the other thing that
Obamacare, again, fix all these, you know, this marketplace for in-
dividuals.

There were about 12 million people prior to Obamacare taking
advantage of the individual markets. You completely disrupted
that, got rid of high-risk pools, got rid of short-term policies. Before
the pandemic, there were 14 million people on the Obamacare ex-
changes, so two million more people on these individual policies.
Then all of a sudden with the enhanced premiums, all of a sudden,
we're up to 24 million people.

Now, are you aware of the problem we’re having with the no pre-
mium policies and phantom policies where you have unscrupulous
agents and brokers signing people up without their knowledge?
They get a commission. The premium tax credit goes directly to the
insurance companies. We've seen estimates of $20° to $30 billion
per year of premiums going to the insurance companies on phan-
tom policies. People make no claims on them. Are you aware of
that?

Dr. LAMBREW. I am aware that there are agents and brokers that
have been falsely signing people up. Last year, action was taken,
500 of them were unsubscribed——

Senator JOHNSON. Again, so we’ve gone from

Dr. LAMBREW [continuing]. this year, the H.R. 1 did include
many policies to address that, but the reality is that those people
are the victims, and we are trying to make sure that we keep these
people covered.

Senator JOHNSON. My point being, we went from 12 million to 14
million, now up to 24 million. That’s not 24 million real people. The
uninsured in the country, there million

Dr. LAMBREW. The uninsured rate in this country has dropped,
sir.

Senator JOHNSON. Again, you're saying this is going to be a huge
problem. Now, isn’t it true that the original design of Obamacare,
there were no subsidies for people making more than 400 percent
of the poverty line? Correct?

Dr. LAMBREW. Yes, there are currently three to four times more
subsidies for people
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Senator JOHNSON. Just answer the question. The original design
of Obamacare, nobody above—working, is making more than 400
percent above the poverty line, got a subsidy. Correct?

Dr. LAMBREW. People who have employer-based coverage get a
subsidy. People with Medicaid get a subsidy. People before the Af-
fordable Care Act buying coverage on their own, the retirees, could
not get help from the Federal Government.

Senator JOHNSON. The enhanced subsidies started providing sub-
sidies for people above 400 percent poverty. This is talking about
people who have higher, higher out-of-pockets that didn’t qualify
for subsidies in the original Obamacare. The subsidies aren’t going
away when the enhanced premiums go away, they still—the origi-
nal design of Obamacare stays in place. Correct?

Dr. LAMBREW. We know that people have been significantly
helped by the improvements that were made in 2021, and people
will be hurt if they leave, so many pandemic policies; tele-
health——

Senator JOHNSON. Those were temporary enhanced tax credit.
Those were temporary enhanced subsidies, and the Democrats in
their law, they scheduled them to expire this year. Right? Repub-
licans had no point in that at all.

Dr. LAMBREW. The 2017 bill

Senator JOHNSON. That all that was designed by Democrats to
expire——

Dr. LAMBREW [continuing]. also extended policies that ended,
that just got extended without being paid for. Tax extensions hap-
pen all the time.

Senator JOHNSON. You are claiming harm to people that never
qualified for the subsidy under the original Obamacare. Now,
you’re also saying, because you’re quoting people at the hospitals,
if these enhanced subsidies expire as they were meant to do by
Democrats, it’s going to be a calamity for the hospital industry.
How all’s happening is we're going back to the original Obamacare,
so what youre saying is going back to the original design of
Obamacare is going to be a calamity for hospitals.

Dr. LAMBREW. Going back to 1965 practices for medicine are also
a calamity. I mean, we figured out something that worked. It
should be extended. People have been helped by it. Costs have been
growing slower than private employer-based coverage, choices have
gone up. Could it be improved? Without a doubt.

I think it is a fact that the uninsured went down. Cost growth
has not been excessive. We have more choices. Deductibles have ac-
tually gone down. We really have seen in the last few years people
able to choose deductibles that are now on average $400, not the
higher amount.

Senator JOHNSON. Ms. Lambrew, my point is a number of goals.
My point is, if these enhanced subsidies expire, all that happens
is we go back to the original design of Obamacare, which didn’t
work, didn’t lower premiums, people couldn’t keep their doctor,
couldn’t keep their healthcare plan. It’s been a disaster.

The reason Democrats want to extend these subsidies, the reason
we have subsidies is to mask the fact that Obamacare drove pre-
miums sky high, and what this hearing’s about is how can we bring
those actual premiums down, deliver better outcomes.
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We've got some great examples here. Doctors from Oklahoma is
doing some marvelous things called bringing consumerism the free
market principles back into healthcare. Republicans are interested
in that. Democrats aren’t. Thank you, Mr. Chairman.

The CHAIRMAN. Thank you, Senator Johnson. Senator Husted.

Senator HUSTED. Thank you, Mr. Chairman. I appreciate you
hosting this hearing today, and I know that—I want to start out
by healthcare inflation is a problem for everybody in the American
economy. It’s the number one driver of inflation in the 21st cen-
tury. What we have now doesn’t work, and so, hopefully, we can
constructively have conversations about how we make it work.

One of the ways that we have driven down some costs are over-
the-counter drugs, moving prescription drugs to over-the-counter
drugs. It saves American consumers $170 billion annually. Working
with Senator Hassan we have a streamlining marketplace, access,
and reform for therapeutics called Smart OTC Act, which will help
the FDA identify drugs that could be candidates for over-the-
counter and help companies move those to over-the-counter more
quickly through the FDA. I would encourage us all to look at that
as we move forward.

Now, Mr. Cuban, thank you for the example that you used with
the monopoly and Amazon that’s in consumer products, which we
know is troublesome. You know, monopolies create higher prices,
lower quality in general, but that’s in a consumer marketplace.
Healthcare, oh my gosh, people don’t have choices at all. They have
no choice, for most people, about where they go to consume that
healthcare.

I think that you make a great point, but the healthcare system
seems to be conspiring to create a monopoly, marketplace monopo-
lies, across all aspects of what it does for a service that everybody
must have, which makes the pressure of cost and quality even
more stark.

I do have—Mr. Moulds, I want to ask you a question about anti-
competitive contracting for healthcare. Because we know it creates
a monopoly environment. It increases costs. I'm going to give you
four examples, and I want you to react to these all or nothing
clauses, anti-steering, most-favored nation clauses, gag clauses,
which create anti-transparency. All of those carve up marketplaces
and don’t allow for competition. I want your thoughts on what
eliminated them, and we might do to improve patient benefits,
quality, and lower costs.

Dr. MouLDs. We've actually been involved in litigation on some
of these at CalPERS in California. The all-or-nothing clauses in
particular were the subject of a lawsuit there, and in general, you
know, they are some of the challenges, but by no means the only
challenges we are seeing in California, increasing consolidation, not
just in the north. I mentioned that our costs are about 35 percent
higher in the north, but in the south where we’ve historically seen
pretty good, comparatively good

Senator HUSTED. If consolidation, though, in contracts that re-
strict, isn’t that——

Dr. MouLDs. Some of the contracts

Senator HUSTED. The combination, isn’t that lethal?
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Dr. MouLDs. Potentially. Absolutely, yes, but some of these pro-
visions we don’t see as commonly in contracts in California any-
more, but we still have consolidation.

Senator HUSTED. Mr. Cuban, you understand markets pretty
well. You have a reaction to those?

Mr. CuBaN. Yes, I think it’s awful. As an example, we wanted
to build on CalPERS, and it was fair, they told us that we didn’t
carry certain brands, but we just asked, why not add Cost Plus
Drugs to your network? Because if we'’re cheaper, buy from us, and
if we’re not, don’t buy from us.

Cost Plus Drugs doesn’t have exclusives with anybody. We just
stand by the fact that we think we’ll be better for patients because
we're less expensive, and so, we were told, and this isn’t just
CalPERS, any of the big PBMs, when I go and speak to a CEO,
I give them the test, and the test is just ask your PBM if you can
add Cost Plus Drugs to your network and only use us if we're less
expensive. 100 percent of the time, they’ve been told no.

Senator HUSTED. Mr. Moulds, do you have something you want
to add to that?

Dr. MouLps. Well, I want to just start by saying that Mr. Cu-
ban’s work in this space has actually been enormously helpful to
us. Having his prices out there has helped us negotiate prices in
our contract, so we are grateful for that. We did negotiate in our
most recent contract that starts in January, provision that allows
us to carve out so we continue to look at where we can——

Senator HUSTED. Is that a yes?

Dr. MouLDps. That is a always open to the conversation not a yes.

Senator HUSTED. Well, I'll just close with this, is that you talked
about consolidation. You have these tools that are used inside the
marketplaces where people want to consolidate. They want to limit
others competing in their space, which allows them to basically
command whatever price they want.

No market would work well like that, but in a healthcare mar-
ketplace where people don’t have choices, I can decide if I'm buying
water, I may not, I may decide to buy something else, but in
healthcare, I don’t have a choice, and I know that that’s what Mr.
Smith’s trying to create; choices, but I'm hopeful that we can elimi-
nate some of these tools that are being used to carve up markets
and drive up prices. Thank you, Mr. Chairman.

The CHAIRMAN. Thank you, Mr. Warnock.

Senator WARNOCK. Thank you, Chair Scott, and Ranking Mem-
ber Gillibrand for organizing this meeting or this hearing, I should
say.

Nine months ago in this committee, I warned that seniors in
Georgia could see a $20,000 annual increase in healthcare pre-
miums should congressional Republicans let enhanced affordable
care tax credits expire, and here we are just over a week before the
start of open enrollment and we’re in an even worse place than we
were nine months ago.

Mr. Cuban, most Americans probably know you as an investor in
startups and innovative small businesses. I'm a fan of Shark Tank.

Mr. CuBAN. Thanks.

Senator WARNOCK. In that role and as an entrepreneur yourself,
is it fair to say that you know a little bit about how small business
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owners and entrepreneurs think about their money and startup ex-
penses?

Mr. CUBAN. I would say so, yes.

Senator WARNOCK. Would you say that among those consider-
ations and expenses, that includes their healthcare expenses——

Mr. CUBAN. Yes.

Senator WARNOCK [continuing]. and how their healthcare costs
factor into their plans for growth and sustainability?

Mr. CUBAN. Yes, sir.

Senator WARNOCK. Let me show you something. These are the—
this is the cost of the premium for a senior in 2025. This person
is 62 years old. Small business owner in Georgia, taking home just
$65,000 in 2025. The other side show the cheapest option for that
same Georgian, so $228.17 a month. Now, with the expiration of
these tax premiums, $1,142.71 cents. That’s quite a jump.

How would this monthly jump affect that Georgian’s ability to
grow her small business or even just make ends meet?

Mr. CuBAN. It makes her make a lot of hard choices, either to
try to find the money to pay for the premiums or to go without in-
surance, and I think the greatest challenge has been in all of this
is that small business owners, Americans that are on the ACA,
haven’t had enough time to plan for it.

It’s one thing to know that your premiums are going up, it’s an-
other thing not to know how much and how soon, right? Now we’re
just—you know, in Texas, people are just now starting to see open
enrollment and more we’ll see in a couple weeks, and as a small
business looking to the ACA for their employees, it’s going to be
terrifying for them.

Senator WARNOCK. If they forego insurance, is it fair to say that,
well, that would drive up premiums for everybody?

Mr. CUBAN. Yes, of course. You know, because healthy people are
going to be most likely not to take insurance, right?

Senator WARNOCK. This gut punch for small businesses impacts
the overall economy because small businesses are such a big part
of our economy.

Mr. CuBaN. Well, of course, if you take—you know, there are 33
million companies in this country. 30 million of them are
solopreneurs, one-person entrepreneurs’ companies, and if you are
taking $800, give or take, a month out of their pocketbooks, they
can’t invest it in inventory, et cetera, et cetera. It makes it much
more difficult to run your company.

Senator WARNOCK. Yes, I would imagine that come November
1st, more of my colleagues on the other side of the aisle will start
hearing from folks in their own states who won’t be able to afford
their healthcare next year.

In fact, millions of people across the country are starting to log
on today to see their plan premiums for next year double, and
that’s not the exception. Like, that’s quite prevalent. People are
seeing their premiums double, as you see here, triple, quadruple,
all because my friends on the other side of the aisle refuse to fund
the government and fund healthcare.

Dr. Lambrew, why are older Americans especially harmed, older
Americans especially harmed, by the expiring premium tax credits?
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Dr. LAMBREW. Well, in addition to there being more of them in
the marketplace than would be in the general population, we also
know that older people have greater healthcare needs, so we look
at the average healthcare costs for a 55-to 64-year-old. It is three
times the average healthcare costs of an 18-to 24-year-old, so their
needs are greater.

That also means that if, when, these price increases hit them, it
will probably force those harder choices. Again, “Do I follow the ad-
vice of my doctor? Do I take a medication as needed, or skip pills,
or for%o them? Do I choose between my retirement savings, my gro-
ceries?”

There was a story of a woman from Georgia who’s 57-year-old
who said, “This amount may not seem much to the government or
to the insurance companies, but for me, it would most likely mean
sacrificing essentials, groceries, gas, basic necessities that I rely
on.”

Senator WARNOCK. Given that reality, do you think it’s a good
ide;l for Congress to wait until December 31st to address this cri-
sis?

Dr. LAMBREW. I do not. People are shopping in Idaho already.
They’re looking in 12 or 13 states at the actual prices they’re going
to pay. A week from Saturday, they’re going to go in, and we know
from last years’ experience three million people came in the first
two weeks, and if they come in and their prices are going to be
much higher than they expect, they may never come back.

Senator WARNOCK. Thank you so much. This is a crisis. It needs
to be addressed right now, and I would urge my colleagues to join
us in funding the government and extending these healthcare pre-
miums for the healthcare of millions of Americans. Thank you very
much, Mr. Chairman.

The CHAIRMAN. Thank you. Senator Moody.

Senator MooDy. Thank you, Senator Scott. I appreciate you call-
ing this hearing. I'm one of the newest U.S. Senators, and it pains
me to say about every hearing I'm in, we hear more and more ways
government can throw money at a problem to fix it, and it’s so
great that we’re having a hearing on outside of government, throw-
ing more money at a problem, ways that we might actually bring
down prices.

I appreciate all of you being here today, taking time to be here.
Many of you have experience in this area and have great sugges-
tions on this and experience on this topic. I think the next step is
our chairman might hold a Shark Tank for healthcare ideas on how
to bring—just be ready, that’s the next invitation, I'm sure.

You know, in most every other industry, we expect a fair and
free market, and it’s always expected that you would know the
prices as consumers when you’re shopping. It seems to be the only
area where we don’t have transparent pricing, especially, and we
especially need to focus on it, when shoppable services represent 35
to 40 percent of U.S. healthcare spending.

If the data’s right and we spend $14,570 per person per year on
healthcare, that is more than per capita than any other country on
Earth, and that just is insane to me. Thankfully, we have leader-
ship that’s digging in and trying to figure out how we can come up
with new ideas to tackle prices.
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What was shocking to me is that, and when I look back over the
course of my own medical history, it’s so clear and it’s been there
all along; you never find out how much things cost until months
later when bills start showing up. In fact, only 17 percent of Ameri-
cans know how much their healthcare products or services cost be-
fore they receive them. That is insane, and no wonder no one is
shopping. It’s a captive market of consumers.

I appreciated hearing your testimony, Mr. Smith, about the Sur-
gery Center of Oklahoma and how you challenged other facilities
to offer competitive pricing. The one example you gave was, one
family was quoted $72,000 for a procedure at a major hospital, and
then when they found their way to you, they only paid $3,875.
Since you opened your facility, how many other facilities started
like yours, either in your state or nationally, that you know of

Dr. SMmITH. If you include all of those on the continuum who are
either posting prices or agreeing to enter into single-case agree-
ments for a single case, for a price, to those who will quote a price
over the phone but won’t write it down, it’s in the hundreds. It’s
not in the thousands, but it’s such a dynamic situation because
every time a big hospital or a surgery center that’s not inclined to
reveal prices is faced with losing a patient.

To me, well, Bridge Surgery Center in Indianapolis, to Texas
Free Market in Austin, and anyone that’s a member of the Free
Market Medical Association, they have to step up now and match
those prices or they lose those patients, and it’s about half the peo-
ple in the country that have sticker shock, either directly or indi-
rectly, through their proxy buyer, their self-funded employer.

Senator MooDY. When you started, were there any federal regu-
latory or statutory hurdles to you starting this clinic up, or have
you been faced with those since you started? Is there anything that
we can do to make it easier for places like yours to start?

Dr. SMITH. The two hurdles that I think this movement faces
are; one, is the overpayment that is sent to hospital-owned doctors
and facilities by Medicare. Because they use that extra money to
consolidate the industry and to run independent physicians and fa-
cilities out of business. That site neutrality is what I think people
are talking, and I don’t advocate paying the independents more. I
advocate paying the hospitals less.

Senator MooDY. How quickly, after you started, did you start
seeing the market adjust around you?

Dr. SMITH. I'm sorry?

Senator MooDY. After you started your first surgery center, how
quickly did you see the market adjust to start trying to be competi-
tive with you, or did you not see that?

Dr. SMiTH. We did not see that really until I posted the prices
online in 2009. When we opened in 1997, the response of the indus-
try was to try to crush us through the state legislature. In 2009,
when we posted the prices, that’s when we began to see price
matching, not just in Oklahoma, but all over the country because
patients will travel to have surgery performed.

Senator MooDY. Thank you, Chairman.

The CHAIRMAN. Thank you, Senator Moody. Senator Warren.

Senator WARREN. Thank you, Mr. Chairman. Thank you for hold-
ing this hearing, and thank you, Ranking Member. Military fami-
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lies keep us safe, and DODs TRICARE program, it’s supposed to
keep those military families healthy. Since 2009, the TRICARE
pharmacy benefit has been administered by Express Scripts, the
Nation’s largest pharmacy benefit manager, or PBM. Express
Scripts decides which pharmacies are in-network or out. When one
of those nine million military families’ needs to pick up a prescrip-
tion, Express Scripts decides where they can go to have it filled,
and then they pay the pharmacy.

Now, Express Scripts is owned by the multi-billion dollar health
insurance company, Cigna, and Cigna also owns a mail order phar-
macy called Accredo that participates in TRICARE. In other words,
Cigna owns the company that pays the pharmacies and it also
owns the pharmacy chain that is getting paid the result.

Well, Express Scripts can reimburse the other pharmacies and
give inflated payments to its corporate cousin, Accredo. Express
Scripts has been caught doing exactly that kind of self-dealing in
other government programs, but right now, the Department of De-
fense refuses to check how much it is costing taxpayers and
TRICARE.

Mr. Cuban, you understand this business. Let me ask you, would
requiring Express Scripts to disclose the difference between what
it pays its affiliated pharmacies and the unaffiliated pharmacies
help save taxpayers money or cost taxpayers money?

Mr. CuBaAN. It would save a lot of money, and it would keep
smaller independent pharmacies in business.

Senator WARREN. Okay. You know, that makes sense to me. It
seems pretty common sense here. More transparency would save
taxpayer money, but the Congressional Budget Office disagrees
with you and me on this. According to the CBO, price transparency
would cost taxpayers money because other pharmacies would alleg-
edly join together to demand higher reimbursements. That’s their
argument here.

Mr. Cuban, you talk with pharmacists a lot. Do you think that
independent pharmacists don’t know that Accredo right now is get-
ting a sweetheart deal, and that the independents are just waiting
for information to be told so that they could demand more money?

Mr. CuBAN. I can’t speak for all the independent, but I can speak
for costplusdrugs.com, and so, I went to TRICARE, and I have done
this in the past many times and looked up the price of some com-
mon low-cost drugs, so you know, just recently, I looked up and our
price is lower, whether it’s 30 or 90 pills than the TRICARE price,
is for anybody who is in-network, but off base.

If they’re out-of-network, we’re dramatically lower, so we don’t
need to band together to know that we can be cheaper. All we have
to do is look at some of their prices, and it’s obvious that we'’re
cheaper.

Senator WARREN. Okay. This information is actually already out
there?

Mr. CuBAN. Yes. I mean, it’s just by looking at—and I'm just
talking about the copays. We're not even talking about what Ex-
press Scripts, what the taxpayers still have to pay to Express
Scripts, Accredo. Which is more, they’re not doing this for nothing,
and so, I mean, taxpayers are getting ripped off. Period. End of
story.
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Senator WARREN. Okay.This is where I want to see more trans-
parency.

Mr. CuBaN. Correct.

Senator WARREN. You think that’s a good thing?

Mr. CUBAN. That’s a great thing.

Senator WARREN. Oh, okay. That’s a great thing. Good. I'll settle
for that answer. All right, so DOD claims that this hasn’t affected
military families, but that is based on data from—they said this
has not affected military families based on data from, you guessed
it, Express Scripts.

When the Government Accountability Office reviewed just a little
slice of this data, they discovered, "persistent inaccuracies,” includ-
ing misreporting the number of people who lost access to their local
pharmacies because the pharmacies were pushed out of the
TRICARE network. They left for the very reasons you described,
but that was just a one-time review. I'm pushing DOD to audit this
information every single year.

Dr. Lambrew, you served as commissioner of the Maine Depart-
ment of Health and Human Services, so you understand the impor-
tance of program integrity. Do you think that auditing this pro-
gram would help save taxpayers money, or cost taxpayers money?

Dr. LAMBREW. Senator, it would save money.

Senator WARREN. It would save money. You know, I just want
to point out here, Mr. Chairman, self-dealing by the pharmacy ben-
efit managers keeps the cost of prescription drugs high, both for
the taxpayers and for consumers.

I'm going to keep pressing CBO to update their analysis of the
PBMs. I hope to work with all of my colleagues to pass proposals
to reign in self-dealing by the PBMs in TRICARE and beyond, in-
cluding my bill with Senator Hawley that would make the same
company cannot own a PBM, and an insurance company, and phar-
macy at the same time. Look, we need to stop these giant corpora-
tions from ripping off American taxpayers and get a little more
competition in the drug market. Thank you, Mr. Chairman.

The CHAIRMAN. Thanks, Senator Warren. Senator Justice.

Senator JUSTICE. Mr. Chairman, thank you. Thank you to all the
witnesses. Better turn the thing on. First and foremost, I mean this
from the bottom of my heart, this discussion needs to happen on,
and on, and on. We know we’re dealing with a train wreck here,
a runaway train wreck, and absolutely something’s got to be done.
Now, I don’t have a clue in the world why on Earth transparency
is bad.

Let me just say this before I go any further. I've got to just tell
you this story real quick. We're in a government shutdown right
now, and really included from my standpoint, I'm not very happy
with the Democrats, but at the same time, I was just going down
the hall just a little while ago, and there was a lady standing there
that’s a custodian, and she was talking to a friend of hers, and the
friend doesn’t know what to do, and because the friend is so upset,
the friend’s crying and she’s crying.

I would tell us all just one simple thing, because I'm not here for
anything really, and truly when it really boils down to it, at the
end of everything we do, there’s a name and there’s a family, and
we should all take that to heart.
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Now, with all that being said, on top of all that, I would say to
you just this, I'd go back to when I was a Governor, and I've got
to read to you one thing. I'd even halfway forgotten about this, but
I signed a bill when I was a Governor not long ago, House Bill
2263, into law. The first of its kind is legislation that crack down
on the PBMs. It requires insurers and PBMs to pass along nego-
tiated drug savings directly to the patients, helping lower cost,
helping lower cost of West Virginia with commercial insurance.

Let me tell you, I speak in really common terms. I've just got a
very quick couple of questions, but in a state like ours, Mr. Cuban,
you know, many people rely on independent pharmacies. What
kind of pressures are the PBMs putting on these pharmacies?

Mr. CuBAN. It’s horrific. I mentioned in my testimony that, first
of all, the wholesalers buy drugs at the list price, and then they
sell to the pharmacies at just under the list price, which means
those independent pharmacies, small businesses, are out a lot of
money. For instance, on an Eliquis $600 point price, they’re out
$570 and they need to collect that money back as soon as possible.
What PBMs do is not only wait to get the value of the float, but
they also under reimburse them.

Instead of paying them at least the $570 so they can break even,
they pay them less knowing that there’s only so much they can
take where they’ll either, A, go out of business, or, B, send the pre-
scription to one of their captive pharmacies, and that in turn
means they’re not supporting their patients.

Let me tell you something that a lot of people don’t appreciate;
that last five feet between the patient and the pharmacist is some
of the most important, important time any patient will ever spend.
Because if they’re getting medications that conflict with each other,
then some really bad things can happen. We underappreciate phar-
macies, and the big PBMs are literally, purposely, as far as I can
tell, putting them out of business.

Senator JUSTICE. Well, I couldn’t agree more. Let me just end by
saying just simply just this; all of us, all of us realize the problem.
All of us have got to have enough guts to do something about the
problem, don’t we? I mean, that’s what it really boils down to.

You know, like I said, I didn’t come here for anything. I've got
white hair, and ride around on a scooter and I've got Baby Dog. I
mean, for crying out loud, when it really boils right down to it, I
speak the truth, and I ask people to help. With all that being said,
the last thing I'd say is just this on a lighter note mark, when is
Kyrie going to be able to play?

Mr. CUBAN. Hopefully, November.

Senator JUSTICE. It’s going to match. I would absolutely love it.
The last of my last I would say is just simply this; this is my pre-
diction from a basketball coach that’s coached 1,350 games, a semi-
pro team, Mavericks will win it all this year.

Mr. CUBAN. Out of your mouth to God’s ears.

Senator JUSTICE. Thank you so much.

The CHAIRMAN. Thanks, Senator Justice. Senator Kelly.

Senator KELLY. Thank you, Mr. Chairman, and thank you to all
of our witnesses for being here today.

I'm going to start with Dr. Lambrew. Thank you for your work
on implementing the Affordable Care Act, which made coverage
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more affordable for millions of folks across the country, including
in Arizona State that I represent. Now, with the expiration of the
enhanced ACA premium tax credits and some new federal enroll-
ment restrictions taking effect, I think it’s fair to say that the
progress we’'ve made is at risk.

In Arizona, many older adults and working families rely on Mar-
ketplace coverage for insurance before they are eligible for Medi-
care. I've spoken to many of them, and when Senator Justice talks
about names and families, these are real people. I've talked to
many of them over the last couple weeks, but looking beyond next
year’s enrollment, the combination of the tax credit expirations and
the administration’s new rules and Medicaid funding cuts that are
coming, this could leave Americans with higher premiums without
a lot of options.

In Arizona, these aren’t abstract numbers. They are real families,
real people. A guy I spoke to just a couple days ago named Dennis
is 66 years old. He’s on Medicare, his wife is not. Lives in Lake
Havasu City. He worked in ship repair for over 33 years, never
went to college, just went to high school, but became a project man-
ager. His wife is 62, she depends on ACA coverage until she’s 65.

They’ve got three years of trying to deal with this. They pay $440
a month for her insurance through the ACA, but they get a $720
tax credit. When these tax credit lapse, her premium will go from
$440 to $1,100 a month, and this threatens their retirement plans.

This guy worked really hard. They’ve got six kids that are nieces
and nephews that they raised. They’re not going to be able to live
out their retirement dreams now because their excess income that
they had is going to go for insurance. That’s it.

It gets worse for other people. Robin, 60-year-old woman from
Sedona. She says the expiration of ACA subsidies could lead to sig-
nificant increases in her healthcare costs because she also gets a
premium tax credit? She said it’s going to make her have to decide
between rent and healthcare. It’s that simple for millions of people
across the country; having a place to live or having healthcare in-
surance, and she told me that she is not looking for a handout,
she’s looking for a hand up.

Can you speak to the broader economic and health system effects
that we could see if these policies lead to large coverage losses.
How is it going to affect states like Arizona, and West Virginia, and
Florida, and New York, and Kansas, you know, places that have
rural areas? What should we expect to see?

Dr. LAMBREW. Thank you for that question. To talk first about
the uninsured and then about reduced enrollment. We had hit a
record low percentage of Americans who are uninsured in 2022,
and 2023, and 2024. We actually have never done better.

The Congressional Budget Office projects that a few years out,
the number of uninsured in this country will increase by 50 percent
as a result of these changes, plus the Medicaid changes that are
on the horizon. We know from our hospitals and health systems
and other providers who try to provide care to people who may not
be able to pay, may not be able to afford it.

It will strain the healthcare system, which could mean more
rural hospitals close, mean more clinics really struggle to keep
their hours, to keep their nurses to really survive in a climate with
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less reimbursement. There will be health system effects, not just
for those directly affected, but anybody in that rural community
who may not be able to get the services that can no longer be sus-
tained.

There’s also a broader economic effect. Mr. Cuban talked about
small businesses needing this kind of support for their workers to
stay healthy. We have an estimate that 339,000 jobs could be lost
just because of the expiration of these premium tax credits. Be-
cause it affects hospitals, it affects communities that are around
those hospitals, and that translates into $2.5 billion loss revenue
every year for certain local governments.

Those are just two examples of the health system and the eco-
nomic effects of not continuing these tax credits.

Senator KELLY. I've got some other questions. I know I'm out of
time. This is obviously a complicated issue. You know, healthcare
in the United States is incredibly complicated. I've got some ques-
tions I want to submit for the record to Mr. Cuban and to Mr.
Smith, but thank you again to all of you for being here.

The CHAIRMAN. Thank you, Senator Kelly. Senator Marshall,
thank you. Welcome to our committee hearing. You're up.

Senator MARSHALL. Thank you so much, Chairman. I appreciate
the invite to come. Welcome to our guest as well. Could you imag-
ine going into a restaurant and you look at the menu, you have
your choice between a good Kansas City strip, or some day-old
chicken with gravy and cream on it to make it taste good and not
knowing what the price tags are?

Could you imagine you need a new pickup truck to pull the fish-
ing boat with? And you go online, you look at a Ford, and a Chevy,
and a Dodge. Of course, the Dodge is the best, but you want to look
at the price to help figure out which is the best deal, but for some
reason, in healthcare, it’s the only industry in the world, in Amer-
ica, that doesn’t have a price tag with it, so consumers have no
idea.

When a patient would come to me and I would say, “Look, you
need an infertility surgery.” They would say, not, “"What does it
cost?” They would ask, “Does my insurance cover it?” For seven,
eight years, we've been working on legislation, a price tags bill. I
want to just briefly describe it to you all, if you don’t mind what
it does. I want to make sure I get this right.

It requires public reporting of negotiated rates, cost, and cash
prices for services at hospitals, surgery centers, imaging centers,
and clinical labs, so price tags for the hospital, much like Surgery
Center of Oklahoma is doing.

Number two, it ensures group of health plans have access to
claims data and prevents third-party administrators from restrict-
ing data access. Anyone who’s ran a business, isn’t it frustrating?
We'’re trying to convert from a traditional insurance to a self-fund-
ed model, and the insurance companies won’t give us our own data,
whose data is that? We fix that. Number three, it requires patients
to be provided an itemized bill for each succinct service as well.

I'll start with Dr. Smith. What impact would that have on
healthcare costs, specifically across the country, in your
guesstimation?
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Dr. SmiTH. I think it would have a real positive effect on costs
because more companies would self-fund, and self-funded compa-
nies are essentially our proxy buyers for individuals. They have the
same sticker shock that an individual does, and if a company has
their own data and they can actually look at claims, they can com-
pare what they paid.

Senator MARSHALL. I think you got a great point. The only one
whose health insurance costs are not going up are self-funded plans
that have a direct primary care doctor running that, the folks in
there as well. Do you think it would bring down the prices of the
hospitals you’re competing with? Would they bring their prices
down?

Dr. SMITH. Oh, absolutely, and because the self-funded compa-
nies with sticker shock would patronize price-transparent facilities
like mine, and the hospitals would have to match that or they'd
lose all that business.

Senator MARSHALL. Mr. Cuban, you could talk about the phar-
macy industry, how PBMs hide it, or you could just talk generally
about healthcare, what the impact of a price care, price tax bill
would do. What do you think?

Mr. CUBAN. It would be great. I mean, like for my companies,
we're already starting the process of direct contracting, and the
only way you can direct contract is if you know the prices, and by
knowing the prices, we can make our own determinations about
what our cost of care would be. Because once we have our claims,
we can look at our historical claims and kind of extrapolate to see
where they’re going.

Point number two to that, is it would crush the big insurance
companies because it allows us, and this is what we’re doing, to di-
rect contract with providers and b, just work with a third-party ad-
ministrator to handle all the services and just figure out the care
navigation with a third-party as well. You know, it’s rare that in-
surance companies take all the insurance risks these days, and so,
this is just one more way to accelerate the move from them toward
people, companies, in particular, taking responsibility for all of
their own care.

Senator MARSHALL. Dr. Moulds, do you have anything to add to
what the impact of the price tags bill?

Dr. MouLDs. No. Anything that can be done to increase price
transparency from our perspective is going to be a good thing. You
know, we have a much better sight line into prices because of our
size. We require a lot of information through our contracts. There’s
still opacity out there, but for folks who are smaller employers, for
example, they often don’t, and they don’t have the same kind of
sight line, and it’s incredibly important for them as well.

Senator MARSHALL. My belief is whatever we can do to turn pa-
tients into consumers, again, is going to help bring the cost of
healthcare down, and if you want to be a consumer, you have to
know the prices as well.

Mr. Cuban, you want to talk a little bit just about the opaque-
ness of PBMs, the traditional PBMs, and how they truly are hiding
the cost from my mom and dad when they go to their local phar-
macist.
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Mr. CuBAN. You know, Cost Plus has been in business for three
and a half years, and we're still the only pharmacy that publishes
their entire price list. As Mr. Moulds mentioned, he used us as a
reference price when the FTC investigated the PBMs. They use
Cost Plus Drugs as a reference price, and so, they’re doing all they
can to prevent transparency.

They also do the same thing with contracts. Anytime you have
a contract with an employer in particular, or State, or Federal Gov-
ernment, they always put in there maybe other fees that we charge
you. Right? Then, they’ll play games like with rebate GPOs. What
a Rebate GPO is, you would think a PBM is big enough to just ne-
gotiate with the brand manufacturers and get the best rebates they
can, but that’s not what they do. They create these intermediary
subsidiaries called Rebate GPOs that in turn go and negotiate with
the brand manufacturers.

Take let’s, in any given example, 60 percent in rebates given
back 40 percent to the actual PBM, who in turn goes to the plan
sponsor and says here’s the whole 40 percent, not disclosing that
they kept 20 percent through their Rebate GPO.

Those are the types of things, and there’s a long list more, but
I will say the one thing for every employer or anybody listening is
if you're paying any fees as a percentage of a price of a drug, you're
getting ripped off.

Senator MARSHALL. That’s why we call it DE or Delinking. The
bill takes care of that as well, and the bad news is they’re moving
these GPOs offshore so they don’t have to obey any of our laws.
Thank you so much, chairman. Thank you for holding this hearing.

The CHAIRMAN. Thank you, Senator Marshall. Senator Gilli-
brand.

Senator GILLIBRAND. For Dr. Moulds, CalPERS has implemented
reference-based pricing for certain procedures like knee and hip re-
placement surgery or colonoscopies. CalPERS has also incentivized
its members to use independent laboratories for shoppable lab serv-
ices. You emphasize in your testimony that there is no one-size-fits-
all solution for rising healthcare cost.

What factors does CalPERS consider when deciding to adopt ref-
erence-based pricing for certain procedures or services? What are
the limitations in using reference-based pricing, more broadly? Are
there certain procedures or services for which this doesn’t work or
creates a problem?

Dr. MouLps. Thank you for the question. Yes, there are some
things that are better fitted for shoppable responses. For example,
the most recent reference pricing program we have is with labs. We
are essentially eliminating cost sharing for our members who fore-
go the hospital owned lab and instead go to independent labs
where we’ve pre-negotiated a much lower price.

You know, the reason that we’re structuring it that way is so
that it’s entirely a carrot-based intervention rather than a stick,
and with a stick-and-carrot intervention, like some of our other
programs, the one thing that we don’t want to happen is for our
members to go down to get their lab work, only to find out what
their cholesterol numbers look like, et cetera, that it’s prohibitively
expensive, and then never seek the care they need.



30

We have to be thoughtful about when we do it, about the implica-
tions of foregone care. You know, CalPERS members either work
for the State of California or a public sector entity like a city, coun-
ty, school district, or a fire district. They stay with their employers
for a very long time. Their long-term health is incredibly important
to us.

It’s what we’re in the business of doing, make sure that they stay
as healthy as possible, but also if they are foregoing care, particu-
larly preventative services, we're going to see those costs later on
down the line in the form of worse conditions that are far more ex-
pensive to treat.

Senator GILLIBRAND. Dr. Smith, can you talk a little bit about
improving Medicare physician fee schedule? Because we talked a
lot about the problems. Can you talk about how to fix those prob-
lems, and what your best recommendations would be for this com-
mittee?

Dr. SMITH. Yes, I'm no good at policy. I'll take a swipe at it. I
think one of the first things that maybe should be considered is
eliminating provisions on balance billing. If a physician thinks
their service is worth $500 and Medicare beneficiary agrees, but
the fee schedule only pay them $100. There should be no prohibi-
tion on an arrangement between that physician and that Medicare
beneficiary for what they consider without any interference. A mu-
tually beneficial exchange.

Right now, there is a hard limit on the fee schedule and no one
can charge beyond that. I would probably start there, and that will
make the Medicare beneficiary a pretty intense shopper, and that
tends to drive prices down as well.

Senator GILLIBRAND. I feel like this hearing has been very useful.
We've gotten a lot of good ideas about how we reduce costs from
each of you. Some studies show that healthcare consolidation also
leads to increased healthcare costs.

To any of you who want to talk about this, to what extent do you
agree with these findings? And could you please describe your ex-
periences with healthcare consolidation as increase in healthcare
costs, starting with Mr. Cuban?

Mr. CuBAN. I mean, I don’t have anything specific to add to that
other than our own experiences that when a PBM owns a phar-
macy. When an insurance company has an investment in 10 per-
cent:1 of the doctors out there, they are going to optimize for their
top line.

I can tell you that when you look at the biggest insurance compa-
nies, they have 2,500-plus subsidiaries. You know, the intercom-
pany transfers for just one of them alone is equal to 0.3 percent
of the U.S. GDP, so you know that they’re gaming the system in
every way they can, and if you just intermediate them or
disaggregate, separate them, you’ll see prices fall because they
won’t be able to arbitrage the financial system.

Senator GILLIBRAND. Yes. I've seen it where even different funds
acquire whole sets of healthcare practices, and they do it because
they know they can make money. What I've noticed is a patient,
and what my constituents have noticed as patients, is that the
services decline, that you’re not actually getting the quality of care
that you had before.
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Can you talk a little bit about that as well, any of you? Also,
what does this do to rural areas? I think one of the biggest hard-
hit areas it’s going to be in rural areas. Because when you're a pro-
vider in rural areas, you don’t have the economies of scale, you
don’t have the ability to do cost-cutting, but honestly, people need
healthcare to survive.

Part of my conclusions about this is that if we look at healthcare
as much more of a human right, as opposed to a business model,
you have a different approach. Some of the things that you’'ve of-
fered are consistent with that. Like, let the customer know how
much things cost, publish it in advance, let the market work better.
Giving that information to consumers, to the patient, is vital to get
costs down.

Also, in your last recommendation, Dr. Smith, you were just say-
ing give patients more control. Because they may be willing to pay
a little more than Medicare will cover to get the benefit of that doc-
tor, and that’s also interesting, so anyone can answer the question.
Go ahead.

Dr. MouLDs. I mean, you know, just elaborating on some of the
earlier figures that I was citing about the differences between the
North and the South and California. We see a more than two to
one difference in prices. When we compare our least competitive
counties to our most competitive counties on hospital prices, the
most efficient 10 percent are at about 62 percent of Medicare. The
least efficient 10 percent are above 350 percent of Medicare, so tre-
mendous price variation.

Mostly, you can tie it back to a lack of competition. Just gen-
erally speaking, anything that can be done to oversee consolidation
is going to be of critical importance. For us, absent that, having
other tools to get at those kinds of differences in areas that really,
you know, when we talk about shoppable services, we provide a
travel benefit for our members who are getting hips and knees if
they need to go out of county.

Without that, we wouldn’t be able to do reference pricing in coun-
ties that uniformly are above 300 percent of poverty—I mean,
sorry, above 350 percent of Medicare. It’s a tremendous problem in
California.

Senator GILLIBRAND. Dr. Lambrew?

Dr. LAMBREW. I will just quickly add that I think this issue of
consolidation within states, especially areas that are rural, is a
great concern to state policymakers as was well as federal policy-
makers because they’re on the front line right now of some of these
negotiations between large health systems and insurance compa-
nies. How do they manage kind of this cost growth that they can’t
actually totally control? Because self-funded plans are outside of
states purview.

I think we’ll see a lot of bills next year, I think, at the state level,
on this topic. I will just go back to rural because I think many
states are thinking hard about whether some of the funds from the
Rural Health Transformation Program that’s rolling out this fall
can be used for different types of payment models for those rural
hospitals that may be critical access hospitals.

Some of these hospitals just don’t have enough volume to—even
if you paid them 300 percent of Medicare to support the day in and
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day out services, so thinking creatively and differently about how
we support access to rural services, not just hospitals, I think, will
be on the horizon as well.

Dr. MouLDs. If T could add just one point on the rural issue.
Rural areas are not driving healthcare costs in California. We un-
derstand that in some rural areas it is more challenging to provide
healthcare services. Some of them are still more expensive than
they should be, but that’s not what’s going on. It is the populated
areas where you still have very high prices that are driving
healthcare costs in California.

Senator GILLIBRAND. Got it. Thank you, Mr. Chairman.

The CHAIRMAN. Thank you. Mr. Cuban, how does the level of
transparency that—your Cost Plus, right, you know your prices
and then your cost, you add 15 percent, right? You just tell every-
body, so everybody knows, so how’s that changed behavior? How’s
that changed? What have you watched?

Mr. CuBaAN. I mean, I look to see who’s—people start shopping
more, to answer your question directly, because now they know
when they go to the pharmacy counter and they’re shocked by a
price, and we get emails, and calls, and letters all the time; "I
thought this medication was going to cost me $900. I went to cost
plus and it was $21.” Then, they tell people Cost Plus is growing
and we don’t spend a penny on advertising, and the reason is,
when you save somebody money on their healthcare and their
medications, they’re going to tell everybody.

The CHAIRMAN. How many employees do you have at Cost Plus?

Mr. CUBAN. Seventy, maybe. That includes manufacturing.

1T}’f?e CHAIRMAN. All right. How do you structure your health
plan?

Mr. CUBAN. Our own health plan?

The CHAIRMAN. Yes.

Mr. CuBaN. We created something called Cost Plus Wellness,
where we're going and we’re doing direct contracting with providers
around Texas and where we have employees. I met with a lot of
CEOs and CFOs of hospitals and found out where the insurance
companies were taking advantage of them. They underpay their
contracted rate with high deductibles. You turned the hospital into
a subprime lender with the delays from the preauthorizations, so
we said we’ll do none of those things. If you give us a better ref-
erence price, we’ll pay you cash up-front, no deductibles and no
preauthorization. We're able to get a much better price.

What we’re going to do that’s different at, by the end of the year,
we'll have costpluswellness.com where we’re going to publish all
our actual contracts. Because when we talk about transparency, it’s
one thing to talk about prices, but most companies don’t have the
sophistication to understand the contractual details. We’ll publish
them for anybody to copy.

Then for our employees, they have no out-of-pocket when we
work within the system. For our employees, for any drugs from
Cost Plus Drugs, they have no out-of-pocket as well.

The CHAIRMAN. If they go outside the system, what happens?

Mr. CuBaN. If it’s for healthcare, someone’s in a car accident
somewhere, then we have kind of a healthcare navigator, we call
our healthcare CEO, that will call the hospital and say, "Hey, we’'d
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like the cash price.” Because the craziness, part of the craziness of
this healthcare industry is the biggest insurance companies will ne-
gotiate a $25,000 rate for a hip replacement, and any Tom, Dick,
or Harry walking in off the street can probably get it for $15,000,
and so, we'll negotiate directly to get the better price.

The CHAIRMAN. Do your employees have any costs at all in
healthcare?

Mr. CUBAN. Yes, in some of them. Depending on which one of the
companies they’re in, they do, but for the Mark Cuban companies
directly, they do not.

The CHAIRMAN. Okay. When you do—why do you have them
have any skin in the game?

Mr. CUBAN. Why don’t we?

The CHAIRMAN. Why do you have—why do they have, you know,
do they have any charge at all? Why do the employees have any
charge at all? What’s the rationale for that?

Mr. CuBaN. I mean, it’s really just because as a startup, were
progressing through all this. The goal is to get them so they don’t
have any responsibility because we want to use it to retain them.
Now, I get where you’re going with your question. You want smart
shoppers going out there to be able to make the best decisions, but
we’ll have a healthcare CEO, CFO who goes out there and does the
negotiating for them.

The CHAIRMAN. They won’t have a choice.

Mr. CuBAN. Well, they’ll have a choice. I mean, they’ll have the
opportunity, but if it’s not going to cost them anything, nobody
complains. Because what we’re saying is, like, if you have a favor-
ite doctor that you've always used and we’re switching for whatever
reason, we'll go to that doctor and say, “Hey, we’d like to do a di-
rect contract with you. What will you charge us?”

The CHAIRMAN. What if they say no, and I'm not going to do
that?

Mr. CuBAN. Then we’ll pay their going rate because we want our
employees to be happy.

The CHAIRMAN. Okay. Dr. Smith, are government policies and
regulations helping you or hurting you?

Dr. SmiTH. Well, indirectly hurting us, I think, because we pay
tax, unlike the not-for-profit hospitals. As you pointed out earlier
today, we also are alarmed at how aggressively hospital systems
are acquiring physician practices and hiring physicians. That has
decreased the number of independently

The CHAIRMAN. Why would they do that?

Dr. SmiTH. Well, yes, it’s vertical integration and it’s consolida-
tion. It’s all the above. The number of independent practicing phy-
sicians is dwindling in the country, and so, this movement is cur-
tailed to the extent that they have no sort of entrepreneurial in-
stinct or vision at all. I operate, for the most part, out of the gov-
ernment regulatory sphere. We accept no government payments.
We just accept payments directly from that.

The CHAIRMAN. Could you open up another surgery center right
now?

Dr. SmITH. Could I?

The CHAIRMAN. Yes. Is there any government limitations?
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Dr. SMITH. The only government limitations on opening up a sur-
gery center or a hospital is if you wish to accept federal payments
that’s illegal for a hospital.

The CHAIRMAN. Why would that be illegal?

Dr. SMITH. That was a provision in the Affordable Care Act.

The CHAIRMAN. What’s the rationale for that? I mean, what
you've said is your way cheaper than Medicaid and your way
cheaper than Medicare. Shouldn’t they want a lot of competition
like you?

Dr. SMITH. Yes, I can only speculate the prohibition on opening
new physician hospitals. It’s actually worse than that. The prohibi-
tion expanded to, or it included, expanding, existing physician-
owned hospitals. I was told that that was part of getting the Amer-
ican Hospital Association to the table to endorse the bill, but I'm
speculating. That’s just what I was told

The CHAIRMAN. Mr. Cuban, so who’s on your health plan, right?
It does take Cost Plus—you know who’s on your health plan, right?

Mr. CuBAN. I have a bunch of different companies, but that’s
generally,

The CHAIRMAN. You, I mean, the CEO of the company would
know who’s on the plan, right?

Mr. CUBAN. Not necessarily, no.

The CHAIRMAN. They would know who’s

Mr. CuBAN. I mean, generally, yes, but I've got a lot of different
companies, so I couldn’t——

The CHAIRMAN. Okay. Would you be okay if there was just an
afger})t that could just sign up somebody and you paid 100 percent
of it?

Mr. CUBAN. No, of course not.

The CHAIRMAN. Okay. Would it surprise you that in the
COVID—you know, what Senator Warnock was talking about, that
the way it works is an agent can sign anybody up they want as
long as they know their name, address, and birthdate, and then the
money goes directly to the insurance company, so does that sort of
make sense to you?

Mr. CuBAN. Of course not.

The CHAIRMAN. Okay. Do you think there might be fraud? That
people would take advantage of it?

Mr. CuBAN. I mean, I think salespeople are going to find ways
to make money, aren’t they, no matter what.

The CHAIRMAN. Yes. Dr. Moulds, so what did you—so how many
giffergnt reference things are you doing? How many different proce-

ures?

Dr. MouLDs. Eighteen at the moment

The CHAIRMAN. Okay. How much—sorry.

Dr. MouLDs. Eighteen different procedures and they’re struc-
tured differently, but in three buckets, essentially.

The CHAIRMAN. Okay. You've said that the prices in certain
places of the hospitals are higher than others. Why would that be?

Dr. MouLDSs. As I've said, I think a lot of it has to do with com-
petition. Some of it is independent of that. I mean, certainly, there
are places where it is harder to run a hospital than in other places.

The CHAIRMAN. Let’s say Sacramento. How many delivery sys-
tem, hospital delivery systems are there?
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Dr. MouLDs. There are one, two, three, four—four.

The CHAIRMAN. How many do you contract with

Dr. MouLps. All of them

The CHAIRMAN. Is there different pricing?

Dr. MouLDps. Yes. Negotiated through, generally speaking, either
through the insurance companies that we contract with or through
our third-party administrator.

The CHAIRMAN. How big of a customer are you?

Dr. MouLDs. Well, we're the largest purchaser in California.

The CHAIRMAN. If somebody said they’re not going to talk to you,
would it impact their business much?

Dr. MouULDS. Yes.

The CHAIRMAN. Okay. You were talking about rural hospitals,
and I think all of us want to make sure rural hospitals stay in
business. Would you do a hip surgery at a rural hospital?

Dr. MouLDS. Any hospital

The CHAIRMAN. They do hip surgeries, and you do it?

Dr. MouLDs. For any hospital that is of sufficiently high quality.

The CHAIRMAN. How many surgeries would you want them to
have?

Dr. MouLps. Hips, as I understand it, I'm not that kind of doc-
tor. As I understand it, generally, there are multiple knees—as in
a single knee more than once or multiple single hips, pretty rare.

The CHAIRMAN. Dr. Smith, how many, if you—before you went to
do a rural hospital, how many—would you want to go to a physi-
cian that did one a year?

Dr. SMITH. Yes, I would pick the physician, and they—you know,
I'd say they’d need to do 100 a year. If the surgeon had confidence
in a facility and the crew there, that would be the biggest indicator
that they know what they’re doing.

The CHAIRMAN. In a typical rural hospital, how many, if they
were going to do, they do get 100?

Dr. SmiTH. They would not do 100, no.

The CHAIRMAN. You probably wouldn’t want to go there for your
care?

Dr. SmitH. No.

The CHAIRMAN. Right. Mr. Cuban, do you think you could apply
the same principle to some or other areas of healthcare? Could we
do it with MRIs and CT scans?

Mr. CuBAN. Yes, particularly with those. Because it’s just equip-
ment, and some technicians, and some qualified doctors.

The CHAIRMAN. Have you worked with the department of War?
Are they contracting with you?

Mr. CuBaN. No.

The CHAIRMAN. Why not?

Mr. CuBaN. I have no idea.

The CHAIRMAN. Have you talked to them?

Mr. CuBAN. I have not talked directly. When the DOD went out
for one of their bids, their requirement was that thick, you know,
and it just wasn’t worth the time.

The CHAIRMAN. Okay. The same for the VA and same for
TRICARE?

Mr. CUBAN. Yes, same.
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The CHAIRMAN. Senator Warner was saying that you were check-
ing the price, I think you said something. How did you find that
you were able to look at the TRICARE book? You could see what
their price was?

Mr. CUBAN. Actually, just the copays. We were cheaper than
their copays.

The CHAIRMAN. Why would you be cheaper than our copays?

Mr. CUBAN. Because they’re stealing.

The CHAIRMAN. Have they—I mean, is there

Mr. CuBAN. Makes no sense. Does it?

The CHAIRMAN. Can they——

Mr. CUBAN. There’s a reason why they don’t publish their price
list. To Dr. Moulds’ point, prices vary by customer, to customer, to
customer. That’s how they maximize their margins, and that’s how
they’re able to control. You know, Dr. Moulds was smart enough
to get a carve out from his PBM. Most companies are not big
enough, are able to do that.

The PBMs will require that you buy from their pharmacy, that
you buy from, you know, specialty. The fact that there’s a specialty
tier for generic drugs or any drug. Every drug is special in its own
way. You know, if you are being offered a specialty tier, you're
being ripped off.

The CHAIRMAN. Yes. Dr. Moulds, so do you know anybody else
that’s gotten a carve out, and why, you're just so big you can get
whatever you want?

Dr. MouLDs. We can’t get everything we want. We certainly try
to get the things that we think we need. We do not get everything
that we would like to have in our contracts. I am not aware of
other entities offhand that have carve outs. It would not surprise
me if larger purchasers sometimes.

The CHAIRMAN. Have you been able to get into any employers
that way?

Mr. CuBAN. There’s more and more carve outs now for GLP-1s
because one PBM sold their access to the formulary and excluded
another GLP-1. Some of those large customers are able to get
carve outs for GLP-1, specifically, but typically, we’ll push, we will
get those big companies to start working with transparent PBMs
that include us in their network.

The CHAIRMAN. Dr. Moulds, what will it take for Mr. Cuban to
get your business? I mean, how can he get in? Because you did it
because of somebody like him. Right?

Dr. MouLDs. As I said, it was very helpful to have his prices pub-
lished and to be able to use them in our negotiations. We looked
very expansively in our most—we just renegotiated our PBM con-
tract for a January 1st, 2026, start.

We look comprehensively at a number of different solutions, in-
cluding multifaceted ones of the kind that Mr. Cuban has men-
tioned. There are a lot of things that PBMs do in addition to buy-
ing drugs. They distribute drugs. They help manage formularies, et
cetera. You know, breaking that up is something that we always
have as a vision for our future.

It is enormously complicated thing to take on. We have taken
pieces of that and incorporated it in a broader approach right now,
but we’re not precluding a future where we do something that
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breaks apart what they provide and contracting independently for
those solutions.

The CHAIRMAN. Is there something that the PBMs are doing that
you can’t do?

Mr. CUBAN. No—I mean, let me qualify that. We don’t have ac-
cess to all brand drugs. What we’re told from the brand manufac-
turers is the reason we they don’t sell to us is because it’s been in-
timated to them from the big PBMs that if they do work with us,
they will see their portfolios diminished on their formularies.

Formularies give the big PBMs 100 percent of their power. If
they didn’t have control of formularies—and look, there’s no spe-
cific skillset that they have that the State of California couldn’t
recreate for creating their own formularies, right? They just go out
and negotiate that formula, and effectively, auction off access to
that formula.

If you disaggregated by law formularies from PBMs companies,
patients would have better experiences because they would be more
dependent on their doctors, and the entire rebate system would col-
lapse like that. When the entire rebate and fees system collapsed,
the price of medications would fall depending on the medication, 30
to 80 percent.

Their control of formularies gives them every bit of leverage.

The CHAIRMAN. Why do you think PBMs are started?

Mr. CuBaN. Why were they started? Yes, back in the day, it was
about negotiating pricing, and that’s what they did, but they don’t
negotiate prices today. If they negotiated prices, they would just
publish a price list. Hey, and I wouldn’t be in business, right? Be-
cause they’re big, they should be able to buy for a lot less than we
can, but they don’t negotiate prices. What they negotiate is what
they auction off as access to their formulary.

You see that a big part of the problem as a result is going back
to when we talked about deductibles, right? All the stuff about the
ACA, well, you would think of PBM, if they truly were about nego-
tiating prices to the benefit of patients, they wouldn’t make pa-
tients pay full list price for a medication until they hit their de-
ductible.

What happens when that insured patient has that $2,500 deduct-
ible and it’s a $400 medication, you know, out of the $400, let’s just
say $200 of it goes right to the PBMs pocket.

The CHAIRMAN. Yes. Dr. Smith, have you calculated for just the
surgeries that you do, that you have prices of how much Medicare
would save or just even Medicaid in your state? Take Oklahoma.
Do you have any feel for what—take Medicaid. Have you ever
looked at what you could save if you—if everybody just got your
prices?

Dr. SmITH. I think I could answer that in a roundabout way.
Oklahoma County, it’s the largest county in Oklahoma, and they
have 1,100 employees. The first year we were directly contracted
with them, those 1,100 employees saved $750,000 out-of-pocket.
The Oklahoma County Health Plan saved $3.25 million. Those
prices we were offering were less than what Medicaid pays the hos-
pital, but that’s 1,100 lives.
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I think if you extrapolate that out to the number of Medicare,
Medicaid beneficiaries, it could be tens of millions, dozens of mil-
lions of dollars, easily.

The CHAIRMAN. If Medicare, Medicaid had a complete choice that
people go wherever they want, and we gave the money to the en-
rollee, you think they could buy better prices?

Dr. SMITH. Oh, yes. You would essentially turn Medicare into the
same sort of cooperative arrangement that cost sharing ministries
have embraced where the member pays and then they’re reim-
bursed, so, that caused extreme shopping. Yes.

The CHAIRMAN. They would bring them in and make them shop-
pers.

Dr. SMITH. Yes.

The CHAIRMAN. Mr. Cuban, you’re starting to produce sterile
injectables. Was that an easy process? Was the government really
a good partner in helping you do get that done?

Mr. CuBAN. No, it wasn’t an easy process, and if I can add one
more thing on the cost for Medicare and Medicaid. There have been
multiple studies that showed if Medicare bought, I think it was on-
cology drugs, through Cost Plus Drugs, it would save $6 billion a
year, $1 billion a year for urology drugs.

To go back to your question on our manufacturing facility, we
had to work with the FDA and it was slow, but it was efficient and
we were able to get it done. Honestly now, since the change in ad-
ministration, we’re extending that and they’ve been very good to
work with and much quicker.

The CHAIRMAN. Are you like three times, four times, five times
the international—same thing. Your prices, are your costs way
higher than if you did this in Vietnam, or India, or China?

Mr. CuBAN. No. Because we’re mostly robotic, we’re all robotic.
I'd say we're really close to being as cheap, if not cheaper, than
overseas.

The CHAIRMAN. All right. By the way, do you tell people where
drugs are made?

Mr. CUBAN. I'm sorry?

The CHAIRMAN. Do you tell

Mr. CUBAN. Oh, where the source country is? Yes, we don’t. At
this point in time, it’s something we’re discussing. We have one
drug that’s made in China, that might move to two. We have a
bunch that are made in India, but we check and we do batch check-
ing and all that, and we’re increasing the number that we get done
here.

Part of the challenge we have is the big wholesalers have these
contracts with American manufacturers, and I forget the term, but
it’s like either deliver or your SOL. That really makes things a lot
difficult for us when it comes to when—for them to be able to com-
pete with pricing.

The CHAIRMAN. What do you think your prices, and especially as
you buildup more volume, what do you think your prices are going
to be on injectables versus something?

Mr. CuBAN. Well, they’re already cheaper than anywhere else,
right? And in terms of competitive with international, we should be
less expensive.
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We're changing how we do it. We've created these mobile pods so
that we’ll be able to not only make sterile injectables, but we’ll be
able to make N-of-1 selling gene therapy so we can park one of
these mobile pods outside of hospital.

When they're doing all kinds of genetic, I'm not—my partner
Alex over here knows this stuff better than I do, but when they’re
doing N-of-1 analysis, we'll be able to convert it to a biologic that
they can use with a child, and it'll cost a 10th of what it currently
costs.

The CHAIRMAN. Do you think you could open up generic drug
manufacturing the same price as India and China?

Mr. CUBAN. Yes. Now we might not have the scale initially——

The CHAIRMAN. Yes, but once you get to scale.

Mr. CUBAN. Yes. I mean, it’s robotics. It’s all robotics.

The CHAIRMAN. If you're doing one billion pills a year, you think
you can get there?

Mr. CUBAN. Yes.

Senator GILLIBRAND. I have to go.

The CHAIRMAN. Okay.

Senator GILLIBRAND. Should I just go?

The CHAIRMAN. Yes.

Senator GILLIBRAND. I just want to thank you guys so much for
your testimony. I have to leave, he’s insatiable. He’s got more ques-
tions. I want to just tell you, I appreciate your testimony, and this
committee is doing some really important work on how we can help
older Americans, and this affordability hearing has been magnifi-
cent. Thank you so much.

The CHAIRMAN. Dr. Smith, why do you think hospitals aren’t
doing this?

Dr. SMmiTH. Well, they are. Now, many of the hospitals in the
Oklahoma City area that tried to put me out of business early on
are now the recipients of referrals that I send them. We fortunately
had enough national exposure that patients from all over the coun-
try now ask for pricing for procedures that can only be performed
in their hospital.

When a CEO or a CFO gets a call from me, it’s about a patient
from Florida, or Arizona, or Nevada who needs a colon resection or
a brain tumor removed. I cobble those prices together and quote
them to the buyer, either the individual or the self-funded em-
ployer cost-sharing ministry. Invariably, those prices are extremely
reasonable. I then pay that hospital.

These hospitals are coming into this movement. They’ve kind of
put their toe in the water, but it is spreading because they’re not
afraid of the carriers. They're not afraid of the carriers with a sin-
gle-case agreement.

The CHAIRMAN. Yes, but if the Affordable Care Act didn’t outlaw
what you’re doing, you probably feel like there’d be a lot more of
these around the country?

Dr. SMITH. Oh, yes.

The CHAIRMAN. Yes. Dr. Lambrew, what do you think of high-
risk pools?

Dr. LAMBREW. You know, there’s a fair amount of research on
how they operated back then. I looked at Texas’s when I was living
in Texas, and there was a concern that for people with preexisting
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conditions, they would often have to wait months to get into it.
They were often getting capped payments so that they would run
out of insurance, which is why I think most people who have can-
cer or work with people who have some sort of disease, much prefer
integrating those people into mainstream health insurance.

You know, now, we really have a situation where anybody can
get health insurance with a preexisting condition and not worry
about whether their coverage will be there for them. The Affordable
Care Act has maximum out-of-pocket limits. It makes sure the es-
sential health benefits are covered, and it really makes sure that,
hopefully, we all don’t need that kind of health insurance. When
we need it, it’s there.

The CHAIRMAN. Here’s actually what’s happened since the Afford-
able Care Act came in to being. The premiums have skyrocketed.
Back then a catastrophic plan had a $5,000 deductible. Most of
these ACA plans now have unbelievable deductibles. It’s what peo-
ple didn’t want to get, and supposedly the ACA was going to say
everybody’s going to get all this stuff covered.

Well, now what’s happened is premiums are up over 100 percent,
copayments are up, deductibles are up. I mean, the deductibles are
ridiculously high. Well, here’s what’s happened with these extended
credits. What we’re talking—what some people are talking about is
these extended credits, the ACA, nothing goes away. Nothing than
nobody’s losing. You’re up to 400 percent—so let me give you an
example. If you make—let’s see, you can make up to—400 percent
would be $128,000 for a family of four, a couple of 30. Basic, there’s
almost no change, but you can be worth two million and make
$225,000, and the Federal Government is still subsidizing your
healthcare.

The only way we're ever going to get this fixed is we’re going to
have to start doing what you guys are doing. Number one, we've
got to let people buy the insurance they want to buy. Do you want
to be told what—how to cover your employees? No. You'd like to
say, “"For my employees, I'm going to do it this way, and if I don’t
like it, I'll change it.” You can’t do that. Right?

Number two, is you ought to—if we are going to help people, like
if you want to help your employees, you probably should let them
shop. We don’t do that. Then, we wonder why healthcare costs have
just—they’re out of control.

What I like about what you guys are talking about is if we’ve got
to shop for this stuff we do, we’re going to get better. We're going
to get better price, and Dr. Smith, you said at lunch today, is there
a correlation between—and in most businesses, there’s a correla-
tion between price and quality? How about healthcare? What do
you think?

Dr. SMITH. Well, it’s inverse because——

The CHAIRMAN. The opposite what you would think.

Dr. SMITH. It’s completely upside down. Yes, if you have so much
uncertainty that you can’t quote a price, you're probably not very
good at what you do, and that’s the logic behind it.

The CHAIRMAN. Yes. Well, first of, I want to thank you for—
thanks for being here. Thanks for taking all the questions. One
thing we're trying to do up here is get everybody more informed
about healthcare so we can make better decisions. The healthcare



41

system that we have created, you would never create. It doesn’t
work. It costs way too much money. We don’t have the outcomes
we need. We're spending more than other developed countries with
worse outcomes. I mean, in business you would go bankrupt.

If any Senators have additional questions for the witnesses or
statements to be added, the hearing record will be open until next
Wednesday at 5:00 p.m.

I want to really thank each of you for being here.

[Whereupon, at 5:36 p.m., the hearing was adjourned.]
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My Shark Tank companies hate selling on Amazon - but most don’t have a choice.
About 162 million Americans shop there, and if you want to reach them, you have
to play by Amazon’s rules.

Amazon knows this and takes full advantage - adding new fees, raising old ones,
forcing sellers to buy ads, and even launching copycat products that compete di-
rectly with them. They get away with it because they control the marketplace - and
because 167 million people pay $139 a year for Prime, which makes Amazon incred-
ibly “sticky.”

So what does that have to do with healthcare?

Insurance companies work the same way. Over 300 million Americans have some
kind of coverage - commercial, ACA, Medicare, or Medicaid. Every one of those plans
hires a Pharmacy Benefit Manager, or PBM, to run their drug benefits.

Three giant PBMs - all owned by the biggest insurance companies - control phar-
macy benefits for about 270 million Americans. That’s 70% more people than Ama-
zon reaches.

Like Amazon, PBMs control the ”store shelves.” Their shelves are called
formularies - the lists of drugs your insurance will cover. If a drug isn’t on the for-
mulary, it’s invisible to doctors and patients.

Here’s the kicker: unlike Amazon, which wants lower prices, PBMs actually prefer
higher ones.

They say they negotiate lower drug costs - but they don’t. They auction off access
to their formularies to the highest bidder. Drug companies pay the rebates and fees
PBMs demand, so their drugs can be covered and prescribed. If they don’t pay, they
lose access to millions of patients - costing them billions.

Those rebates and fees are based on a percentage of the drug’s list price - called
WAC, the Wholesale Acquisition Cost. The higher the list price, the more money
PBMs make.

Because PBMs are so powerful, that inflated list price becomes the reference point
for the entire drug supply chain.

Take a hypothetical drug - Brand A. The PBM tells the manufacturer to set the
list price at 5600, with a 50% rebate and another 10% in fees, leaving the manufac-
turer with $240 net.

Now, what does the patient pay?

oIf they’re uninsured: $600.
oIf they’re insured but haven’t met their deductible: still $600.

And yes, the PBM still gets its rebate on that sale. PBMs and the insurance com-
panies that own them love high deductibles because they keep collecting rebates
while patients pay full price. Insurance carriers love it even more when patients
can’t afford their deductibles - because then they never have to pay out from pre-
miums.

So patients end up paying the highest prices of anyone - all because PBMs insist
on using inflated list prices instead of transparent net prices.

Meanwhile, wholesalers buy the drug from the manufacturer for $600. The three
major wholesalers all use the same list price, so there’s zero price competition, and
because their fees are also based on WAC, they profit more when prices rise.

Pharmacies buy from wholesalers at around a 5% discount - about $570 in this
case, but when they fill a brand prescription for an insured patient, theyre often
reimbursed less than what they paid. They literally lose money on most brand-name
drugs, and if they don’t fill enough of those money-losing prescriptions, PBMs and
wholesalers hit them with even more penalties. No wonder independent pharmacies
are being crushed.

Make it make sense. It doesn’t.

Because the whole system is built around list prices, everyone - PBMs, whole-
salers, and insurers - has an incentive to keep WAC going up, and it almost always
does. Patients are the ones who pay the price.And here’s the saddest part: self-in-
sured employers, states, and anyone contracting with the big PBMs are signing off
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on this system. They approve plans that force patients to pay list price without real-
izing how badly their members are getting ripped off. We blame PBMs - but the
real prloblem is the people and governments who keep signing these contracts with-
out a clue
And big brand pharma is part of the problem too. They hate the big PBMs , but
they let themselves get trapped in this mess with formularies and WAC based pric-
ing.
If they moved to all net pricing , out of pocket prices to patients would drop imme-
diately.There is a reason the USA has the highest brand pricing in the world and
it’s because we are the only country that uses PBMs.
Coincidence. I think not /)
What to do?
eRequire that all cash pays are counted against deductibles
eRequire that patient out of pocket costs are based exclusively on net pricing
not WAC
eSeparate formularies from PBMs
eUse administration leverage to require manufacturers to use net prices and
marginsrather than list prices and rebate/fees
oGet rid of GCRs and DIRs
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The Surgery Center of Oklahoma was founded in May of 1997. Our goal was to
gain control of the medical and financial treatment of our patients. The problem was
that even a minor surgical procedure performed at a large hospital meant bank-
ruptcy for many patients, including insured patients. Consistent with their attempts
to maximize revenue, hospitals denied physicians the tools and supplies they
thought appropriate to treat their own patients-and yet hospitals continue to book
ever increasing profits even today. I have changed this model. Our model is ground-
ed on mutually beneficial exchange. While we save patients tens of thousands of dol-
lars, currently the only ones that walk through our door are patients paying for
their own care (about half the population) because if someone else is paying, they
don’t shop or care how expensive something is.

We were excluded from insurance at the start which meant that we had to be cre-
ative. We started quoting patients all-inclusive prices. It was simple math: what fee
did the surgeon think was fair, what was the fair anesthesia charge and what was
the time and materials based charge for the facility. It turns out that our prices
were usually less than the patient’s in network deductible and co-pay. Today our
total charges are still only 1/6th to 1/10th of what large hospital systems near us
charge and even more extreme price discrepancies are routine. In fact, we recently

erformed a tonsillectomy on a child for $3875 after the family had been quoted
572,000 by a Dallas area hospital. Our prices remain half of what Medicare pays
hospitals and less than Medicaid payments to hospitals for the same procedure.

The Surgery Center of Oklahoma (www.surgerycenterok.com) quoted prices over
the phone to patients until 2009 which is when I launched the first website dis-
playing all-inclusive surgical prices. I had three goals in mind, all of which I would
argue have been achieved. First, I wanted sticker-shocked patients to easily find us.
Second, I wanted to start a price war, so patients far from Oklahoma could use our
pricing as leverage in their local market. Third, I wanted to better understand why
the same market discipline other industries must endure was seemingly not a thing
in healthcare.

The first patients to arrive after posting our prices were Canadians. These pa-
tients are forced to wait in lines longer than the misery they can endure without
care. Then it was the uninsured, beneficiaries of self-funded health plans and mem-
bers of cost-sharing ministries. Approximately half our patients travel from out of
state or out of the country to Oklahoma City for their surgical care. As news of the
success of our model has grown, so has the number of facilities-and I'm happy to
report-large hospitals-who now have copied us.

Price-matching in the industry has had a deflationary effect, even on the price-
gouging facilities, as they stand to lose business and patients if they don’t compete.
Our model also increases the quality of care because physicians with unpredictable
outcomes shy away from this tightly disciplined space. The good surgeons would
rather perform a surgery at my facility due to better conditions and the higher pay
they receive.

While building the surgery center and changing the market, my mission has now
grown. I now also run Atlas Billing Company (www.atlasbillingcompany.com) which
facilitates payment bundles for the Surgery Center of Oklahoma and is now
curating and implementing surgical bundles for many other facilities now attempt-
ing to service price-sensitive buyers and patients. I am also a co-founder of the Free
Market Medical Association (www.fmma.org), a mission-driven organization that
works to bring buyers and sellers together in the United States, promotes market
discipline in the industry and now has 37 state chapters.

To the industry big shots, or as I call them the cartel, the healthcare system in
this country isn’t broken-it is working precisely as designed, meant to enrich the
corporate elite and intermediaries at the expense of patients and the American peo-
ple at large. Fortunately, the alternative approach I've described is becoming more
widespread. As insurance deductibles balloon and delays and denials become more
commonplace, affordable, high quality care is available for victims of the system. I


www.fmma.org
www.atlasbillingcompany.com
www.surgerycenterok.com
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predict that “shoppable” medical services will become particularly critical for older
Americans as an increasing number of physicians opt out of or severely curtail their
exposure to Medicare.

Thank you.
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Introduction

Chairman Scott, Ranking Member Gillibrand, and Members of the Committee,
thank you for inviting me to testify on behalf of the California Public Employees’
Retirement System (CalPERS) and discuss how shoppable services can help control
health care costs. I will be using our reference pricing program and other aligned
purchasing innovations as case examples.

My name is Don Moulds and I serve as the Chief Health Director for CalPERS.
With more than 1.5 million members, CalPERS is the largest commercial health
benefits purchaser in California and the second largest commercial purchaser in the
nation after the federal government. We contract with numerous large health insur-
ance companies to provide our members with a variety of health plan offerings that
include health maintenance, preferred provider, and exclusive provider organization
(HMO, PPO, and EPO) plans, as well as Medicare Supplemental and Medicare Ad-
vantage (MA) plans. In 2024, we spent over $12.4 billion purchasing health benefits
for active and retired members and their families on behalf of the State of California
(irﬁ:lulding the California State University) and nearly 1,200 public agencies and
schools.

In my testimony, I will outline successes and lessons learned from CalPERS’ two
reference pricing programs: our hip and knee replacement reference pricing program
and our Ambulatory Surgery Center Reference Pricing program. I will also describe
a new program we instituted last year to incentivize our members to use inde-
pendent laboratories for shoppable lab services rather than higher cost hospital-
based labs. Finally, I will touch on our experience with a price transparency tool.

As I share our experiences, I wish to underscore that there is no “one size fits
all” solution for rising health care costs. The cost-driving challenges are multi-
faceted. So too must be the solutions. We've learned that initially encouraging ideas
can have underwhelming results or unintended consequences and that purchasers
must be ever vigilant in monitoring and evaluating interventions to ensure they
produce the outcomes we are seeking. Having said that, CalPERS considers con-
sumer-oriented incentives, such as reference pricing, to be an integral part of our
value-based purchasing model. At the end of my testimony, I will discuss other
mechanisms that CalPERS utilizes to provide superior health care services at the
greatest value for our members.

About CalPERS

For more than nine decades, CalPERS has provided retirement and health secu-
rity for state, school, and public agency members serving more than two million
members as the nation’s largest defined-benefit public pension fund.

As part of our role in administering health benefits for members and their fami-
lies, CalPERS is committed to ensuring access to equitable, high-quality, affordable
health care.

To promote competition and keep premiums affordable, CalPERS regularly com-
missions competition studies. For example, based on results from the 2021 study,
CalPERS implemented health plan service expansions and introduced lower-cost
HMO plans. These efforts increase competition within the CalPERS insurance mar-
ketplace and put downward price pressure on the premiums, positively impacting
CalPERS members and employers.1:2

To control rising health care costs, CalPERS works to align financial incentives
with the health plans and Pharmacy Benefit Manager (PBM) we contract with, aim-
ing to mitigate cost trend increases. In June 2024, CalPERS awarded new five-year

1See CalPERS, Pension & Health Benefits Committee Agenda Item 7a, available at https:/
www.calpers.ca.gov/docs/board-agendas/202103/pension/item-7a—a.pdf

2See CalPERS, Competition Study & 2022 New Plans, Area Expansion, and Benefit Changes,
available at https://www.calpers.ca.gov/docs/board-agendas/202103/pension/item-7a-attach-2—
a.pdf


https://www.calpers.ca.gov/docs/board-agendas/202103/pension/item-7a-attach-2
www.calpers.ca.gov/docs/board-agendas/202103/pension/item-7a�a.pdf
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contracts for its self-funded PPO plans to Blue Shield of California (BSC) and to In-
cluded Health, which serves as the population health management vendors. The
contracts are designed to promote savings and improve quality by establishing fi-
nancial incentives and clinical performance guarantees. BSC and Included Health
have committed 64 million at-risk er the term of the contract if they do not meet the
program’s goals for controlling medical cost trends and improving quality. The con-
tracts set the initial medical trend cost target at 5.5% in 2025, decreasing annually
to 3% by 2029. If CalPERS’ medical cost trend is lower than the target, BSC and
Included Health stand to share in the savings.

In July, CalPERS announced a new five-year pharmacy benefits contract with
CVS Caremark (CVS) designed to address rising costs of prescriptions while ensur-
ing access to safe and effective medications for members. Under the agreement, CVS
has committed $250 million at-risk over the term of the contract for controlling drug
costs and improving health outcomes. Similar to our HMO and recent PPO con-
tracts, the new PBM contract builds on CalPERS’ broader efforts to align health
care affordability with quality and equity. By aligning pharmacy benefits with our
overall health care goals, CalPERS aims to create a model that can serve as a blue-
print for purchasers across the nation.

Reference Based Pricing

CalPERS mitigates medical trend increases through cost and quality conscious
strategies, including leveraging curated hospital networks for better pricing, imple-
menting value-based purchasing and integrated health models, fostering competi-
tion, and flex-funding. One contributor to increased health care costs is significant
price variation for the same service. For example, lab services tend to vary greatly
in price, despite no quality difference. Additionally, the prices for procedures pro-
vided in hospital outpatient departments are typically higher than those charged in
freestanding centers due to the hospitals’ higher costs and stronger bargaining posi-
tion with insurers. In fact, Medicare reimburses hospital-based outpatient proce-
dures at rates substantially higher than those it pays freestanding ambulatory fa-
cilities.3 As such, employers and insurers have started to utilize programs encour-
aging employees and enrollees to select the most cost-effective setting, including ref-
erence pricing models, which CalPERS has had success with. In a reference pricing
model, the payor sets a maximum price for a specific health care service. Patients
still have the option to receive that service at a facility of their choice, but they are
responsible for charges above the reference price. This process helps contain costs
while maintaining access to quality care by encouraging members to choose a pre-
arranged high-quality, lower-cost provider for certain medical services. Patients who
require hospital outpatient services due to specific clinical needs or limited local op-
tions are not subject to cost-sharing initiatives.

CalPERS Experience #1: Hip and Knee Reference Pricing

In January 2011, CalPERS and Anthem Blue Cross of California (Anthem), our
prior third-party administrator for our PPO plans, implemented a reference pricing
program for high-cost elective procedures with minimal quality difference among fa-
cilities. CalPERS initially aimed to control inpatient hospital orthopedic surgery
costs for total hip and total knee replacements. The program involved 46 hospital
inpatient facilities statewide that accepted a reference price of $30,000 and met
quality and volume standards. Members who used the designated reference price fa-
cilities were responsible for their standard coinsurance payments. However, mem-
bers who chose a non-designated facility were responsible for any charges above the
$30,000 reference price. Medical exceptions were granted for non-routine proce-
dures, and travel benefits were available for members living over 50 miles from a
designated facility. A significant level of effort was devoted to both implementation
and member education.

Results: The reference pricing program successfully increased the proportion of
members who used designated facilities from about 50% to 64% within two years.
Notably, non-reference pricing facilities lowered their charges to match the
CalPERS $30,000 reference price. In turn, price variation for hip and knee replace-
ments decreased dramatically. The average price at preferred facilities dropped from
$35,000 to $25,500, while the non-reference pricing facilities reduced their prices
from $43,000 to $27,000.

A study by University of California Berkeley health economists found that
CalPERS’ reference pricing program saved $5.5 million in its first two years, with

3See Robinson, James C., Timothy T. Brown and Christopher Whaley. “"Reference-Based Ben-
efit Design Changes Consumer Choices and Employers’ Payments for Ambulatory Surgery.
Health Affairs 2015 34:3, 415-422 https://www.healthaffairs.org/doi/10.1377/hlthaff.2014.1198


https://www.healthaffairs.org/doi/10.1377/hlthaff.2014.1198
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the average price per procedure declining by 26% or about $9,000.4 Initially, the
program sought to create savings through consumer decisions, but market changes
and hospital pricing had the biggest impact. We learned anecdotally that non-ref-
erence pricing facilities were lowering prices to draw CalPERS members. Berkeley
economists concluded that 14% of the savings arose from more individuals selecting
reference-based pricing facilities, while 86% were due to cost reduction. Our analysis
showed that the program continued to generate approximately $4 million in annual
savings through 2020, with participating facilities expanding from 46 to 72. Addi-
tionally, members who utilized reference pricing facilities had lower rates of com-
plications and infections with similar follow-up admission rates. Patient experience
was also shown to be better at the reference pricing facilities.

In terms of our overall health care spend, savings from reference pricing have
been relatively modest, but the model has nonetheless offered valuable insights and
lessons that may inform future strategies and potentially yield further savings.

eMore member outreach could have been beneficial, such as phone calls or let-
ters to members who had been referred to a procedure that could have been done
at an ASC or a pop-up in the price transparency tool when members searched for
a reference pricing procedure.

eOur reference price has applied only to the facility portion of the procedure
and excluded professional fees and other related costs. Adopting a bundled payment
approach alongside reference pricing could be beneficial.

¢CalPERS has used a single statewide price that is easily communicated to
members, despite significant price variation by region, with Northern California his-
torically much more expensive than Southern California. Cost savings could be im-
Eroved with regional pricing, but it might be more difficult to explain to our mem-
ers.

CalPERS Experience #2: Ambulatory Surgery Center Reference Pricing

In 2012, CalPERS and Anthem introduced a second reference pricing program for
Colonoscopy, Cataract and Arthroscopy services. Under this program, procedures
not performed at an Ambulatory Surgery Center (ASC) have a set reference price.
Similar to the hip and knee replacement procedures, we identified large price vari-
ations for colonoscopy, cataract, and arthroscopy services. The variation mainly de-
pended on the location of care, specifically whether procedures were provided by
Hospital Outpatient Facilities vs. ASCs. We noticed a substantial increase in rou-
tine non-screening colonoscopies at ASCs, climbing from 70% to over 90%. In con-
trast, Anthem’s broader business had around 75% of these procedures at ASCs.

Results: The University of California, Berkeley’s evaluation of this program
showed total savings of $5 million each year and realized average reductions of 21%.
Specifically, cataract surgeries resulted in $1.3 million in savings (20% reduction),
colonoscopies saved $7 million (28% reduction), and arthroscopies contributed $2.3
million (17% reduction) across a two-year timeframe.5¢ As a result, in 2018,
CalPERS extended its ASC reference pricing program to 12 additional procedures,
including endoscopic and laparoscopic procedures.

CalPERS Experience #3: Member Incentive Lab Program

In 2024, CalPERS implemented a member incentive program for labs due to high
price variation with no quality difference. National research shows that lab services
in hospitals (e.g., large health systems) cost roughly 3.7 times more than those at
independent labs.” Our data indicates the markup may be even higher, especially
compared with California’s two largest independent lab providers.

Our program offers no cost sharing for preferred independent labs in California,
but non-preferred labs require standard coinsurance. In contrast to the other ref-

4See Robinson, James C., and Timothy T. Brown. “Increases in consumer cost sharing redirect
patient volumes and reduce hospital prices for orthopedic surgery.” at Health Affairs 32.8
(2013): 1392-1397. https://doi.org/10.1377/hlthaff.2013.0188

5See Robinson, James C., Timothy T. Brown and Christopher Whaley. “Reference-Based Ben-
efit Design Changes Consumer Choices and Employers’ Payments for Ambulatory Surgery.”
Health Affairs 2015 34:3, 415-422 https://www.healthaffairs.org/doi/10.1377/hlthaff.2014.1198

6See Robinson, James C, Timothy T. Brown and Christopher Whaley. “Association of Ref-
erence Payment for Colonoscopy With Consumer Choices, Insurer Spending, and Procedural
Complications.” JAMA Internal Medicine 2015;175;(11):1783-1789. https:/jamanetwork.com/jour-
nals/jamainternalmedicine/fullarticle/243473

7See Chang, Jessica, Katie Martin, Yuvraj Pathak and Marissa Myers. "Price Markups for
Clinical Labs: Employer based Insurance Pays Hospital Outpatient Departments 3X Than Phy-
sician Offices and Independent Labs for Identical Tests.” Health Care Cost Institute, https:/
healthcostinstitute.org/images/pdfs/HCCI%20Lab%20Brief—103124.pdf


https://jamanetwork.com/jour
https://www.healthaffairs.org/doi/10.1377/hlthaff.2014.1198
https://doi.org/10.1377/hlthaff.2013.0188
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erence pricing programs, the lab incentive program provides financial incentives for
our members to choose the lower-cost option without imposing additional costs for
those who opt out.

While we are still evaluating this program, preliminary results indicate it in-
creased preferred lab use by 4% and saved members $2.4 million in its first year.
As a result, we are expanding outreach to improve awareness of the program and
encourage more use of the preferred lab sites.

CalPERS Experience #4: Price transparency tool

To aid price shopping, CalPERS provided a price transparency tool for PPO mem-
bers in 2014 that allowed members to use an app to search for location, price, and
quality of services. The tool was created to empower members to shop for services
based on both price and quality, fostering greater member engagement. When
paired with reference pricing, the goal was to create a more informed and engaged
member.

Results: Ultimately, the price transparency tool fell short of delivering expected
overall cost savings. Members saved on imaging costs, but spending in other
’shoppable’ categories and reference pricing procedures showed no decrease.

We found that few of our members used the tool, especially for price shopping.
Even though 24% of CalPERS households registered to use the tool, only 12% used
it to search prices, and just 4% maintained usage (3 or more times, at least 90 days
apart). Our experience is consistent with other research in this area.® A small frac-
tion of people sign up for these tools, and among those who sign up, few use the
tool before seeking care. Furthermore, when they do use the tool to search prices,
for most services, users do not choose a lower cost provider.

As such, CalPERS stopped offering the tool after 2.5 years due to the added cost
of the tool. We found that there are a limited range of services that are truly
‘shoppable’ and that our benefits with low cost sharing diminished the relevance of
price shopping for most services. While members express an interest in quality and
pricing, their decisions frequently hinge on the referrals they receive from
healthcare providers.® Additionally, rural communities lacked sufficient options to
facilitate a meaningful comparison.

Limitations on Reference Based Pricing

Reference based pricing has shown promise, but it is not a panacea. Research sug-
gests that if implemented as broadly as possible, it saves about five percent of total
cost of care.l® Considering that CalPERS spends approximately $2.3 billion each
year (or $6.4 million per day) on the affected PPO population, the savings are quite
modest.

Overall savings are limited by the small number of procedures where reference
pricing makes sense. While reference pricing is well suited for non-emergent elective
procedures with significant price differences, many healthcare services are not
”shoppable.”

Our experience has shown that while price referencing programs can work, to
truly manage rising health care costs, other issues need to be addressed, including:

eCompetition: CalPERS has found that insufficient competition results in
higher prices. Since 2010, competition among hospitals and providers in California
has lessened, notably in rural regions.11.12 As of 2018, 52% of specialists and 42%
of primary care physicians were in health system-owned practices.!3 In markets

8Desai S, Hatfield LA, Hicks AL, Chernew ME, Mehrotra A. Association Between Availability
of a Price Transparency Tool and Outpatient Spending. JAMA. 2016;315(17):1874-1881.
doi:10.1001/jama.2016.4288

9Semigran, H., Gourevitch, R., Sinaiko, A., Cowling, D., & Mehrotra, A. (2018). Patients’
views on price shopping and price transparency.. The American journal of managed care, 23(6),
e186e192-ee192. Available at: https:/pubmed.ncbi.nlm.nih.gov/28817296/

10 White, Chapin, and Megan Eguchi. Reference Pricing: A Small Piece of Health Care Price
and Quality Puzzle. National Institute for Health Care Reform. Available at: https:/nihcr.org/
wp-content/uploads/2016/07/Research—Brief—No.—18.pdf

11See California Health Care Foundation (CHCF), The Sky’s the Limit: Health Care Prices
and Market Consolidation in California, available at https:/www.chcf.org/wp-content/uploads/
2019/09/SkysLimitPricesMarketConsolidation.pdf

12 See California Health Care Foundation (CHCF), Markets or Monopolies? Considerations for
Addressing Health Care Consolidation in California, available at https:/www.chcf.org/publica-
tion/markets-monopolies-health-care-consolidation-california/

13 Tbid.


https://www.chcf.org/publica
https://www.chcf.org/wp-content/uploads
https://nihcr.org
https://pubmed.ncbi.nlm.nih.gov/28817296
https://practices.13
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with fewer hospitals, consolidation led to a 12% increase in premiums, a 9% rise
in specialist fees, and a 5% rise in primary care costs from 2013 to 2016.14

oTo address abuses in this space, Congress could pass laws to stop anti-com-
petitive practices in contracts between providers and health plans. Specifically, we
support the passage of the Healthy Competition for Better Care Act (S. 1451), which
encourages a more open market, fosters competition, drives innovation, improves
quality, and reduces costs.

oTransparency: We see transparency as vital in developing shoppable services
but emphasize that it should be user-friendly for all stakeholders. CalPERS main-
tains a comprehensive claims data warehouse to track health care costs and out-
comes, allowing us to identify cost drivers and innovate in areas like reference pric-
ing. Other payers may lack this long-term data, making federal standards for hos-
pital transparency crucial. We commend the Administration’s efforts to ensure com-
prehensive and precise reporting of hospital price data.

eInnovation: Beyond reference pricing, CalPERS continuously explores inno-
vative approaches to reduce costs and improve quality. For example, CalPERS, in
alignment with other large public purchaser partners in California, adopted a subset
of quality and outcome measures and tied significant financial accountability to
high-performance on these measures for our health plans. These measures, known
as the Quality Alignment Measure Set (QAMS), and the financial incentives tied to
them, aim to improve care for clinically important conditions for which there are
major opportunities for improvement and evidence-based measures in current use.
The QAMS consists of five measures, all of which are nationally endorsed, evidence-
based NCQA HEDIS measures: Childhood Immunizations, Controlling High Blood
Pressure, Comprehensive Diabetes Care - Poor Control (HgbAlc >9 percent),
Colorectal Cancer Screening, Maternity Care (reflecting a combined score for Timeli-
ness of Prenatal Care and Postpartum Care).

Conclusion

Thank you, again, for inviting me to participate in today’s hearing. CalPERS’ ap-
plication of Reference Pricing models demonstrates modest but notable savings in
shoppable services. However, truly curbing rising health care costs requires a
thoughtful, multi-faceted approach. CalPERS is uniquely positioned to assist the
Committee as it develops policy and I welcome your questions on how we manage
health care costs.

14See Health Affairs, Consolidation Trends In California’s Health Care System: Impacts On
ACA Premiums And Outpatient Visit Prices, available at https:/www.healthaffairs.org/doi/full/
10.1377/hlthaff.2018.0472
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Chairman Scott, Ranking Member Gillibrand, and distinguished members of the Committee,
thank you for the opportunity to testify on health care shopping and its impact on costs and
outcomes.

My name is Jeanne Lambrew. I am director of health care reform and a senior fellow at the
Century Foundation, an independent think tank that conducts research, develops solutions, and
drives policy change to make people’s lives better. I am also an adjunct professor of health
policy at the T.H. Chan Harvard School of Public Health. Prior to these positions, I was
commissioner of the Maine Department of Health and Human Services when the state expanded
Medicaid and established a state-based Marketplace. I also served in the U.S. Department of
Health and Human Services and White House. I have experience in federal and state policies
related to private insurance, Medicaid, Medicare, and public health.

Background

Shopping for affordable medications and high-quality services matters. So does shopping for
health plans. When designed well, health plans pool purchasing power to give enrollees access to
high-quality, low-cost services. They also pool risk through premiums to pay for health care if
and when enrollees need it. Additionally, with few exceptions, private health plans limit annual
out-of-pocket costs, ensure minimum levels of coverage, and fully pay for proven preventive
services — thanks to reforms in the Affordable Care Act (ACA).

Health Insurance Marketplaces. In addition to private insurance reforms, the ACA created a
shopping platform for people buying private plans on their own called health insurance
marketplaces. Marketplaces offer health plans in tiers from bronze to platinum based on the
percent of expected costs they cover. Shoppers can check to see if a plan includes their doctors or
drugs. They can also compare plans based on their monthly premiums, deductibles, and other
features. While the federal government runs HealthCare.gov for thirty-one states, twenty states
offer their own marketplaces—more than half of which have recently opened up window
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shopping for 2026 plans. Marketplaces are funded by user fees from participating insurance
companies.

Premium Tax Credits. This shopping experience is enhanced by premium tax credits for people
with income above the poverty level who lack access to affordable employer-based coverage.
The credits are set competitively, based on the second lowest silver-plan premium in an area
called the benchmark. Currently, under changes made in 2021 that end in 2025, eligible
enrollees’” payment for the benchmark plan is limited to 8.5 percent of their income, with the tax
credit paying for the rest. The current tax credit automatically phases out as income rises. People
with income below 400 percent of the poverty level pay a lower percent of their income for
premiums (Figure 1). Once set, the tax credit is like a voucher: with it, enrollees can choose more
or less generous coverage.

FIGURE 1.

OUT-OF-POCKET SHARE OF PREMIUMS WILL
CLIMB IF CURRENT POLICY ENDS

Limits on family share of ACA marketplace premiums for 2026
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Sources: Current law; Patzman, Andrew, Strong, Kendall, and Harootunian, Lisa. "Enhanced Premium Tax Credlts:_:=
Who Benefits, How Much, and What Happens Next?" Bipartisan Policy Center. October 15, 2025.
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Recent Performance

Overall Enrollment and Health Coverage. Currently, 24 million people are covered through
health insurance marketplaces, double the number enrolled in 2020 and triple the number
enrolled in 2014. The marketplace growth contributed to record-low uninsured rates in 2022,
2023, and 2024. About half of these people are small business owners, workers. or self-
employed. In sixteen states, a higher percentage of rural residents than urban residents are
enrolled in marketplace coverage. Over half of marketplace enrollees live in states that have not
implemented the ACA Medicaid expansion compared to only 28 percent of the U.S. population.
Over 600,000 are Veterans. The diversity of marketplace enrollees also increased since 2020.

Enrollment and Health Coverage of Older Americans. Marketplace enrollees are older than the
overall non-elderly population, with 23 percent of enrollees being aged 55 to 64 compared to 15
percent in the general population. The share of older enrollees is 30 percent or higher in eleven
states (Figure 2). About 5.5 million marketplace enrollees are ages 50 to 64 (eligibility for the
marketplace ends when Medicare begins). Nearly one in ten older Americans relies on coverage
purchased on their own. An AARP analysis estimates that marketplace and other ACA reforms
reduced the uninsured rate among people ages 50 to 64 by 50 percent.

FIGURE 2.
ACA ENROLLEES ARE OLDER

More than 30% of marketplace enrollees are ages 55 to 64 in eleven states

Source: Author’s calculation based on KFF State Health Facts, 2025 Plan Selections by Age.
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Choice. Choices in the marketplace have increased. In 2025, 97 percent of enrollees in states
using the federal marketplace, HealthCare.gov, had three or more insurance companies offering
plans, up from 68 percent in 2020. Similarly, the number of health plan choices per county
averages 99.5, up from 38.5 plans in 2020. Starting in 2023, HealthCare.gov required insurers to
offer standard cost sharing plans in some but not all of their plans, enabling consumers to shop
based on premiums and networks rather than deductibles and copays.

Costs. From 2020 to 2025, marketplace benchmark premiums increased by an average annual
rate of 2 percent, slower than employer-sponsored insurance and inflation, both of which were
around 5 percent. Studies have repeatedly found that competition among marketplace plans has
led to lower premiums. Competition may also help explain why fully insured plans like those in
the marketplace have lower provider payment rates than self-funded health plans. It is also
noteworthy that, according to one analysis, median individual deductibles dropped by almost
half, from $750 to $400, between 2021 and 2023.

Changes

Overall Impact on Marketplace Enrollees. All this is about to change. The budget reconciliation
law erected barriers to getting and staying covered in the marketplace, which will worsen the risk
pool and increase the number of uninsured. Trump administration rule changes will lower
premium tax credits and raise out-of-pocket limits, among other changes. And, even though
dozens of expiring tax cuts were extended in the budget law, current levels of premium tax
credits were not. Since 2021, the value of the tax credits has been enhanced and the extra cap on
premium tax credits was lifted, allowing the tax credit to phase out with income rather than
ending abruptly when income increases over 400 percent of the poverty level. Combining these
effects, the Congressional Budget Office estimates 7 million people who would otherwise have
been in the marketplace will become uninsured by 2034. Based on its projections for the same
year, federal funding for premium tax credits will be 46 percent below baseline.

But the harm begins this coming year. Premiums are already locked in for 2026. People in Idaho
have started signing up for coverage and people in all states will start doing so on November 1.
Without Congressional action to extend current tax credits, shoppers will experience sticker
shock when newly signing up for or renewing marketplace health coverage.

Health Insurance Premium Increases
Average Premium Increase. The average marketplace enrollee will pay more than twice as

much for premiums starting in January, with many paying much more. There is no historical
precedent for such a large one-year increase in premiums for so many Americans (Figure 3).
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FIGURE 3.

ACA PREMIUM INCREASES LARGEST RECORDED
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Older Americans’ Premiums Increase. Many enrollees will pay significantly more than the
average increase of $1.016 due to family size, income, location—and age. Insurers can charge
older people more than younger people. A sixty-year old couple with income of $50,000 (236%
of the federal poverty level) would pay $2.240 more annually for the benchmark plan.

Moreover, older Americans will be much more affected by reinstating the cut-off of premium tax
credits for people with income above 400 percent of the federal poverty level (which translates
into $62,600 for a single person and $128,600 for a family of four this year) (Figure 4). Over half
of all people who will lose tax credit eligibility altogether in January are ages 50 to 64. If that
same sixty year old couple has income of $85,000 (402 percent of the federal poverty level), the
average increase would be $22.635 more in 2026 for a benchmark plan. This couple would pay
27 percent rather than 8.5 percent of their household income for premiums.
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FIGURE 4.

OLDER ACA ENROLLES AT GREATEST RISK
Average out-of-pocket premiums in 2026 for a single person with income of $62,700
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Note: Author's calculation based on: McGough, Matt. "Quick Takes: If Enhanced ACA Tax Credits Expire, —=
Older Marketplace Enrollees Face Steepest Premium Hikes" Kaiser Family Foundation. Oct. 6, 2025.

Regional Variation in Older Americans’ Premiums Increase. The increase in out-of-pocket
premiums for older marketplace enrollees will vary by location. Early window shopping for 2026
plans (Figure 5) shows that a 60-year old couple earning $85,000 will pay annually for a
benchmark plan:

e $28,064 more in Savannah, Georgia;
e $18,632 more in Salmon, Idaho; and
e $13,899 more in Beltsville, Maryland.

My home state of Maine, which is on many metrics the older state in the nation, will be
particularly hard hit because of its residents’ age, health system consolidation, and rurality.
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FIGURE 5.
OLDER COUPLES MAY PAY > $10,000 MORE

Actual 2026 annual out-of-pocket premium increase for a 60-year old couple with
income of $85,000
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Sources: Author’s calculation based on state-based marketplace websites: second-lowest silver plan.

Potential Impact on Older Americans

Retirement Security. Older people have relatively high health needs. As such, they are more
likely to pay the extremely high marketplace premium increases to stay insured. Absorbing such
large premium increases would likely cut into household budgets for basic necessities. For
example, if the 60-year old couple paid the average increase of $22.635 until they enrolled in
Medicare at age 65, this could cost them over 60 percent of the median lifetime retirement
savings of people ages 55 to 64 of $185.000.

Access and Health. Other older marketplace enrollees will simply be unable to afford the
premium hikes and will become uninsured. Lacking coverage is associated with lower use of
needed health care. Studies also have found being uninsured increases a person’s risk of
mortality. Simply stated, the older people losing health coverage because of the reduced tax
credits are at greater risk of unmet needs, worse health, and preventable death.
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Medicare Costs. Uninsurance among people ages 55 to 64 also affects Medicare. Research
suggests that people who were uninsured prior to enrolling in Medicare have higher needs and
significantly higher costs than those who were previously insured.

In Their Own Words
Current marketplace enrollees have described what the change will mean for them. For example:
e Tracy W., a 57-year-old from Georgia: “That amount may not seem like much to the

government or to the insurance companies, but for me it would most likely mean
sacrificing essentials: groceries, gas, basic necessities that I rely on.”

® Michael, a 54-year-old from Arizona: “If it does happen, we’ll have to cut costs
elsewhere and that's now digging into basic necessities, like, food, car, gas, rent. We're
struggling already as itis.”

e Charlene, a 60-year old from New York: “When you take away this extra help, even if
it’s $5 a month, that’s still $5 a month, because your electric bill goes up $14 a month.
People can’t afford it.”

e Kiisten, a retired teacher from Maine: “If these health care tax credits are allowed to
expire, many families will face impossible choices. People like me, caregivers, parents,
those living with chronic illness, will be forced to decide between paying for their own
care or covering a loved one’s. Some will go into debt. Others will delay or skip essential
treatment. Either way, the cost isn’t just money — it’s worse health, more stress and a
system that lets people down when they need it most.”

Potential Impact on All Americans

Market Stability and Choice. The significant impact of reduced tax credits on premiums and
enrollment will affect the stability, affordability, and accessibility of the individual insurance
market for people purchasing on their own without tax credits. As a result of not extending the
tax credits, Marketplace enrollment next year is projected to drop by over 30 percent nationally
and by more than 50 percent in Georgia, Louisiana, Mississippi, Oregon, South Carolina,
Tennessee, Texas, and West Virginia. This, along with concerns about fewer consumer choices,
is why the bipartisan National Association of Insurance Commissioners has urged extension of
the premium tax credits.

Health System Capacity. The impact of older people losing health coverage will extend to all
Americans’ access to health services. In the words of the American Hospital Association, “This
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loss of coverage would put considerable stress on hospitals and health systems, which will
experience more uncompensated care and bad debt. There will also be an impact on the entire
community, even those with coverage, because of an influx of uninsured patients into emergency
departments causing longer waits, stress on the whole health care system and the inability to get
the care they need.”

Jobs and the Economy. There could also be an effect on jobs and the economy. A recent
analysis estimates that 339,000 jobs could be lost, and state and local revenue could drop by $2.5
billion, due to failure to continue tax credits.

‘What’s On the Horizon for Older Americans: Medicaid Changes

This testimony has focused on the ACA marketplaces and premium tax credits because of its
time sensitivity. However, in the coming years, changes to the Medicaid program in the budget
reconciliation law will also have profound effects on older Americans’ access to health care,
including those over age 65 (e.g., new asset test for nursing home care; continued obstacles to
enrolling in Medicare Savings Programs). A few of the policies affecting those ages 50 to 64 are
described below.

Medicaid Work Requir ts. According to KFF, older Medicaid enrollees may be most at risk
of losing coverage due to work requirements starting in January 2027. The percent of non-
disabled, non-parent adults with Medicaid coverage that are employed or in school is 72 percent
of enrollees ages 19 to 27, 66 percent of enrollees ages 27 to 49, but less than half (48%) of
enrollees ages 50 to 64.

Required Eligibility Checks Twice a Year. Also starting in January 2027, people covered
through the ACA’s Medicaid expansion will need to have their eligibility checked every six
months which will result in over $60 billion in savings over the next decade due to coverage loss,
according to the Congressional Budget Office. Approximately 6 million older people are covered
through the Medicaid expansion.

New Cost Sharing for Medicaid Expansion Enrollees. Starting in October 2028, Medicaid
expansion enrollees with income above 100 percent of the federal poverty level may have to pay
up to $35 copays for certain health services. Generally, people ages 55 to 64 have health costs
that are three times higher than those of adults ages 18 to 24. As such, older Medicaid expansion
enrollees will likely disproportionately pay more or forego care due to this policy. This, along
with reduced coverage in the marketplaces, will likely increase medical debt.
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Conclusion

American people want clear choices and affordable options when it comes to health care and
coverage. The policies and proposals being considered by this Committee may offer them that.

However, one proposal—extending tax breaks for private insurance—is at the forefront of the
debate and merits attention as well as bipartisan support. It is straight out of a traditional
conservative’s playbook. It expands private coverage, leverages the tax code, and sets the
amount of federal assistance through private plan competition. It requires no new government
workers or bureaucracy to implement. And it reduces uncompensated care for hospitals, doctors,
clinics, and other providers. It also meets progressives’ goals of supporting coverage that
provides meaningful benefits, limited cost sharing, and income-related premium support. ACA
plans provide peace of mind to people with pre-existing conditions and their families. While
improvements to ACA plans can and should be made, marketplace tax credits as currently
designed have proven they can work and they should be extended.

Thank you for the opportunity to present this testimony.



Questions for the Record
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OCTOBER 22, 2025
QUESTIONS FOR THE RECORD

Mark Cuban

Senator Mark Kelly

Question:

You have pushed for greater transparency and fairness in prescription drug pric-
ing. Many Americans, including seniors on fixed incomes, continue to struggle with
rising drug costs despite recent reforms.

As new drug pricing models and federal policies take shape, there is concern
about how these changes will affect the stability of supply and the ability of smaller
providers and rural hospitals to keep essential medicines in stock. We all agree that
prescription drug costs are too high, but in states like Arizona, many people rely
on Medicare and Medicaid. So even small pricing shifts could have ripple effects on
access and affordability, especially for small hospitals, community pharmacies, and
rural clinics.

How can future pricing models and market changes avoid unintentionally raising
costs or limiting access for patients who rely on public programs or small commu-
nity providers?

Response:

The solution is for states to stop working with industry behemoths and instead
join together to create their own group purchasing organizations (GPOs). These
state-run GPOs could purchase everything from generic and brand medications to
medical equipment. Their aggregate buying power would shift pricing and avail-
ability leverage away from PBMs, wholesalers, and insurance companies and move
it directly to the states.”

Question:

How can we encourage transparency and competition in the drug market while
maintaining a reliable supply of medicines for seniors and people with chronic condi-
tions?

Response:

If states work together to purchase all medications, from the cheapest generics
to the most expensive therapies, they can use their combined volume to require that
all purchases are made at a net price. This model would also require all associated
costs, markups, and prices to be published, ensuring full transparency and removing
any question about whether the pricing is fair.”



68

U.S. SENATE SPECIAL COMMITTEE ON AGING

“"MODERNIZING HEALTH CARE: HOW SHOPPABLE SERVICES
IMPROVE OUTCOMES AND LOWER COSTS”

OCTOBER 22, 2025
QUESTIONS FOR THE RECORD

Dr. G. Keith Smith, MD

Senator Mark Kelly

Question:

It’s clear that transparent, all-inclusive pricing has allowed patients to save tens
of thousands of dollars.

At the same time, many older Americans, particularly those in rural or lower-in-
come areas, still struggle to access care because of high hospital costs and reduced
Medicaid reimbursement rates.

For transparency to work, it also has to be fair and accessible to patients on Medi-
care and Medicaid. This is also important for those in rural areas who may not have
multiple provider options, which makes it hard to make informed decisions about
their care.

How can we expand shoppable health care so that patients in places like rural
Arizona can actually benefit from transparent pricing and consumer choice, rather
than seeing these reforms limited to larger or urban health systems?

Response:

Thank you for your question. While certain, high-complexity services can only be
delivered in high population areas due to specialization of personnel and equipment,
primary care, imaging, simple surgical and obstetrical care can be delivered in rural
areas and has been traditionally. My great uncle, Walter Bayes, owned the only hos-
pital in Chickasha, Oklahoma (some of the old-timers still talk about Bayes Hos-
pital). His ownership and control of the facility allowed him to treat patients as indi-
viduals, both medically and financially. Most of the rural hospitals in Oklahoma
(and I'd bet nationally) were established, owned and controlled by the physicians
working in the small towns. I would suggest that just as my surgery center is owned
and controlled by the physicians working there, physician ownership of rural hos-
pitals (currently prohibited by Stark laws) would solve part one of rural health
care’s issue: supply. Ownership would not only powerfully recruit new graduates
from residency, it would almost certainly draw urban physicians, disgruntled with
their job as a hospital employee or otherwise grinding out a living in a corporate
atmosphere. Demand, is part two of rural health care’s issue, fueled by relieving pa-
tients of a large part of their out of pocket expense. Medicare price controls have
not only caused shortages on the supply side, but, relieved of so much of their out
of pocket expense, the demand side by patients without sticker shock has over-
whelmed the restricted supply of personnel and services. I would suggest that allow-
ing physicians to own the hospitals and repealing balance billing provisions which
currently restrict physician fees to the “Medicare allowable” would together bring
more market discipline to rural care. Any physician inclined to abuse patients with
this new freedom would find their waiting room empty as more arriving competitors
would keep this temptation in check. I hope this answer is helpful to you and in
line with your inquiry.
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U.S. SENATE SPECIAL COMMITTEE ON AGING

"MODERNIZING HEALTH CARE: HOW SHOPPABLE SERVICES
IMPROVE OUTCOMES AND LOWER COSTS”

OCTOBER 22, 2025
QUESTIONS FOR THE RECORD

Dr. Don Moulds, Ph.D.

Senator Raphael Warnock

Question:

According to a KFF survey, family premiums for employer-sponsored health insurance
increased by 6 percent in 2025 compared to the previous year, citing increases in hospital prices,
among other factors. Costs are only expected to continue increasing, with the upcoming
expiration of the Affordable Care Act (ACA) premium tax credits and Medicaid cuts from HR. .

How will cuts to ACA and Medicaid increase hospital prices across the board?
Response:

The full impact from these cuts is still unknown. We do know that comprehensive insurance
coverage and access to preventive services are crucial to developing and maintaining a stable,
cost-effective health care system. When people lack insurance, health care costs do not disappear
— they shift to hospitals, who provide necessary care to uninsured patients, as required by law.
Hospitals often cite the costs of this uncompensated care when negotiating higher rates with
commercial health insurers. This shift is exacerbated by limited access to preventive services,
further driving up health care expenses. Coverage gaps destabilize existing health care
infrastructure, eroding quality and access to care for everyone.

The stakes are particularly high in California. Medi-Cal, California's Medicaid program,
covers nearly 15 million people, more than one-third of the state's population and half of all
children.! Funding cuts are particularly detrimental to the stability of financially imperiled
hospitals in rural and inner-city areas. More than half of California residents in rural areas rely
on Medi-Cal as their primary source of health coverage. Beyond Medi-Cal, more than 1.7
million Californians depend on federal subsidies to afford exchange-based insurance
premiums.? An estimated 400,000 Californians will become uninsured due to the expiration of
the subsidies.> When people lack access, they often delay needed care, stretch out their
medications, and forgo important preventive screenings. This leads to a higher-acuity and
overall sicker population. Undermining the financial viability of health care programs reduces
the number of insured Californians and increases costs for everyone, including those with
employer-sponsored and commercial coverage.

* California Department of Health Care Services (2025, March). Medi-Cal Monthly Eligible Fast Facts (Data
Represented: December 2024).
https://www.dhcs.ca.gov/dataandstats/statistics/Documents/FastFactsDecember2024.pdf.

2 Kaiser Family Foundation. Estimated Total Premium Tax Credits Received by Marketplace

Enrollees. Retrieved November 7, 2025, from https://www.kff.org/affordable-care-act/state-indicator/average-
monthly-advance-premium-tax-credit-
aptc/?currentTimeframe=0&sortModel=%7B%22colld%22:%22Location%22,%22s0rt%22:%22asc%22%7D

3 ABC News. (2025, November). Estimated 400K Californians could be 'priced out' of Covered CA if Congress
doesn't extend funding. https://abc7news.com/post/estimated-400k-californians-could-priced-covered-ca-
congress-doesnt-extend-funding/18140716/ .
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Senator Mark Kelly

Question:

Public programs and large purchasers like CalPERS have been national leaders in driving cost
control. Your experience shows that transparency only works when paired with accountability
and incentives.

In Arizona and across the country, rising costs continue to strain both families and state health
systems, even as we work to modernize programs. Public payers like Medicaid and the state
employee health plan face a lot of cost pressures.

How can public payers ensure that modernization translates into real savings and better care
for patients, rather than just shifting costs within the system?

Response:

Due to our size, CalPERS has been able to negotiate favorable terms in our contracts with
health insurers and Pharmacy Benefit Managers (PBMs) to maximize savings, including caps on
administrative costs and profits, total cost of care guarantees, financial alignment on key health
care quality measures, cost transparency, and more. Despite this, our costs remain high. No
single purchaser, no matter how large, can overcome the systemic drivers of rising health care
costs alone. We need federal reforms that apply across the entire health care system, including
commercial markets, and not just Medicare or Medicaid. There are several critical areas where
Congress could help reduce costs in health care:

e Health Care Consolidation: CalPERS faces significant cost pressures resulting from
health care consolidation, mirroring a national trend. Reduced competition drives
higher prices across the board. Since 2010, hospital and provider competition in
California has declined sharply, particularly in rural regions.* As of 2018, health
system-owned practices had absorbed 52% of specialists and 42% of primary care
physicians.® The financial consequences are significant: between 2013 and 2016,
markets with reduced hospital competition experienced a 12% increase in premiums, a
9% rise in specialist fees, and a 5% increase in primary care costs.®

4 Fulton BD. (2017, September) Health Care Market Concentration Trends in the United States: Evidence and Policy
Responses. Health Affairs.

5 California Health Care Foundation (2021, December). Markets or Monopolies? Considerations for Addressing
Health Care Consolidation in California. https://www.chcf.or,
content/uploads/2021/11/MarketsMonopoliesHCConsolidation.pdf

¢ Scheffler RM, Arnold DR, Whaley CM. (2018, September) Consolidation Trends in California's Health Care System:
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We urge Congress to pass legislation to strengthen federal oversight of health care
mergers and acquisitions. Specifically, CalPERS encourages the Department of
Justice and the Federal Trade Commission to increase transparency and information
reporting regarding potentially anticompetitive transactions. Additionally, CalPERS
supports the provisions from last session’s Healthy Competition for Better Care Act
(S. 1451/ H.R. 3120) from the last Congress, which would promote market openness,
foster competition, drive innovation, improve quality, and reduce costs.

e Price Transparency: CalPERS supports the transparency provisions contained in last
session’s Lower Costs, More Transparency Act (H.R. 5378), and this session’s
Patients Deserve Price Tags Act (H.R. 5582/S. 2355). Both bills would codify
hospital and plan price transparency rules and expand requirements to include
hospitals, labs, imaging centers, and ambulatory surgical centers. While both advance
transparency, the Patients Deserve Price Tags Act is more prescriptive, consumer-
focused, and includes enforcement mechanisms. Additionally, both bills contain
Pharmacy Benefit Manager (PBM) transparency provisions, requiring PBMs to
disclose data on drug pricing, rebates, and compensation. Collectively, these changes
would provide purchasers with critical information to help control costs and empower
consumers to make better informed choices about their health care.

e Prescription Drug Pricing: In 2024, outpatient prescription drugs accounted for
approximately 20% of CalPERS’ $12.4 billion health care expenditure — nearly $2.4
billion.” CalPERS supports policies that accelerate generic and biosimilar drug
market entry and increase competition. Specifically, we urge passage of last session’s
Affordable Prescription for Patients Act (S.1041), which passed the Senate in the last
Congress. S.1041 would limit the number of patents a drug manufacturer can assert,
thereby curbing patent thickets. We also support the Stop STALLING Act (S. 1095),
which would restrict sham citizen petitions that delay the Food and Drug
Administration’s drug approval process, and the Preserve Access to Affordable
Generics and Biosimilars Act (S. 1096), which would limit “pay-for-delay” schemes
used by brand name drug manufacturers that keep lower-cost alternatives off the
market.

Impacts on ACA Premiums and Outpatient Visit Prices. Health Affairs.
https://www.healthaffairs.org/doi/full/10.1377/hlthaff.2018.0472#:~:text=For%20physician%20outpatient%20ser
vices%2C%20the,other%20regulatory%20changes%20are%20suggested.

7 California Public Employees’ Retirement System. (2025, November). Health Benefits Program, 2024 Annual
Report. https://www.calpers.ca.gov/documents/health-benefits-prog I-report-2025/d load?inline
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U.S. SENATE SPECIAL COMMITTEE ON AGING

"MODERNIZING HEALTH CARE: HOW SHOPPABLE SERVICES
IMPROVE OUTCOMES AND LOWER COSTS”

OCTOBER 22, 2025
QUESTIONS FOR THE RECORD

Dr. Jeanne Lambrew, Ph.D.

Senator Raphael Warnock

Question:

According to Justice in Aging, 1 in 5 Americans between the ages of 50 to 64 are
enrolled in Medicaid, with 5 million of those individuals covered through Medicaid
expansion. Older adults also face challenges with employment, something that the
Special Committee on Aging examined just last month.

How will older Americans face barriers to health coverage under H.R. 1’s new
Medicaid work requirements?

Response:

According to KFF, older Medicaid enrollees may be most at risk of losing coverage
due to work requirements that begin in January 2027. The percent of non-disabled,
non-parent adults with Medicaid coverage that are employed or in school is 72 per-
cent of those ages 19 to 27, 66 percent of those ages 27 to 49, but less than half
(48%) of enrollees ages 50 to 64.

In addition to its new work requirements, H.R. 1 makes other changes to Med-
icaid. An estimated 90 percent of the 22 Americans age 50 years or older will be
affected by these changes. Given the greater use for health care of older than young-
er people, the loss of Medicaid coverage could have dire health consequences.

Question:

Can you describe how loss in health coverage due to work reporting requirements
will increase costs in Medicare as seniors age into the program?

Due to the expiration of enhanced Premium Tax Credits (PTCs), older Americans
are at risk of losing health care coverage due to facing one of the highest premium
increases. This might have ripple effects on the rural healthcare system in states
like Georgia, with 71 rural hospitals and 94 rural health clinics, which dispropor-
tionately serve older Americans.

Response:

Research suggests that people who were uninsured in the year before enrolling
in Medicare had higher health needs and significantly higher costs than those who
were previously uninsured.

Question:

How will the expiration of enhanced PTCs and Medicaid cuts affect the financial
viability of rural hospitals and clinics in Georgia?

Response:

A recent analysis by the Urban Institute estimates that the failure to continue
current premium tax credits will result in 7.3 million people losing ACA coverage
and 4.8 million people becoming uninsured. This, in turn, would reduce office-based
physician service spending by $5.1 billion. It would also reduce hospital spending
by $14.2 billion and increase uncompensated care for hospitals by $2.2 billion.

The analysis estimates that Georgia hospitals will be among the hardest hit, po-
tentially experiencing a 20.8 percent increase in hospital uncompensated care. The
National Rural Health Association estimates that 50 percent of rural hospitals na-
tionwide are operating with negative margins: the funding reduction from the expi-
ration of enhanced premium tax credits could cause them to reduce services or close
altogether.

Question:

How can Congress alleviate the financial burden of rural health providers and the
subsequent rise of healthcare costs among older Americans?
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Response:

Congress could prevent rural health providers from seeing more uninsured, older
Americans by extending the enhanced premium tax credits. Older Americans pay
more than younger Americans for individual health insurance, so they will face
higher out-of-pocket premiums. Additionally, over half of those who will lose eligi-
bility for tax credits altogether are ages 50 to 64.

Further, Congress could limit the coverage loss from H.R. 1 in a number of ways,
including exempting older Medicaid enrollees from its policies like work require-
ments.

In addition to doing no harm, Congress could take numerous actions to lower
health care costs such as accelerating action on high drug prices, reducing over-
charging by insurers and for-profit health care providers, and supporting safety net
services and providers to maintain the health of rural and underserved commu-
nities.






Statements for the Record
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U.S. SENATE SPECIAL COMMITTEE ON AGING

"MODERNIZING HEALTH CARE: HOW SHOPPABLE SERVICES
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OCTOBER 22, 2025
STATEMENTS FOR THE RECORD

Alex Oshmyansky, MD, Ph.D. and Mark Cuban Statement

Transparency is Better:

Evidence for Increased Drug Costs
Associated with Opaque Rebate-based
Drug Reimbursement Models

Alex Oshmyansky, MD, PhD
Mark Cuban’

" Mark Cuban Cost Plus Drug Company
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Introduction

Here we outline the case that opaque rebate-based pharmaceutical reimbursement models
used by pharmaceutical benefit managers lead to overall increased drug costs and therefore
increased heaithcare and premium costs. In particular, we focus on the inflationary effects of
hidden net drug costs, other forms of information asymmeitry in the pharmaceutical marketplace,
vertically integrated pharmaceutical benefit managers, and tacit collusion in oligopolistic
markets.

We organize our discussion in this document as follows:
Part I: Evidence of a Broken Market and Overall Loss of Market Efficiency

Section 1. Mark Cuban Cost Plus Drug Company Generic Pricing - Evidence of
Significant PBM Market Inefficiencies

Given the opacity of the US industry around negotiating drug costs, information is extremely
difficult to find on the effects of different drug pricing models on net drug costs. However, data
from the Mark Cuban Cost Plus Drug Company shows that there are substantial price increases
associated with a pricing model based on a discount from an inflated list price. This has been
analyzed both internally and evaluated by muitiple external academic and commercial
organizations which finds MCCPDC generic pricing is not only substantially better than the big
PBMs offer, but also better than available in most other nations with a central state negotiating
authority. We argue there is no reason to believe that the brand pharmaceutical market should
behave differently than the generic market given that the same parties are negotiating on behalf
of the same clients. There is also often significant competition within a therapeutic category for
on patent medications (several GLP-1s, JAX2 inhibitors, etc.).

Section 2. Evidence for Extreme Information Asymmetry in the PBM Market
Here we argue that one of the root causes of market inefficiencies in the pharmacy benefit
management space are extreme information asymmetry between buyers and sellers. Evidence



79

for extreme information asymmetry includes that claims data is unavailable to both buyers and
sellers in the market, the persistent appearance of spread pricing and DIR fees in pharmacy
reimbursement, the presence of offshore rebate aggregation GPOs with hidden fees, and the

overall presence of a “gross-to-net bubble” where true drug costs are hidden.

Section 3. Evidence for Tacit Collusion Between Large PBMs.

We discuss evidence for tacit collusion between the major PBMs. For example, within the rebate
aggregator GPO market for small PBMs attempting to get access to rebates. Zinc and Emisar
also do not open themselves up for contracting. There is thus effectively a monopoly market
with Ascent as the only vendor.

Part il: MCCPDC Position compared to Specific CBO Positions (Email dated July 25th,
2025)

Section 4. Effects of Vertical Integration of Payers and PBMs

The largest 3 PBMs are vertically integrated with large insurers. However, the PBM component
of these organizations is larger in terms of revenue and earning than the insurer. As such, these
organizations are:

i) Incentivized to maximize sources of revenue (fees, spread pricing, etc.) from their PBM
division;

i) Insulated from such fees as they amount to an intra-company transfer for their own insurance
divisions;

iii) Actually incentivized to keep drug costs and PBM costs higher to ensure compliance with

medical loss ratio (MLR) requirements.

Section 5: PBM Contracting is Compulsory not Strategic
Pian sponsors contract with PBMs because it is compulsory to get access to pharmaceutical
benefits, not because they believe it offers the best deal. There is currently no path to

independently negotiate a comprehensive pharmaceutical benefit.

Section 6: PBM Margins are Significantly Higher When Calculated Based on Net Drug
Costs

PBMs generally publicly report relatively narrow operating margins. However, we demonstrate

2
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that these margins are actually significantly higher when calculated as a percentage of net
rather than gross drug costs. We also show that margins can be hidden within a wide variety of

subsidiary entities.

Section 7. Statistical Dynamics of Rebate Distributions

The CBO assumes that there is a rightward positive skew towards the distribution of
pharmaceutical rebates as there is a minimum rebate amount of 0%. An opaque market should
increase the standard deviation of the distribution and therefore increase the positive skew and
the overall rebate amount. However, we argue there is no empirical evidence of what the
distribution of pharmaceutical rebates looks like. All such information is confidential, so actual
rebate amounts on all drugs are hidden. However:

i) rebates are also capped at an upper limit of 100%;

i) we can again look at the generic market for a representative data set. Here mean discounts
tend to fall at 79-89%, which implies there is actually a leftward, negative skew in the underlying
probability distribution;

i)y Fees charged as a percentage of list prices effectively increase the leftward skew of this
distribution, resulting in increased costs.

Section 8. Effects of Vertical Integration of PBMs with Pharmaceutical Manufacturers,
Pharmacies, and other Supply Chain Vendors

Again, we argue participating in vertically integrated supply chains is compulsory rather than a
proactive choice by plan sponsors. Cost Plus Drugs data shows that in house, captive specialty
pharmacies create a substantial markup on the cost of generic speciaity medications. Our data
also shows that PBM owned virtual manufacturers also create a significant markup on generic
and biosimilar products. We argue, there is no reason to believe a similar markup does not
occur on single-source branded products. Overall, PBMs are intended to act as negotiating
entities between plan sponsors and pharmaceutical manufacturers and pharmacies. It is an
inherent conflict of interest for PBMs to own their own pharmaceutical manufacturers and
pharmacies.

Section 9. Effects of List Prices on Patient Co-insurance
Increasing list prices may save plan sponsors money in the short term by increasing member
coinsurance, but there is significant evidence that increasing co-insurance drives medication

3
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noncompliance and increases medical benefit spend that is greater than pharmaceutical
savings. The CBO's own analysis shows a net increase in Medicare plan spending for each

point of increased member co-payment obligation.

Section 10. Maximizing Harm: An Analysis of How PBM-Run Co-Payment Maximizer
Programs Inflate Healthcare Costs and Burden Patients

Here we discuss co-payment maximizer programs run by PBMs and how they are used to
inflate drug costs. We discuss how co-payment maximizers are used to recategorize rebate
dollars into administrative fees, thus foiling supposed rebate-pass through contractual
relationships. We discuss how co-payment maximizers further shift market volume to lucrative
PBM owned specialty pharmacies.

Part lll: Effects of the Pharmaceutical Wholesaler Oligopoly

Section 11. The Wholesaler Oligopoly: An Analysis of Market Control, Price Inflation, and
Supply Chain Fragility in U.S. Pharmaceutical Distribution

The big 3 pharmaceutical wholesalers work in concert with the big 3 pharmaceutical
manufacturers to ensure a distribution system where there is limited to no competition and
extreme information asymmetry. The dynamics here not only drive up drug costs, but create a
brittle supply chain prone to drug shortages. Here we dive more deeply into specific problematic
practices including:

i) Generic Compliancy Ratios

iy Pharmacy Services Administrative Organizations

iif) Generic Sourcing Alliances

iv) Failure to supply clauses and other coercive contracting practices

v) Financial engineering and “float”

vi) Pharmacy Switches

Section 12: PBMs and Wholesalers: Colluding for Control

Here we discuss how PBMs and wholesalers reinforce each other’s oligopolies. We discuss
how the deep business ties between PBMs and wholesalers incentivize both to mutually support
a distribution system based on artificially inflated list prices and hidden net costs. In particular,
we discuss:
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i) The nature of PBM-Wholesaler joint ventures and other financial relationships

iy The conflicts of interests faced by wholesaler owned PSAOs and how they paradoxically
benefit from retail pharmacy closures.

iii)y How the PBM-Wholesaler relationship ensures transparent price models cannot reach the
market due to the threat of “double rebating” to manufacturers

Part IV: Hospitals and Pharmaceutical Prices

Section 13. The 340B Profit Paradox: How Pharmacy Benefit Managers Reshaped a
Public Health Program into a Financial Windfall

We discuss how the 340B program, though initially well intentioned as a program to reduce drug
costs and act effectively as a subsidy to hospitals that provide care to underserved
communities, has now also become a profit center for PBMs and other market intermediaries.
We discuss the rise of contract pharmacies and how poorly monitored “virtual inventory”

systems have created a slush fund for PBMs.

Section 14. Price Distortions in the Medical Benefit: An Analysis of Perverse Incentives
and Vertical integration in the U.S. Pharmaceutical Supply Chain

Drugs procured through hospitals are marked up by financial intermediaries in a manner similar
to pharmaceuticals procured through pharmacies. Here, we discuss the specifics including
commercial insurance markups on pharmaceuticals, the incentives to switch products between
the medical and pharmacy benefit to captive PBM specialty pharmacies, ASP pricing dynamics,
and the rise of wholesaler owned physician practices.
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Section 1. Mark Cuban Cost Plus Drug Company
Generic Pricing - Evidence of Significant PBM Market
Inefficiencies

Mark Cuban Cost Plus Drug Company launched in January of 2022 with a business
mode! centered around reducing the costs of generic drugs, particularly so-called
“ultra-high-cost” generic drugs or “specialty generic” drugs. Operating on a transparent
cost-plus pricing model—defined as the manufacturer's cost plus a 15% margin, a $3
pharmacy fee, and a $5 shipping fee—the company aims to counteract the price opacity and
inefficiencies endemic to the traditional drug supply chain.! By contrast, most major PBMs
contract for generic drugs on a so called “AWP minus” contracting model. In this model, a
standard confidential discount amount ranging from 79-89%, is applied to the cost of generic
drug products. Often, PBMs are able to keep a percentage of “spread” between the
negotiated discount with a payer and actual amount reimbursed to a pharmacy if the amount
differs.

The analysis here reveals a substantial potential for system-level savings, primarily
benchmarked against the Medicare Part D program, with the Mark Cuban Cost Plus Pricing
model. Academic studies project that Medicare could save billions of dollars annually by
adopting MCCPDC's pricing for even a limited subset of generic drugs. Initial research
indicated potential savings of up to $3.3 billion per year on 77 generics, while more recent,
expansive studies estimate this figure could be as high as $8.6 billion as MCCPDC's formulary
grows.” These savings are most pronounced for high-cost generics in specialty areas like

oncology and cardiology.

Academic Data

The majority of academic research evaluating the financial impact of MCCPDC has
focused on its potential to reduce costs for large-scale payers. The Medicare Part D program,
due to its publicly available and comprehensive spending data, has served as the primary
benchmark for these economic evaluations. The findings consistently point to a
multi-billion-dollar savings opportunity, highlighting systemic overpayment for generic drugs
within the current reimbursement framework.
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Broad-based studies examining a wide range of generic medications have established
the significant scale of potential savings for the Medicare program. A foundational
cross-sectional study published in the Annals of Internal Medicine analyzed 89 generic drugs
available from MCCPDC in early 2022 against 2020 Medicare Part D spending data.? The
research concluded that if Medicare had purchased these drugs at MCCPDC prices, it could
have saved up to $3.3 billion annually, representing a 36% cost reduction on 77 of the 89
drugs analyzed.? This estimate was based on purchasing the maximum quantity supplied by
MCCPDC (e.g., 90-day fills), a variable that proved critical to maximizing savings.

A more recent and expansive retrospective study, published in 2024, leveraged 2021
Medicare Part D data against MCCPDC's expanded formulary as of August 2023.° This
analysis identified even greater potential savings, estimating that Medicare Part D could have
saved a total of $8.6 billion by utilizing 90-day MCCPDC pricing.* The study found that nearly
80% of the examined drugs were more cost-effective through MCCPDC's platform.* This
larger figure demonstrates that as MCCPDC has increased the number of medications it
offers, its potential to generate systemic savings has grown commensurately.

These analyses consistently conclude that the Medicare program is systemically
overpaying for many generic drugs. To understand where these savings are most
concentrated, several studies have conducted granular analyses of specific, high-expenditure
therapeutic areas. These evaluations reveal that the potential for savings varies significantly
across clinical domains, often correlating with the baseline cost and market dynamics of the
drugs in question.

e Oncology: Research led by Vanderbilt University and published in the Journal of
Clinical Oncology focused on seven generic oral oncology drugs. The study found that
Medicare could save between $228 million and $2.15 billion annually, with the range
depending on whether MCCPDC prices were compared to the 25th or 75th percentile of
Part D plan prices.' The analysis highlighted dramatic price disparities for individual
drugs. For instance, a 30-day supply of abiraterone (brand name Zytiga) cost $44.60
from MCCPDC, compared to a median cash-pay price of $562.49.' For patients, the
potential annual savings for high-cost generics like abiraterone and imatinib (brand
name Gleevec) could exceed $20,000." This demonstrates that MCCPDC'’s model is a
powerful corrective mechanism in the high-cost generic market, where prices often

remain artificially inflated despite the loss of patent exclusivity.
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Cardiology: A study of the 50 most-used generic cardiology drugs, which represented
a $7.7 billion market for Medicare Part D in 2020, found substantial savings potential.”® A
conservative estimate using 30-day supplies yielded savings of $1.3 billion (17%) on 16
of the 50 drugs. A less conservative estimate based on 90-day supplies projected
savings of $2.9 billion (38%) across 35 of the 50 drugs.”

Urology and Men's Health: An analysis of the nine most popular oral urological drugs
concluded that Medicare could have saved approximately $1.29 billion based on 2020
expenditures.” A distinct study focusing on 15 men’s health medications found potential
annual savings of $1.1 billion for 30-count prescriptions and $1.3 billion for 90-count
prescriptions.’®

Neurology: A study of 15 anti-seizure medications found that while 30-count
prescriptions offered savings of $172 million on 60% of the drugs, this was partially
offset by higher costs on others. However, when shifting to 90-count prescriptions, the
savings grew to $373 million across 80% of the drugs, a 31.6% reduction from
Medicare prices."

Otolaryngology: An analysis of common medications in this specialty estimated
potential savings of $55.6 million, with a projection that savings could reach $1 billion
if a similar rate were applied across all medical specialties.”

The following table synthesizes the findings from these specialty-specific studies, providing a

comparative overview of the potential annual savings for the Medicare program.

Table 1: Summary of Potential Annual Medicare Savings by Medical Specialty

edical Specialty |Drugs Analyzed in [Estimated Annual |Key Source(s)
Study Savings (USD) Findings/Context
Oncology 7 generic oral $228 million - Range reflects i
drugs $2.15 billion lcomparison to
[25th-75th
percentile Part D
prices.
Cardiology 50 most-used $1.3 billion - $2.9 |Lower estimate for®
generic drugs billion 30-day supply;
higher for 90-day
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supply.
Urology 9 popular oral ~$1.29 billion Based on 2020 |
drugs Medicare

lexpenditures.

Men's Health 15 men's health  [$1.1 billion ~ $1.3  [Lower estimate for]'®
drugs billion 30-day supply;
higher for 90-day
supply.
Neurology 15 anti-seizure  |$172 million - ower estimate for[®

drugs $373 million 30-day supply;
higher for 90-day
supply.
Otolaryngology [Common specialty}~$55.6 million Projected to $1  |°

drugs billion if savings
rate applied
jacross all

specialties.

MCCPDC's simple, transparent cost-plus formula serves as a powerful "market
truth-teller,” standing in stark contrast to the opaque and convoluted pricing mechanisms of
the traditional pharmaceutical supply chain.® The conventional system is dominated by PBMs,
intermediaries that negotiate confidential rebates with drug manufacturers in exchange for
preferential placement on insurance formularies.? This process obscures the true net price of
a drug and creates incentives that can lead to higher list prices, which disproportionately
harms uninsured individuals and those with high-deductible health plans.?*

By circumventing PBMs and negotiating directly with manufacturers, MCCPDC
demonstrates the prices that are achievable when these intermediary costs and misaligned
incentives are removed.* In effect, the numerous academic studies comparing MCCPDC
prices to Medicare prices are quantifying the immense cost of this systemic inefficiency.? The
public disclosure of this value gap has elevated the national conversation around drug pricing,
drawing attention from policymakers and regulators to the flow of money within the supply

chain.®
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Internal Cost Plus Drugs Data and Commercial Consultancy

Evaluations

In addition to the publicly available literature on specific therapeutic categories, Mark
Cuban Cost Plus Drug Company has performed commercial evaluations of its transparent price
model for multiple plan sponsors based on their data sets. These evaluations are available upon
request, but are commercially sensitive for MCCPDC clients, so not shared directly here.
However, they show comparable savings to those shown in the academic literature of
approximately 50-60% savings on overall generic drug spend.

Independent commercial consultancy evaluation Mark Cuban Cost Plus Drug Company

data against Medicare data have also shown similar results:

https://www.46brooklyn.com/research/072224-how-mark-cuban-reveals-hidden-costs-of-variable

-drug-prices-in-medicare .
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Section 2. Evidence for Extreme Information
Asymmetry in the PBM Market

PBMs originated in the 1960s as relatively simple third-party administrators, primarily
tasked with processing prescription drug claims for insurance plans.® Over the subsequent
decades, their role has expanded dramatically. Today, PBMs are powerful, complex entities
that manage nearly every facet of the prescription drug benefit, from creating drug
formularies and negotiating manufacturer rebates to establishing pharmacy networks and
conducting utilization reviews.® This evolution has been accompanied by massive market
consolidation. The "Big Three" PBMs—CVS Caremark, Express Scripts (owned by Cigna), and
OptumRx (owned by UnitedHealth Group)—now control approximately 80% of the market,
effectively creating an oligopoly.®

This market concentration is compounded by extensive vertical integration. Each of the
Big Three PBMs is co-owned with a major health insurer and operates its own mail-order and
specialty pharmacies.* This structure creates profound and often unmanaged conflicts of
interest, deepening the information gap between the PBM and its clients. A plan sponsor may
contract with the "PBM" arm of a conglomerate while having no visibility into the profits being
generated from its own members by the “specialty pharmacy" arm or the “offshore rebate
aggregator” arm of the same parent company. This intricate corporate structure is not an
accidental byproduct of market evolution; it is a deliberately constructed architecture of
opacity. The complexity is a feature, not a bug, designed to create and exploit information
asymmetry at multiple, invisible revenue extraction points.

This report argues that the extreme information asymmetry created and exploited by
PBMs—through mechanisms such as spread pricing, secret post-sale fees, offshore rebate
aggregation, and contractual data restrictions—systematically inflates prescription drug
costs, harms patients and pharmacies, and undermines the fiduciary responsibilities of plan

SpONsors.

The "Spread" ~ Profiting from the Gap Between Payment and
Reimbursement

"
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One of the most direct and egregious mechanisms through which PBMs leverage

information asymmetry is "spread pricing.” This practice is defined as the difference between

the amount a PBM charges a health plan sponsor for a prescription drug and the amount it

reimburses the dispensing pharmacy for that same drug.’ The PBM pockets this difference, or

“spread," as undisclosed profit. This revenue stream is distinct from any administrative fee the

PBM charges and is often hidden within complex contracts that prevent the plan sponsor from

seeing both sides of the transaction.”

While the existence of spread pricing has long been suspected, a series of state-level

audits and independent analyses have provided powerful quantitative evidence, piercing the

veil of PBM pricing and revealing the scale of this practice, particularly in state Medicaid

programs.

Ohio: A 2018 report from the Ohio Auditor of State found that PBMs collected a total of
$224.8 million in spread from the state's Medicaid managed care program in a single
year. Critically, the analysis revealed a strategic targeting of the generic drug market.
While the spread on brand-name drugs was a mere 0.8% of their cost, the spread on
generic drugs was a staggering 31.4%, accounting for $208.4 million of the total. This
means that for every dollar Ohio's Medicaid program spent on generics, nearly 32 cents
was retained by the PBM as hidden profit.”

Kentucky: A state-commissioned report revealed that PBMs took in $123.5 million
annually from the Medicaid program through spread pricing. This discovery prompted
an investigation by the state's Attorney General into allegations of overcharging and
discrimination against independent pharmacies.”

Massachusetts: An analysis by the state's Health Policy Commission (HPC) found that
PBM prices for generic drugs were "markedly higher" than the actual pharmacy
acquisition cost. In one striking example, the price charged for the generic cancer drug
Gleevec was, on average, $1,811 more per prescription than what pharmacies paid to
acquire it."

Arkansas: Arkansas has been a national leader in PBM reform, enacting legislation that
explicitly prohibits spread pricing after its detrimental effects on the state's Medicaid
program and pharmacies were identified.”®

These state-level findings are corroborated by independent research. A 2024 analysis

12
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of commercial plan data in Washington State by 3Axis Advisors found that for a subset of
matched claims, employer costs were approximately 80% higher than what pharmacies were
reimbursed. This translated to an average spread of over $8 per prescription. The analysis
further revealed that between 2020 and 2023, while employer costs for drugs rose by 30%,
pharmacy reimbursement for those same drugs decreased by 3%, indicating that the spread

is not static but is actively widening over time.?

State/Study  [Time Period  [Program Total Spread  |Spread as % of [Key Drug
identified ($) |Generic Drug [Example
Cost

Ohio Auditor R017-2018 Medicaid $224.8 Million B1.4% ot Specified

of State ™

Kentucky pO18 Medicaid $123.5 Million |Not Specified [Not Specified

Cabinet for

Health ©

Massachusett R018 Medicaid & Not Specified |Not Specified |Generic

s HPC 7 ICommercial Gleevec price

as $1,81

above
lacquisition
cost

3Axis P020-2023  |Commercial  [80% higher  |Not Specified [Buprenorphine

Advisors lemployer cost -naloxone

Washington) than pharmacy charged to

0 reimbursement plan at $100.12
above cost

The consistent pattern revealed by these audits demonstrates a fundamental
misalignment of incentives. Plan sponsors are universally encouraged by their PBMs to
promote generic drug dispensing as the primary strategy for controlling pharmacy costs. Yet,
the data conclusively show that these same low-cost generic drugs have been converted into
the PBMs' most lucrative and opaque profit center. Every time a plan sponsor believes it is
"saving" money by steering a member to a generic alternative, it may in fact be maximizing the
PBM's hidden profit. This creates a perverse incentive for PBMs to manipulate the Maximum
Allowable Cost (MAC) lists—the reimbursement benchmarks for generic drugs—not to secure
the lowest possible net cost for their clients, but to create the largest possible spread for
themselves. The PBM profits directly from the opacity of the generic drug market, not from its

13
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efficiency.

The Shadow Financial System: Post-Sale Fees and Rebate
Obfuscation

Beyond the direct markup of spread pricing, PBMs have developed a sophisticated
shadow financial system that operates after the point of sale, further obscuring the true cost
of medications. This system relies on two primary pillars: retroactive "clawback" fees charged
to pharmacies and an opaque rebate structure negotiated with drug manufacturers.

The Mechanics of DIR Fees

Direct and Indirect Remuneration (DIR) is a term created by the Centers for Medicare &
Medicaid Services (CMS) to account for all post-sale price concessions, primarily
manufacturer rebates, that affect the final cost of drugs in the Medicare Part D program.?
However, PBMs have co-opted this term to justify a wide array of retroactive fees they charge
to pharmacies, often weeks or months after a prescription has been dispensed and the initial
claim paid.®® These fees are frequently disguised as "performance-based" adjustments,
network participation fees, or administrative charges, but their application is often arbitrary
and lacks transparency.®

The financial impact of these fees has been explosive. According to CMS data, pharmacy DIR
fees grew by a staggering 107,400% between 2010 and 2020.% This practice has devastating
consequences for both pharmacies and patients:

e Impact on Pharmacies: The retroactive nature of DIR fees creates profound financial
uncertainty. A pharmacy may dispense a medication believing it has made a small profit,
only to have that profit (and more) clawed back by the PBM months later. This makes it
impossible for pharmacies to know their true reimbursement at the point of sale,
threatening their financial viability and disproportionately harming independent
pharmacies that lack the scale to absorb such unpredictable losses.?”

o Impact on Patients and Payers: Because DIR fees are assessed post-transaction, they
are not reflected in the drug's price at the pharmacy counter. Patient cost-sharing
(copayments and coinsurance) is calculated based on this inflated pre-rebate, pre-DIR
price. This directly increases patients' out-of-pocket costs and causes them to advance

14
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more quickly through the phases of the Part D benefit.*

The Rebate System and the "Gross-to-Net Bubble"

The second pillar of this shadow system is the complex and secretive world of
manufacturer rebates. PBMs leverage their control over millions of patient lives to negotiate
substantial rebates from pharmaceutical manufacturers in exchange for giving a drug
preferential placement on their formularies.®® While PBMs claim these rebates lower drug
costs, the evidence points to a perverse incentive structure that actually fuels price inflation.
Economic analysis reveals a direct and powerful correlation: on average, a $1 increase in
negotiated rebates is associated with a $1.17 increase in a drug's list price.® This occurs
because PBM administrative fees are often calculated as a percentage of the list price, and
higher rebates are used to secure more favorable formulary status. This creates a feedback
loop where manufacturers are incentivized to set a high list price to be able to offer a large
rebate, which in turn benefits the PBM. The widening chasm between the publicly stated list
price and the actual post-rebate net price is known as the "gross-to-net bubble.”

A recent Federal Trade Commission (FTC) lawsuit against the Big Three PBMs
regarding insulin pricing provides a stark case study. The FTC alleges that the PBMs created a
“perverse drug rebate system" that systematically favored high-list-price, high-rebate insulin
products while actively excluding new, lower-list-price alternatives from their formularies. This
practice, the FTC argues, directly harmed patients who pay cost-sharing based on the
inflated list price, all while maximizing PBM profits.*

Revenue Definition Mechanism  [Primary Payer [Primary Consequence
Stream Beneficiary
[Spread Difference PBM charges |Health Plan  [PBM Inflates plan
Pricing ¥ between what Jplan $50 for a [Sponsor SpoNsor costs;
o PBM charges {drug but acks
& plan and reimburses transparency.

hatit pays jpharmacy only
the pharmacy. $10.

DIR Fees °  [Post-point-of- [PBM Pharmacy PBM Creates
sale fees retroactively financial
kclawed back  deducts fees nstability for
from based on pharmacies;
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3

parties.

pharmacies. farbitrary nflates patient
"performance” cost-sharing.
imetrics.

Rebate PBM keepsa |PBM contract |Manufacturer PBM Inflates list

Retention 3 portion of defines funded by prices; reduces
manufacturer ['rebates” high list prices) savings for
rebates insteadjnarrowly, plan sponsor.
of passing excluding other
themtothe  Imanufacturer
plan. payments.

Administrativ [Fees charged |PBM charges aHealth Plan  |PBM ncentivizes

e Fees ¥ for managing % of the ISponsor PBM to favor
the drug Wholesale high-list-price
benefit, often JAcquisition drugs.
tied to the Cost (WAC) as
drug's list an admin fee.
rice.

Clawbacks * |PBM collects [Patient copay [Patient / PBM Increases
more froma  fis $15, but drugPharmacy patient
patient's copaycost to plan is out-of-pocket
than the drug's{$5. PBM takes costs.
lcost and claws the $10
back the difference from
excess from  tthe pharmacy.
the pharmacy.

Data Sales  |PBM sells PBM monetizes{Health Plan  |PBM Raises privacy

Fees *° bggregated,  jthe plan ISponsor land
de-identified ponsor's data {(indirectly) conflict-of-inte
patient claims without sharing| rest concerns.
data to third  frevenue.

The entire system of post-sale remuneration—encompassing both DIR fees from

pharmacies and rebates from manufacturers—is engineered to create a fundamental

disconnect between the price a patient sees at the counter and the final net cost of the drug.

A rational, transparent market would strive to make these two figures as close as possible.

Instead, the PBM model thrives by making the point-of-sale price an intentionally poor signal

of the actual underlying cost. This manufactured disconnect is an engine of information

asymmetry, enabling a massive transfer of wealth from patients (through inflated

cost-sharing) and pharmacies (through clawbacks) to PBMs and their affiliated insurers.
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The Black Box: Data Secrecy, Contractual Restrictions, and the
Erosion of Fiduciary Duty

The financial mechanisms detailed above are sustained by a fortress of contractual
and legal barriers that prevent plan sponsors from accessing the information needed for
effective oversight. PBMs operate as a "black box," controlling the flow of data to maintain
their informational advantage and protect their opaque revenue streams.

PBM contracts are notoriously complex and frequently contain clauses that severely
limit a plan sponsor's ability to access and audit their own complete, unadulterated pharmacy
claims data.’ PBMs often define what constitutes auditable data in the narrowest possible
terms, provide aggregated summary reports instead of granular, claim-level data, and assert
that critical financial information—such as the true amounts paid to pharmacies or the full
value of rebates received from manufacturers—is proprietary or a "trade secret”*® This
practice effectively prevents the client from verifying whether they are receiving the benefit of
their bargain.

This contractual secrecy creates a profound dilemma for most employers and plan
sponsors, who are governed by the Employee Retirement income Security Act of 1974 (ERISA).
ERISA imposes a strict fiduciary duty on plan sponsors, legally obligating them to act
prudently and solely in the interest of plan participants and their beneficiaries. A key
component of this duty is ensuring that all plan expenses, including payments to vendors like
PBMs, are reasonable and necessary.”® The conflict is self-evident: how can a plan sponsor
fulfill its legal duty to ensure costs are reasonable without access to the very data needed to
validate those costs?

This untenable situation has led to a recent wave of class-action lawsuits. Significantly,
these lawsuits are not targeting PBMs directly, but rather the plan sponsors themselves for
breaching their ERISA fiduciary duties. Cases like Lewandowski v. Johnson & Johnson allege
that the employer failed in its duty of prudence by not adequately managing its PBM contract,
allowing the plan to pay excessively for prescription drugs.®® This litigation trend underscores
the immense legal risk that PBM-enforced opacity creates for their own clients.

The PBM playbook of controlling information flow has also historically extended to the
consumer level through the use of "gag clauses.” These were contractual provisions that
explicitly prohibited pharmacists from informing patients that the cash price for a drug might
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be lower than their insurance copayment.*’ This practice represents a direct enforcement of
information asymmetry at the point of care. While these clauses have now been largely
banned by federal and state laws, their widespread use demonstrates a core PBM strategy: to
manage and restrict the flow of financial information at every level of the supply chain to
protect their revenue.™

In response to these issues, lawmakers have begun to act. The federal Consolidated
Appropriations Act (CAA) of 2021 included provisions to ban gag clauses and enhance
transparency requirements.” Concurrently, several states have moved to impose a direct
fiduciary duty on PBMs, seeking to legally compel them to act in their clients' best interests.>*
Ultimately, PBMs have leveraged their role as data custodians to create a classic
"principal-agent” problem. The agent (the PBM) possesses far more information than the
principal (the plan sponsor), allowing the agent to act in its own self-interest rather than the
principal’s. The legal framework of ERISA, however, was designed for a world where the plan
sponsor had visibility and control over plan expenses. By inserting themselves as opaque
intermediaries, PBMs have shifted this dynamic, placing the legal liability for their own
self-dealing practices squarely on the shoulders of their clients. The recent surge in litigation
against plan sponsors is the logical outcome, representing an attempt by plan participants to
force the principal to reclaim control from its conflicted agent. The information asymmetry has
created a massive, unmanaged legal risk for virtually every self-funded employer in the

country.

The Offshore Veil: How Foreign GPOs Amplify Opacity and Costs

In recent years, the largest PBMs have added a new and even more opaque layer to
their corporate structures: offshore Group Purchasing Organizations (GPOs). These entities,
established in foreign, low-tax jurisdictions, represent the ultimate expression of information
asymmetry, designed to place the most critical financial data legally and geographically
outside the reach of U.S. clients and regulators.

The "Big Three" PBMs have each established such an entity:

e Ascent Health Services: Owned by Cigna (parent of Express Scripts) and located in
Switzerland.®
e Emisar Pharma Services: Owned by UnitedHealth Group (parent of OptumRx) and

located in Ireland.®”
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e Zinc Health Services: Owned by CVS Health (parent of CVS Caremark) and based in
the U.S., but operates in a similarly opaque manner as a rebate aggregator.>®

These organizations are not traditional GPOs that purchase goods and services. Instead, they
function as "rebate aggregators,” centralizing the high-stakes rebate negotiations with
pharmaceutical manufacturers on behalf of their PBM owners and other PBM partners.* This
structure creates a crucial layer of legal separation. The PBM can then claim to its clients that
the sensitive rebate contracts are held not by the PBM itself, but by this separate GPO entity,
making them inaccessible for audits.®

Investigations by the U.S. House Oversight Committee, the Senate Finance Committee,
and the FTC have concluded that a primary purpose of this offshore structure is to shield
rebate and fee arrangements from burgeoning U.S. transparency laws, regulatory oversight,
and client audits.®® A lawsuit filed by the Ohio Attorney General explicitly alleges that Express
Scripts formed Ascent in Switzerland to “illegally drive up drug prices” and conceal its rebate
schemes.®!

These offshore GPOs are central to the price inflation mechanism. The FTC alleges
that these are the entities that demand the massive rebates from manufacturers, which in
turn forces manufacturers to set higher list prices to fund those rebates.®® This system
transforms the information asymmetry from a domestic contractual issue into a complex
international corporate law problem, making it exponentially more difficult for a plan sponsor
to penetrate. It is a form of regulatory and legal arbitrage. As state and federal reforms in the
U.S. increase pressure for transparency, this offshore structure provides a potential shield. A
PBM facing a U.S. law requiring full rebate disclosure could argue that it is complying by
passing through 100% of the rebates it receives, while conveniently ignoring the vast sums
retained by its own offshore affiliate before any funds are ever transferred to the U.S.-based
PBM entity.” It is a legal fiction designed to circumvent fiduciary and contractual obligations.
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Section 3. Evidence for Tacit Collusion Between Large
PBMs

Here we present a comprehensive analysis of the U.S. Pharmacy Benefit Manager (PBM)
market, arguing that the market structure, dominated by the "Big Three” PBMs—CVS
Caremark, Express Scripts, and OptumRx—facilitates a state of tacit collusion. This
anticompetitive coordination is not achieved through explicit agreements but through a
sophisticated alignment of business practices and market structure that serves the collective
interests of the dominant firms at the expense of patients, payers, and the broader healthcare
system.

One of the central mechanisms for this collusion is identified as the PBM-affiliated
Group Purchasing Organizations (GPOs)—Ascent Health Services, Zinc Health Services, and
Emisar Pharma Services. These entities, often domiciled offshore in jurisdictions known for
financial opacity like Switzerland and Ireland, centralize and obscure the negotiation of
manufacturer rebates. These rebates are the primary driver of drug formulary placement and,
consequently, drug prices. By creating a complex and non-transparent layer between
manufacturers and the PBMs, these GPOs make it nearly impossible for plan sponsors to fulfill
their fiduciary duties and for regulators to conduct effective oversight.

We demonstrate that while Zinc and Emisar operate as captive GPOs for their parent
companies (CVS and OptumRx, respectively), Ascent Health Services (affiliated with Express
Scripts/Cigna) functions as a unique, market-wide utility. Ascent is the only major GPO that
provides rebate aggregation services to a host of smaller PBMs, including direct competitors
of its parent company. This arrangement is not a sign of a competitive market but rather
dispositive evidence of a sophisticated, unspoken market-sharing agreement. By controlling
the sole gateway for smaller PBMs to access essential manufacturer rebates, the Big Three
effectively neutralize competitive threats, coordinate on rebate levels, and maintain a system
of inflated list prices that benefits them collectively. This structure constitutes a monopoly on
rebate access for smaller market participants, a monopoly that is tacitly sanctioned by the
other two dominant players who refrain from competing in this specific service area.

The consequences of this collusive structure are severe and systemic. It perpetuates
the “gross-to-net bubble,” where soaring list prices directly harm patients with deductibles
and coinsurance, even as net prices paid by PBMs stagnate. It contributes to the financial
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strangulation of independent pharmacies through below-cost reimbursements and
retroactive fees, leading to the proliferation of "pharmacy deserts™ in vulnerable communities.
It creates a profound information asymmetry that undermines market efficiency and prevents
plan sponsors from meeting their fiduciary responsibilities under the Employee Retirement
Income Security Act (ERISA).

The Architecture of an Oligopoly: Market Concentration

The U.S. prescription drug market is not a free market in any traditional sense. It is an
oligopoly, a market structure characterized by a small number of dominant firms whose
strategic decisions are interdependent. The structural conditions of the Pharmacy Benefit
Manager (PBM) sector—extreme market concentration and deep vertical integration—create
an environment where anticompetitive coordination is not only possible but is the rational
outcome of market dynamics. Understanding this architecture is the first step in identifying
the mechanisms of tacit collusion that define the industry.

Dominant Market Share

The PBM market is a classic oligopoly, defined by the overwhelming dominance of three
entities. The "Big Three"—CVS Caremark (a subsidiary of CVS Health), Express Scripts (a
subsidiary of Cigna), and OptumRx (a subsidiary of UnitedHealth Group)—collectively process
approximately 80% of all prescription claims in the United States.' This concentration means
that the pharmacy benefits of nearly 270 million Americans are managed by just three firms,
which collectively handled a market of almost $600 billion in 2024.!

This level of market concentration is a critical precondition for tacit collusion.
Economic theory posits that collusion, whether explicit or tacit, is easier to achieve and
sustain when the number of firms is small.* With only three major players, each firm can more
easily monitor the actions of its rivals, predict their responses, and recognize their mutual
interest in avoiding aggressive price competition. The Herfindahl-Hirschman Index (HHI), a
measure of market concentration used by antitrust regulators, far exceeds the threshold for a
“highly concentrated" market in the PBM sector, signaling a significant lack of competition.®
This structural reality simplifies the coordination necessary for oligopolistic firms to maintain
supracompetitive pricing and profit levels.
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The Web of Vertical Integration

The market power of the Big Three is magnified by their deep vertical integration
across the healthcare supply chain. These PBMs are not standalone companies; they are core
components of some of the largest and most powerful healthcare conglomerates in the world.
Each PBM is integrated with a major health insurer: CVS Caremark with Aetna, Express Scripts
with Cigna, and OptumRx with UnitedHealthcare.?

This integration extends downstream as well. Each of the Big Three owns its own
specialty, mail-order, and, in the case of CVS, large-scale retail pharmacies.” This vertical
structure grants them unparalleled control over the entire pharmaceutical value chain. They
influence which drugs are covered (formulary design), how much is paid for them (rebate
negotiation), where patients can get them (pharmacy networks), and who pays for them
(insurance benefit design). This end-to-end control creates a closed loop where the PBM can
direct billions of dollars in pharmaceutical spending to its own affiliated businesses, often
without the full knowledge of the plan sponsors who are ultimately paying the bills.

Anticompetitive Consequences of Vertical Integration

The vertical integration of the PBM-insurer-pharmacy conglomerate is not merely a
strategy for achieving efficiencies; it is a powerful tool for enforcing market discipline and
executing anticompetitive strategies. This structure creates profound conflicts of interest that
harm patients, independent pharmacies, and the competitive landscape.

One of the most well-documented anticompetitive practices enabled by vertical
integration is "patient steering." The House Oversight Committee and the Federal Trade
Commission (FTC) have found extensive evidence that PBMs use their control over pharmacy
networks and benefit design to steer patients, particularly those on high-cost specialty
medications, to their own affiliated mail-order and specialty pharmacies.” This is often
accomplished by making it financially punitive for a patient to use an independent pharmacy,
either by imposing higher out-of-pocket costs or by designating the PBM's own pharmacy as
the exclusive option for certain drugs.” Plan sponsors are also penalized if chargebacks if
they purchase outside of the assigned pharmacy or pharmacy network.

This practice serves two purposes. First, it captures highly profitable specialty drug
revenue for the PBM's parent company. An FTC interim report found that PBM-affiliated
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pharmacies now account for nearly 70% of all specialty drug revenue.'® Second, it
systematically disadvantages and undermines independent and competing pharmacies by
siphoning off their most valuable patients. This financial pressure is a key factor in the
alarming rate of independent pharmacy closures, which has disproportionately affected rural
and underserved urban communities, leading to the creation of "pharmacy deserts” where
patients lack convenient access to essential pharmacy services.”

The vertically integrated structure of the Big Three is not simply a business model; it is
a mechanism for control. It allows these firms to enforce the unwritten rules of the oligopoly.
Any market participant—be it a drug manufacturer, a competing pharmacy, or even a health
plan sponsor--that attempts to deviate from the established high-rebate, high-list-price
paradigm can be swiftly punished. For example, a drug manufacturer that wishes to introduce
a new, innovative drug with a low list price and a minimal rebate poses a threat to the PBMs'
profitable model, which thrives on large rebates calculated from high list prices. A pharmacy
willing to sell with a lower gross margin is also a potential competitive threat. The integrated
PBM-insurer can retaliate by simply refusing to place this disruptive drug on its formulary,
effectively denying it access to the millions of patients covered by its insurance arm.?
Simultaneously, the PBM can use its utilization management tools to steer patients who might
have been prescribed the low-cost drug toward a higher-priced, higher-rebate alternative
that is dispensed by its own specialty pharmacy." This action sends a clear signal to the entire
pharmaceutical industry: attempts to disrupt the high-rebate system will be met with market
exclusion. This functions as a powerful "punishment strategy," a key element required to
sustain tacit collusion as described in economic game theory.* The vertical integration
provides the means to execute this punishment swiftly and effectively, ensuring all players
adhere to the collusive equilibrium.

The GPO Shell Game: Centralizing Rebates and Obscuring
Transparency

In recent years, the Big Three PBMs have introduced a new layer of complexity and opacity
into the pharmaceutical supply chain: the PBM-affiliated Group Purchasing Organization
(GPO). These entities, often referred to as "rebate aggregators,” represent a strategic
evolution designed to further concentrate negotiating power, obscure the flow of rebate
dollars, and circumvent growing demands for transparency and accountability from regulators
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and plan sponsors.

The Rise of Rebate Aggregators

Responding to increasing scrutiny of their opaque rebate arrangements, each of the Big Three
PBMs established a GPO to centralize the function of negotiating rebates with pharmaceutical
manufacturers.?® These entities are not traditional GPOs that purchase goods; they are
contracting entities that aggregate the purchasing volume of their PBM members to extract
larger price concessions from drug makers. The three key PBM-affiliated GPOs are:
e Ascent Health Services: Founded in 2019 by Express Scripts and strategically
domiciled in Switzerland.*
¢ Zinc Health Services: Founded in 2020 by CVS Caremark and domiciled in the United
States.?’
e Emisar Pharma Services: Founded in 2021 by OptumRx and strategically domiciled in

Ireland.®

The Offshore Strategy: Circumventing U.S. Oversight

The decision by Express Scripts and OptumRx to establish their GPOs in Switzerland

and Ireland is a deliberate strategic maneuver. These jurisdictions are well-known for their
favorable corporate tax policies and financial privacy laws, making them ideal locations to
shield the PBMs' most profitable activities from U.S. transparency laws, regulatory oversight,
and tax liabilities.®’ The House Oversight Committee's investigation concluded that this move
abroad "only heightens concerns that PBMs will do anything to avoid transparency™.”?
This offshore structure creates an impenetrable "black box" around rebate negotiations. It
makes it nearly impossible for U.S.-based plan sponsors and regulators to conduct effective
audits or trace the complete flow of rebate dollars from manufacturer to PBM.*® By holding
the rebate contracts in a separate, foreign-domiciled legal entity, the PBM can create legal
and jurisdictional barriers that frustrate attempts at oversight.

This GPO structure is a direct and sophisticated response to the increasing fiduciary
and transparency obligations being placed on plan sponsors and their vendors in the United
States. The Employee Retirement Income Security Act (ERISA) imposes a strict fiduciary duty
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on plan sponsors to act solely in the interest of plan participants, which includes ensuring that
all plan expenses, such as prescription drug costs, are reasonable." More recently, the
Consolidated Appropriations Act (CAA) of 2021 reinforced these duties by prohibiting "gag
clauses” in PBM contracts and requiring PBMs to disclose detailed cost and compensation
information to plan sponsors, precisely so they can fulfill their fiduciary duty of prudence.*

Plan sponsors have a legal right to audit their PBMs to ensure compliance with these
duties and contractual terms.*® However, the offshore GPO structure is architected to defeat
these rights. By placing the master rebate contracts with a foreign affiliate like Ascent in
Switzerland, a PBM like Express Scripts can claim during an audit that it does not directly
possess the contracts and therefore cannot produce them. This creates a shell game that
erects an insurmountable wall of information asymmetry.*® it makes it impossible for a plan
sponsor to verify if they are receiving the best possible net price for drugs or if the PBM is
truly acting in their best interest. This is not an incidental feature of the GPO model; it is a
deliberate structural choice designed to neutralize the effectiveness of U.S. transparency and
fiduciary laws.

GPOs as a New Layer of Profit Extraction

These GPOs have evolved beyond simple rebate negotiation to become new and
opaque profit centers for their parent companies. They have created additional revenue
streams by charging manufacturers a variety of fees, such as “administrative fees,” “"data
access fees," and "enterprise fees,” in addition to the rebates themselves.* These fees,
charged as a percentage of the retail list price of a medication, which are often not clearly
defined or disclosed, may not be fully shared with the PBMs' plan sponsor clients. This allows
the PBM conglomerates to retain a larger portion of the total price concessions from
manufacturers while maintaining the public-facing claim that they pass through "100% of
rebates" to their clients.>*

The table below provides a comparative overview of the Big Three PBM-affiliated
GPOs. It highlights their parent companies, founding dates, corporate domiciles, and known
client bases. This comparison is essential for understanding the market dynamics, and it
starkly illustrates the anomalous position of Ascent Health Services, which, unlike its peers,
serves a broad consortium of PBMs, including direct competitors to its parent company. This
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unique structure is a cornerstone of the tacitly collusive arrangement that governs the PBM

market.
GPO Name Parent PBM Year Founded ICorporate Known PBM
Domicile Clients/Participant
s
Ascent Health  |Express Scripts  [2019 ISwitzerland Express Scripts,
[Services (Cigna) Prime
Therapeutics,
Humana
Pharmacy
Solutions, Envolve
Pharmacy
[Solutions, Kroger
28
Zinc Health ICVS Caremark 2020 USA ICVS Caremark,
ervices Elevance Health's
ICarelonRx
misar Pharma  [OptumRx 2021 ireland OptumRx *
ervices (UnitedHealth)

A Framework for Tacit Collusion in the PBM Market

The behavior of the Big Three PBMs and their affiliated GPOs aligns closely with
established economic and legal theories of tacit collusion. While there may be no evidence of
a "smoky backroom" deal, their market conduct demonstrates a clear, unspoken
understanding of their shared interests and a coordinated strategy to maintain
supracompetitive prices. This section applies the theoretical framework of tacit collusion to
the observable practices within the PBM market.

Market Conditions Favoring Collusion

The PBM market exhibits all the classic structural characteristics that are known to be
conducive to tacit collusion:
» High Market Concentration: As established, the market is dominated by the Big Three,
who control roughly 80% of prescription claims.! A small number of firms is the most
critical factor, as it simplifies the process of monitoring rivals and coordinating
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behavior.*

e Repeated Interaction: The business of PBMs and pharmaceutical manufacturers
involves continuous, repeated negotiations over formularies and rebates. This ongoing
interaction allows firms to learn each other's strategies, build reputations, and establish
expectations of cooperative behavior. Game theory demonstrates that in such
"repeated games,” collusive outcomes are far more stable and likely to emerge than in
one-off interactions, as the long-term benefits of cooperation outweigh the short-term
gains from cheating.*

e High Barriers to Entry: The immense scale, deep vertical integration, and complex,
opaque contracting models of the Big Three create formidable barriers to entry for new
competitors.® A new PBM cannot easily replicate the nationwide pharmacy networks,
the vast claims processing infrastructure, or, most importantly, the negotiating leverage
with manufacturers that the incumbents possess. This lack of a credible threat from
new entrants allows the existing oligopoly to maintain its coordinated pricing strategies
without fear of being undercut by a disruptive newcomer.

The Ascent Anomaly: A Monopoly Disguised as Competition

One of the most compelling pieces of evidence of a tacitly collusive arrangement among the
Big Three PBMs lies in the unique and anomalous market structure of their affiliated GPOs.
While the existence of three separate GPOs might initially suggest a competitive landscape, a
closer examination of their client relationships reveals a carefully partitioned market. This
structure points to an unspoken agreement to control a critical market segment, thereby
neutralizing competitive threats from smaller PBMs.

The Facade of Competition

On the surface, the presence of three distinct GPOs—Ascent, Zinc, and Emisar—could
be interpreted as a sign of competition in the rebate aggregation space. However, their
operational models and client lists tell a different story. Zinc Health Services and Emisar
Pharma Services function almost exclusively as "captive,” in-house rebate aggregators for
their parent companies, CVS Caremark and OptumRx, respectively.’® While Zinc does have

one other major client, Elevance Health's CarelonRx, this relationship is deeply intertwined, as
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CarelonRx operates on a CVS technology platform.®® There is no evidence to suggest that
either Zinc or Emisar actively markets its rebate aggregation services to external, competing
PBMs.

In stark contrast, Ascent Health Services operates on a fundamentally different model.
It serves not only its parent, Express Scripts, but also a broad consortium of other PBMs and
health plans. Its client list includes major industry players such as Prime Therapeutics (which
is owned by a group of Blue Cross Blue Shield plans), Humana Pharmacy Solutions, and
Kroger Prescription Plans.? This makes Ascent not just an in-house division of Cigna, but a

market-wide utility for rebate negotiation.

Ascent as the Gatekeeper for Smaller PBMs

For the dozens of smaller and mid-sized PBMs that exist in the market, competing with
the Big Three is an uphill battle. Their primary challenge is a lack of scale. Without the
purchasing volume of tens of millions of covered lives, a smaller PBM cannot independently
negotiate the substantial manufacturer rebates that are essential for offering competitive net
drug costs to plan sponsors.® Access to a rebate aggregator is therefore not a luxury but a
necessity for survival.

The available evidence indicates that Ascent Health Services is the only major rebate
aggregator that provides these smaller PBMs with a viable pathway to access these crucial
manufacturer rebate contracts.? By joining the Ascent GPO, smaller PBMs can pool their
volume with that of Express Scripts and its other large clients, thereby gaining the leverage
needed to secure a portion of the market-leading rebates. The fact that Zinc and Emisar do
not offer similar aggregation services to the broader market of competing PBMs is a critical
and revealing market failure. It means that any smaller PBM seeking to compete effectively is
forced to contract with a GPO that is owned and controlled by one of its largest competitors.

A Tacit Agreement to Not Compete

This highly unusual market structure is one of the strongest pieces of evidence of tacit
collusion among the Big Three. The decision by CVS/Caremark and OptumRx to abstain from
competing with Express Scripts in the market for third-party rebate aggregation services is a
form of conscious parallelism that can only be explained by a shared understanding of their
collective interest. It represents a tacit agreement to partition the market.
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In what would be a presumably unspoken arrangement, CVS and OptumRx cede the
market for smaller PBM rebate aggregation to Express Scripts. In return, Express Scripts,
through its control of Ascent, ensures that the rebate negotiation strategies employed on
behalf of these smaller players never disrupt the profitable, high-rebate, high-list-price
equilibrium that benefits the entire oligopoly. Ascent will never secure a deal for a smaller PBM
that would allow that PBM to genuinely undercut the Big Three on net drug costs. This
arrangement effectively creates a monopoly within the oligopoly, with Ascent holding
monopolistic power over the ability of smaller PBMs to access the lifeblood of their business:
rebates.

This is not merely a monopoly; we argue it is a sophisticated and calculated market
allocation designed to neutralize the primary threat to any oligopoly: a disruptive smaller
competitor. The Big Three have effectively constructed a system to collectively suppress
competition from the rest of the market. They tacitly agree that none of them will allow a
smaller PBM to obtain a better rebate deal than they themselves receive. This is enforced by
channeling all smaller competitors through a single gatekeeper—Ascent—which is controlled
by one of their own.

Consequently, a small, innovative PBM that wishes to offer a transparent, low-net-cost
model to employers cannot go directly to a manufacturer like Pfizer to negotiate a unique,
favorable rebate contract. A manufacturer fike Pfizer could be faced with retaliation in the
form of loss of formulary position for contracting directly with a small PBM. The small PBM is

t.2° Ascent, being controlled by Express Scripts, has a

thus forced to go through Ascen
powerful incentive to prevent any deal that would allow a smaller PBM to offer a lower net cost
than Express Scripts, CVS, or Optum. This structure creates a "rebate wall" not just for certain
drugs, but for an entire class of potential competitors. It explains how, despite the existence of
over 70 PBMs in the U.S., the market remains fundamentally uncompetitive, locked in a state
of coordinated inaction that preserves the opaque and profitable status quo for the dominant

firms.®S
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Section 4. Effects of Vertical Integration of Payers and
PBMs

The PBM as the Primary Profit Center

The business goal of a large, publicly traded, vertically integrated firm is to maximize total
corporate profit, not to minimize costs for any single division. An analysis of the public
financial statements of these consolidated entities reveals that the PBM and other health
services segments are the primary drivers of corporate profit, often generating significantly
more absolute profit than the health insurance segment.

CVS Health presumably did not acquire Aetna for $69 billion with the intention of
making the Aetna health plan more efficient at the expense of the highly profitable CVS
Caremark (PBM) and Retail Pharmacy segments. The strategic incentive is to use the Aetna
health plan as a captive, locked-in customer for the parent company’s higher-margin PBM
and pharmacy services. This means the consolidated entity is incentivized to maximize the
flow of dollars through the PBM, where profits are less regulated and more opaque, even if
this increases the total cost burden on the health plan and its members. The corporate goal
shifts from cost containment for the health plan to profit optimization across the entire

enterprise.

Table 2: Revenue and Profit Contribution in Vertically integrated Healthcare Companies
(FY 2023)

Company Business Segment|Segment Revenue [Segment Operating Margin
(Billions) IAdjusted/Operatin [%
lg Income (Billions)
UnitedHealth UnitedHealthcare [$281.4 16.4 5.8%
Group (Insurance) F
Optum (Health  [$226.6 15.9 7.0%
Services)
ICVS Health Health Benefits  [$105.6 $6.9 6.5%
(Aetna) ]
Health Services  [$187.0 7.2 3.9%
(incl. Caremark)
The Cigna Group [Cigna Healthcare [$51.1 1$2.3 4.5%
(Insurance)
Evernorth (incl.  [$153.6 $6.5 4.2%
Express Scripts)
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Source: Company FY2023 10-K Filings. Figures are based on adjusted or operating income as
reported by each company.

While margins vary, the table clearly shows that the health services arms (Optum, Evernorth)
are immense profit centers, with Evernorth generating nearly three times the absolute profit
of Cigna's insurance arm. This demonstrates where the corporate focus on profitability lies.

The Intra-Company Transfer Dynamic: Accounting for Internal Profits

From a consolidated accounting perspective, the financial impact of these PBM
revenue streams is fundamentally different for a vertically integrated company compared to a
non-integrated payer. For the latter, a PBM markup is a true external cost. For the former, itis
an internal transfer of funds.

The principles of intercompany accounting mandate that for the purpose of creating
consolidated financial statements for the parent company, transactions between subsidiaries
must be eliminated.*® This process is necessary to prevent the artificial inflation of revenue
and expenses and to provide a true picture of the enterprise's transactions with the outside
world. When the insurance segment of a conglomerate pays its sister PBM segment, the
payment is recorded as a cost (or "medical expense") on the insurer's books and as revenue
on the PBM's books. Upon consolidation at the parent level, this internal revenue and expense
are netted out. The only true cost recognized by the consolidated entity is the amount that
was ultimately paid to an external party—for example, the amount the PBM-owned pharmacy
paid to a drug wholesaler.*®

Therefore, the "spread" charged by the PBM to its affiliated insurer is not a cost to the
conglomerate but rather an accounting mechanism to allocate profit between its
subsidiaries." The decision of how large to make the spread is a strategic one, driven not by
market forces but by the parent company's objectives for the reported financial performance
of each segment, including, as will be discussed, regulatory compliance.

The following table illustrates the stark difference in the flow of funds and profit
capture between a non-integrated and a vertically integrated system for a single drug
transaction.

Table 1: Comparative Flow-of-Funds Analysis for a Prescription Drug Transaction
[ransaction Step [Scenario A: Non-Integrated  Scenario B: Vertically ]
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Payer integrated Payer
. Pharmacy Acquisition Cost  [Independent pharmacy pays [PBM-owned pharmacy
vholesaler $80. segment pays wholesaler $80.
D. PBM Reimburses Pharmacy [External PBM pays PBM segment makes an

ndependent pharmacy $85.  fnternal payment of $85 to the
lpharmacy segment.

3. Payer Pays PBM Payer pays external PBM $95 |insurance segment pays PBM
for the drug claim. lsegment $95 for the drug
claim.
Analysis of Profit Capture
Pharmacy Profit I$5 (Profit captured by an 55 (Profit booked in the
external company) lconglomerate's pharmacy
lsegment)
PBM Profit ("Spread”) $10 (Profit captured by an $10 (Profit booked in the
external PBM) kconglomerate's PBM segment)
Consolidated Financial
impact
Payer's Net External Cost [$95 (Cash leaves the payer's  [$80 (The conglomerate's only
lcorporate entity) external cost is the payment to
lthe wholesaler)
Total Profit Captured by $15 ($5 pharmacy + $10 PBM) $0
External Parties
[Total Profit Captured internally $0 1315 ($5 pharmacy + $10 PBM)

This comparison makes the internal economics clear. In Scenario A, the non-integrated payer
incurs a real, external cost of $95, and $15 of profit is captured by outside firms. In Scenario B,
the vertically integrated conglomerate's true external cost is only $80. The $15 in pharmacy
and PBM profit does not leave the corporate entity; it is simply recorded in the ledgers of its
various subsidiaries. The PBM markup, from the perspective of the parent company, is not a
cost to be minimized but a profit to be maximized and strategically allocated.

The Medical-Loss Ratio (MLR) as a Regulatory Constraint

The financial strategies employed by vertically integrated payers operate within a specific and
highly consequential regulatory framework established by the Affordable Care Act (ACA). The
Medical-Loss Ratio (MLR) provision was designed to ensure that health insurers provide value
to consumers by limiting the portion of premium revenue that can be allocated to
administrative costs and profits. This regulation creates a clear dividing line between different
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types of corporate expenditures, establishing a powerful incentive for insurers to classify as
much spending as possible as "medical expense.” Understanding the technical details of the
MLR is crucial for appreciating how it can be manipulated through the internal financial
mechanics of an integrated system.

Technical Breakdown of the MLR Calculation

The ACA's MLR rule is a statutory mandate that requires health insurance companies to spend
a defined minimum percentage of their premium income on medical claims and activities that
improve healthcare quality.” If an insurer fails to meet this threshold, it must issue rebates to
its enrollees.® The specific thresholds are set by market segment:

e 85% for insurers in the large group market and for Medicare Advantage plans.®

o 80% for insurers in the individual and small group markets.*

The MLR is calculated as a ratio with two key components: the numerator and the
denominator.

e The MLR Numerator is the sum of an insurer's "incurred claims" and its expenditures
on “"activities that improve health care quality".*? Incurred claims represent the direct
costs of providing clinical services and benefits to enrollees, including payments to
doctors, hospitals, and for prescription drugs. The numerator explicitly excludes
spending on administrative functions, such as marketing, executive salaries, profits, and
general overhead.®

e The MLR Denominator is the insurer's total premium revenue for the reporting year,
adjusted by subtracting certain federal, state, and local taxes and licensing fees.®

The fundamental structure of the MLR creates a powerful incentive for insurers. Every dollar of
expenditure must be classified into one of two buckets: the "medical” bucket (the numerator),
which helps the insurer meet the 80%/85% threshold, or the "administrative/profit” bucket,
which is capped at 15%/20%. Any strategy that can successfully recharacterize a dollar from
the administrative bucket to the medical bucket effectively frees up room in the 15%/20%
portion for pure profit, without triggering the requirement to pay consumer rebates. This
makes the accounting classification of expenses a critical area of financial management for
insurers.

33



111

Regulatory Treatment of Pharmacy Costs, Rebates, and PBM Fees

Recognizing the significant and complex role of prescription drugs in healthcare spending,
regulators at the Department of Health and Human Services (HHS) and the Centers for
Medicare & Medicaid Services (CMS) have issued specific guidance on how pharmacy-related
costs are to be treated in MLR calculations.

e Incurred Claims for Prescription Drugs: The amount that an insurer can include in its
MLR numerator for a drug claim is the net amount paid for the drug. This is intended to
reflect the true cost of the benefit provided.

e Mandatory Deduction of Rebates: Federal regulations are explicit that all prescription
drug rebates, discounts, and other price concessions must be deducted from an
insurer's incurred claims.®® Crucially, this applies to rebates received not only by the
insurer itself but also by any of its third-party vendors, including its PBM.?" This rule was
designed to prevent insurers from inflating their medical costs by reporting the gross
price of a drug while pocketing the rebate as profit.

o Classification of PBM Spread and Fees: In response to the growing use of spread
pricing, CMS issued guidance in 2019 clarifying its treatment for MLR purposes in
Medicaid managed care. The guidance explicitly states that the amount retained by a
PBM through spread pricing is not a medical expense and must be excluded from the
MLR numerator; it is to be treated as an administrative cost.®® HHS has subsequently
issued proposed rules to apply a similar principle to the commercial markets, requiring
that any drug rebates or price concessions retained by PBMs be counted as
administrative expenses for the health plan.4°

This evolving regulatory landscape demonstrates a clear pattern: as vertically integrated
entities develop new and more complex methods for capturing profit through their PBMs,
regulators are forced to react by issuing increasingly specific guidance to close the resulting
loopholes. The initial MLR rule focused on rebates received by the insurer. Integrated firms
exploited this by having the PBM—a legally separate subsidiary—retain the rebate or create a
“spread,” allowing the insurer to argue that it never received the funds and thus did not need
to deduct them from its medical claims. The subsequent CMS guidance was a direct response
to this regulatory arbitrage, showing that the financial structures of these conglomerates are
often designed specifically to probe and exploit the seams in existing regulations.
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Strategic MLR Management via Transfer Pricing

The convergence of vertical integration, the internal profit-center model of the PBM, and the
regulatory constraints of the Medical-Loss Ratio creates the conditions for a sophisticated
form of financial engineering. By manipulating the internal prices of goods and services
exchanged between their subsidiaries—a practice known as transfer pricing—vertically
integrated conglomerates can strategically manage their MLR calculations. This section
details the core mechanism by which these entities inflate reported medical costs to ensure

regulatory compliance while shifting profits to unregulated business segments.

The Transfer Pricing Loophole

Transfer pricing refers to the value assigned to transactions of goods or services between
related entities within a larger enterprise.® In the context of an integrated payer, this is the
price the insurance subsidiary (e.g., Aetna) pays its sister PBM and specialty pharmacy
subsidiary (e.g., CVS Caremark) for prescription drugs dispensed to its members.

While accounting and tax standards generally require these internal prices to be set on
an "arm's-length” basis—that is, at a price that two independent, unrelated parties would
agree upon—this principle is exceedingly difficult to enforce in the uniquely opaque U.S.

healthcare market.*

Vertically integrated firms possess the ability and the incentive to set
internal transfer prices not to reflect fair market value, but to optimize the financial and
regulatory position of the consolidated enterprise.”® The MLR rule, which applies to the
insurance business but not to the PBM or pharmacy business, creates a powerful incentive to

set these internal prices artificially high.

Inflating the Numerator: The Core Mechanism

The strategy for leveraging transfer pricing to manage the MLR is straightforward in its logic,

though complex in its execution. It involves a deliberate over-payment between affiliated
entities to reclassify profit as a medical expense.

1. Setting the Inflated Price: The parent company directs its PBM or specialty pharmacy

subsidiary to charge its insurance subsidiary an artificially high price for a prescription

drug. This is particularly effective with high-cost specialty drugs, where price
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benchmarks are less established. For example, an integrated entity could set an internal
transfer price of $17,710 for a generic chemotherapy drug that its specialty pharmacy
acquired for just $72.%

2. Recording the "Medical Expense™: The insurance subsidiary pays this inflated price
and records the full amount as an “incurred claim" on its financial statements. This
payment, despite being an internal transfer within the conglomerate, is treated as a
legitimate medical expense for the purpose of the MLR calculation, thus inflating the
MLR numerator.*

3. Achieving MLR Compliance: By swelling the numerator with these inflated internal
costs, the insurer finds it much easier to meet or exceed the 80%/85% MLR threshold.
This allows the insurer to avoid paying millions of dollars in consumer rebates and
creates more room within the 15%/20% administrative and profit portion of the premium

for other expenses or for declared profit.®

Profit Capture in Unregulated Subsidiaries

The key to this strategy is that the inflated portion of the transfer price does not simply
vanish. The difference between the pharmacy's low acquisition cost and the high internal
price paid by the insurer is captured as revenue and, ultimately, profit on the books of the
PBM or specialty pharmacy subsidiary.®

Critically, these health services subsidiaries are not health insurers and are therefore
not subject to the MLR rule. The profit they record is not constrained by the 15%/20% cap
on administrative costs and profits that governs the insurance business.

The net result is a financial alchemy that transforms what would have been excess,
rebate-triggering profit in the regulated insurance segment into fully compliant,
unconstrained profit in the unregulated services segment. The conglomerate, as a whole,
retains the same amount of money from the premium dollar, but it has been re-labeled and
re-located on the corporate ledger to satisfy regulators. The MLR rule is technically met, but
its core purpose—to ensure that a vast majority of the premium is spent on actual patient care
and not retained as profit—is effectively defeated.? "Medical cost," in this context, ceases to
be an indicator of the economic resources used to provide care and instead becomes a
fungible accounting variable to be optimized.

The following table provides a numerical illustration of this mechanism, comparing the
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MLR outcomes for a non-integrated and a vertically integrated payer with identical underlying

premium revenues and true medical costs.
Table 2: Comparative Medical-Loss Ratio (MLR) Calculation Scenarios

Line ltem

IScenario A: Non-Integrated
Payer

IScenario B: Vertically
Integrated Payer

Denominator

Costs (Numerator)

Premium Revenue ($1,000,000 51,000,000
INumerator: Medical Costs
on-Drug Medical Claims $700,000 $700,000
True Cost of Drugs (Paidto  [$100,000 1$100,000 (Internal Cost to
Pharmacy) Pharmacy Seg.)
PBM Spread/Fees (External  [$20,000 N/A (Internal Transfer)
Cost)
nflated Transfer Price Paid to |N/A 160,000
lOwn PBM/Pharmacy
Total Reported Medical 1$820,000 1$860,000 ($700,000 +

$160,000)

IMLR Calculation (85%

Threshold)
Calculated MLR 82.0% (820,000/1,000,000) 86.0% (860,000/1,000,000)
Result FAILS (Owes $30,000 in PASSES (Owes $0 in Rebates)

Rebates)

Consolidated Profit Analysis

nsurer Profit

$150,000 (Before Rebate)

1$140,000 (Profit in Insurer
Seg.)

PBM/Pharmacy Profit

0 (Profit goes to external
PBM)

60,000 (Profit in
PBM/Pharmacy Seg.)

Total Conglomerate Profit

13120,000 (After Rebate)

200,000 ($140,000 +
60,000)

As the table demonstrates, the vertically integrated payer, despite having the same underlying

costs as the non-integrated payer, is able to report a compliant MLR and retain $80,000 more

in consolidated profit. This is achieved solely by using an internal transfer price for drugs that
is $60,000 higher than the true cost. This difference is booked as profit in the PBM/pharmacy
segment, effectively hidden from the MLR calculation. This reveals that the MLR regulation,

intended to limit insurer profits, paradoxically creates a powerful business case for the very

vertical integration that allows the rule to be circumvented.

37



115

Evidence from Corporate and Regulatory Filings

The theoretical framework and mechanical models described in the preceding sections are
not merely abstract concepts; they are reflected in the real-world financial reporting of major
healthcare conglomerates and the findings of regulatory oversight bodies. An examination of
corporate 10-K filings, state-level MLR audits, and federal investigations provides compelling

evidence of these profit-shifting and MLR management strategies in action.

Analysis of Segment Reporting in Form 10-K Filings

The public financial statements of the largest integrated payers, while complex, offer a
window into their internal economic structures. By analyzing the reported performance of
their distinct business segments, a consistent pattern emerges.

e UnitedHealth Group (UHG): UHG's financial reports consistently show a stark contrast
between its UnitedHealthcare (insurance) and Optum (health services) segments.*®
UnitedHealthcare generates hundreds of billions in revenue but operates on relatively
thin operating margins, often in the low-to-mid single digits (e.g., margins ranging from
2.4% to0 6.2% were reported in one quarter).* In contrast, the Optum platform, which
includes the PBM OptumRx, reports robust growth and healthier margins. A critical line
item in UHG's financial outlook is "Eliminations,” which can represent sums exceeding
$160 billion.* This figure quantifies the massive scale of inter-segment transactions, a
substantial portion of which represents payments from the regulated UnitedHealthcare
segment to the less-regulated Optum segment for PBM, data, and clinical services.

e The Cigna Group: Cigna's filings reveal a similar dynamic between its Cigna Healthcare
(insurance) and Evernorth Health Services (PBM and other services) segments. In
2024, Evernorth reported total revenues of over $201 billion, dwarfing the $53 billion
reported by Cigna Healthcare. The filings also detail intersegment revenues, quantifying
the billions of dollars flowing between the two platforms for pharmacy and care
services.*®

The persistent pattern across these companies—iower operating margins in the
MLR-regulated insurance segments and higher, more stable margins in the less-regulated
health services and PBM segments—is the expected financial signature of a strategy that
systematically uses internal transfer pricing to shift profits away from the constrained
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insurance business.

Insights from State MLR Audits and Regulatory Reports

While corporate filings provide a high-level view, regulatory audits at the state level offer
granular examples of how these inter-company transactions are scrutinized. These audits
reveal the forensic accounting required to validate MLR reports submitted by health plans that
subcontract with PBMs.

e Case Study: lowa MLR Audit: An independent audit of a health plan's MLR calculation
in lowa provides a direct example of regulatory adjustment. In "Adjustment #7," auditors
reduced the plan's reported incurred claims expense because its PBM, CVS Health, had
assessed transaction fees on pharmacies. This meant the plan's reported expense,
based on initial payments, was higher than the final net amount pharmacies actually
received. The adjustment was made to reflect the true final payment to the pharmacy
as the legitimate medical cost.5°

e Case Study: New Hampshire MLR Audit: An audit in New Hampshire found a
discrepancy between the prescription drug rebates a health plan reported as a
reduction to its claims and the amount its PBM, CVS, verified had been remitted to the
plan. This forced an adjustment to the plan's incurred claims to align with the PBM's
supporting documentation, highlighting the reliance on vendor attestations and the
potential for misreporting.

These state-level audits, while occasionally identifying and correcting discrepancies, often
have limitations. They can verify that a payment from an insurer to its PBM was made and
documented, but they may lack the regulatory framework or authority to challenge whether
the price of that transaction was reasonable or set at an arm's-length basis. This points to a
significant gap in oversight, where audits can ensure accounting consistency but not
necessarily economic fairness or adherence to the spirit of the MLR.

Further substantiating the profit-shifting mechanism are the extensive investigations
conducted by the Federal Trade Commission (FTC). The FTC's reports have provided
powerful, data-driven evidence of the largest PBMs generating billions of dollars in revenue by
imposing massive markups on specialty generic drugs dispensed through their own affiliated
pharmacies.? One report found that for the top 10 specialty generic drugs alone, these

markups accounted for 12% of the aggregated operating income for the parent
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conglomerates' PBM and pharmacy business segments in 2021.%° These findings directly
corroborate the transfer pricing strategy detailed in Section 4, where profits are
systematically generated in the pharmacy and PBM segments through high prices charged to
affiliated health plans and other sponsors.
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Section 5. PBM Contracting is Compulsory not
Strategic

The Formulary as a Gate and a Cudgel: PBM Leverage Over
Pharmaceutical Manufacturers

The primary instrument of a Pharmacy Benefit Manager's power is the drug formulary. Far
more than a simple list of covered medications, the formulary functions as both the ultimate
gate to market access and a cudgel to enforce compliance from pharmaceutical
manufacturers. Control over the formulary allows the handful of dominant PBMs to dictate
which drugs are commercially viable and on what terms. This power is not merely used to
negotiate discounts but is actively wielded to threaten manufacturers, block lower-cost
competitors, and lock manufacturers into the PBM-centric rebate system, thereby precluding

any possibility of establishing direct relationships with employers.

The Formulary as the Ultimate Gatekeeper

In @ highly consolidated market, formulary placement is a matter of commercial life or death
for a pharmaceutical product. By managing the benefits for approximately 80% of the insured
population, the Big Three PBMs act as the gatekeepers to the vast majority of American
patients.”® A manufacturer that fails to secure favorable placement for its drug on the
formularies of CVS Caremark, Express Scripts, and OptumRx is effectively shut out of the
market.?® The extent to which a PBM can successfully steer physicians and patients toward its
preferred formulary drugs can dramatically increase the sales and market share of those

products.?’

This dependency gives PBMs immense leverage in their negotiations;
manufacturers are not negotiating from a position of strength but are desperate for access to
the PBM's massive patient base® They must, therefore, acquiesce to the PBM's
terms—including the payment of substantial rebates—to ensure their products can reach

patients.

The Explicit Threat of Exclusion

The leverage afforded by formulary control is not abstract; it is used as an explicit threat. The
FTC's investigation into the insulin market revealed a pivotal shift in PBM strategy around
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2012. It was then that the major PBMs, "leveraging their size, began threatening to exclude
certain drugs from the formulary to extract higher rebates from drug manufacturers™.’® This
marked the transformation of formularies from relatively open lists of covered drugs into
powerful "exclusionary” tools of negotiation. A PBM can threaten to remove a manufacturer's
drug entirely or relegate it to a “"non-preferred” tier with prohibitively high patient
cost-sharing, which effectively decimates its sales volume.*’ Faced with this credible threat,
manufacturers have little choice but to comply with PBM demands for larger rebates, which,
as previously established, often requires them to raise their list prices. This dynamic creates a
coercive environment where the PBM dictates terms, and the manufacturer's primary goal
becomes avoiding the catastrophic financial consequences of formulary exclusion.

This power dynamic creates a scenario that effectively prevents manufacturers from
entertaining alternative arrangements, such as direct-to-employer rebate programs or
employer net pricing. For any major pharmaceutical manufacturer, the business calculus is
stark. The potential revenue gain from a direct deal with even a very large single employer is
dwarfed by the potential revenue loss that would result from PBM retaliation. if a
manufacturer were to engage in a direct deal, it would signal to the PBMs that their essential
gatekeeper role can be circumvented. To protect their highly profitable business model, the
PBMs would have a powerful incentive to make an example of that manufacturer. They could
demote the manufacturer's entire portfolio of drugs across their national books of business,
costing the company billions of dollars in lost sales. The rational and unavoidable choice for
the manufacturer is to refuse any direct deal and continue to operate within the confines of
the PBM-controlled system. This strategic reality, born from the PBM's absolute power over
the formulary, is the ultimate lock-in mechanism that perpetuates the current market

structure.

Exclusionary Rebates and Blocking Competition

PBMs wield their formulary power not only to extract rebates but also to actively stifle
competition, particularly from lower-cost generic and biosimilar drugs. Evidence gathered by
the FTC and other industry observers shows that PBMs and brand-name manufacturers often
negotiate rebate contracts that are expressly conditioned on the PBM limiting access to, or
completely excluding, less expensive competitor products from the formulary.®

This practice of "exclusionary rebates" serves the financial interests of both the brand
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manufacturer, who protects its market share from generic erosion, and the PBM, who secures
a large rebate stream from the high-priced brand drug. However, it directly harms the
employer and the healthcare system as a whole by blocking access to significant cost savings.
The slow market uptake of biosimilars—near-identical and cheaper versions of complex
biologic drugs—is a clear consequence of this tactic. For example, despite the launch of
multiple biosimilars to Humira, one of the world's best-selling drugs, many PBMs continued to
grant preferential formulary status to the high-rebate brand-name version, thereby limiting
patient and payer access to the lower-cost alternatives.® This practice demonstrates that the
formulary is used not to promote cost-effectiveness but to protect lucrative rebate
arrangements, further cementing the PBM's role as a gatekeeper that prioritizes its own
revenue over the financial interests of its clients.

The Unbreachable Wall: Why Direct Employer-Manufacturer
Contracting Remains Untenable

For employers seeking to escape the opaque and costly PBM-centric system, the logical
alternative would appear to be direct negotiation with pharmaceutical manufacturers.
However, a formidable and, for all practical purposes, unbreachable wall prevents such
arrangements from becoming a reality. This wall is constructed from three mutually reinforcing
barriers: an insurmountable deficit in negotiating leverage, a prohibitive lack of administrative
infrastructure, and a powerful gatekeeper lockout enforced by manufacturers' rational fear of
PBM retaliation. The interplay of these factors ensures that employers remain captive to the

PBM model, not by choice, but by the complete absence of a viable alternative.

The Leverage Deficit - The Myth of Employer Scale

The foundation of a PBM's negotiating power is its immense scale. A PBM negotiates rebates
not on behalf of a single employer, but on behalf of tens of millions of "covered lives”
aggregated from thousands of employer and health plan clients.® A manufacturer's
willingness to offer a substantial rebate is directly proportional to the volume of sales that a
PBM can guarantee through its control of formulary placement.?® No single employer, not even
the largest multinational corporations, can command a patient population that comes close to
matching the scale of one of the Big Three PBMs.

An individual employer, therefore, enters any hypothetical direct negotiation from a
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position of profound weakness. The volume it can offer a manufacturer is a fraction of what a
PBM can offer, meaning any potential rebate would be correspondingly smaller. The
manufacturer has little incentive to create a bespoke, one-off contract with a single employer
when it can achieve far greater market access and efficiency through its existing
arrangements with the dominant PBMs. The PBMs' aggregation of purchasing power creates
a leverage differential that an individual employer simply cannot overcome.

The Gatekeeper Lockout - Manufacturer Risk Aversion

The final and most decisive barrier is the gatekeeper lockout, a direct consequence of the
PBM's formulary power as detailed in the previous section. Even if an employer could
somehow overcome the leverage and infrastructure hurdles—perhaps by forming a large
coalition of other employers—they would still face the insurmountable obstacle of
manufacturer risk aversion.

As established, manufacturers are locked into the PBM system by the credible threat
of retaliatory formulary exclusion. The financial risk of being demoted or removed from the
formularies of the Big Three PBMs, and thereby losing access to up to 80% of the insured
market, is simply too catastrophic to contemplate. The potential gain from a direct deal with
one employer or even a coalition of employers cannot justify jeopardizing the company's
primary channel to the market. This creates a powerful disincentive for any manufacturer to
pioneer an alternative distribution model. The PBMs have successfully structured the market
in such a way that it is in every manufacturer's individual self-interest to refuse direct
contracting and perpetuate the PBM-centric system.

These three barriers—leverage, infrastructure, and lockout—are not independent but
are mutually reinforcing. The PBMs’ control over the administrative infrastructure solidifies
their negotiating leverage, and their immense leverage gives them the power to enforce the
gatekeeper lockout. This interlocking system creates a fortress around the PBM business
mode! that employers cannot breach. It is this systemic lock-in that proves employers
contract with PBMs not for the value they provide, but from a complete and total lack of any
other viable path to providing a pharmacy benefit to their employees.
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Section 6. PBM Margins are Significantly Higher When
Calculated Based on Net Drug Costs

The theoretical argument that PBM margins are significantly higher when measured against
net costs is validated by empirical data. A comprehensive 2024 report prepared by the
Eastern Research Group (ERG) for the HHS Assistant Secretary for Planning and Evaluation
(ASPE) provides the most direct quantitative evidence by modeling the flow of payments and
calculating intermediary margins as a percentage of net sales.'

The key findings from the ASPE/ERG report for the year 2022 are summarized in Table
2 and detailed below:

e Overall PBM Margin: The analysis concluded that PBMs captured the highest profit
margins among all supply chain intermediaries. In 2022, total PBM margins were
estimated at $60.6 billion, which represented 31.2% of total net expenditures on retail
prescription drugs.' This figure provides a powerful, system-wide confirmation that PBM
profits constitute a substantial portion of the final net cost paid for medications.

¢ PBM Margin Growth: The report also found that PBM margins are growing rapidly. The
PBM margin percentage on net sales increased from 23.1% in 2020 to 24.5% in 2021,
before jumping to 31.2% in 2022. This growth was attributed in part to rising pharmacy
DIR fees, which increased by an estimated 46.8% from 2020 to 2022, effectively
transferring margin from pharmacies to PBMs.?

e Brand vs. Generic Drug Margins: The ASPE/ERG report reveals a crucial distinction in
how PBMs derive profit from brand versus generic drugs:

o Brand Drugs: PBMs earned a total margin of $30.7 billion from brand drugs,
which represented a 22.2% margin percentage on net sales.?
o Generic Drugs: PBMs earned a total margin of $29.9 billion from generic drugs,
representing a staggering 53.6% margin percentage on net sales.®
These figures highlight a paradox that reveals the sophistication of PBM business strategy.
While the margin percentage on generics (53.6%) is more than double that of brands (22.2%),
the total dollar amount of profit earned from each category is nearly identical ($29.9 billion vs.
$30.7 billion). This is because PBMs employ different primary profit models for each drug
type. For low-cost generics, where manufacturer rebates are rare, the dominant profit driver
is spread pricing—charging the health plan a price far exceeding the amount paid to the
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pharmacy.® The high 53.6% margin reflects this large spread relative to the low net cost of the
generic drug. For high-cost brand drugs, the primary profit driver is the retention of a portion
of the large manufacturer rebates, which are tied to the drug's high list price.” Even though
the 22.2% margin percentage is lower, it is applied to a much larger net cost base, resulting in
a high dollar profit per prescription. This dual-strategy approach allows PBMs to effectively
maximize revenue across the entire pharmaceutical landscape.

These findings can be contextualized with other research, such as the Schaeffer
Center's "Flow of Money" analysis, which estimated an average PBM gross margin of 6%.* The
discrepancy is likely due to methodological differences. The Schaeffer analysis relied heavily
on publicly traded companies' financial filings, which may use revenue recognition methods
that obscure drug-level profitability—for instance, by counting the full value of all contracted
drugs as revenue, which would artificially lower the perceived margin percentage.® The
ASPE/ERG report's methodology, which models margins on a per-drug basis relative to net
sales, provides a more granular and direct measure of PBM profitability on the underlying
drug transactions.
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Section 7. Statistical Dynamics of Rebate
Distributions

The Congressional Budget Office (CBO) serves a vital and indispensable function
within the United States legislative process. As a non-partisan entity, its analyses and cost
estimates—colloquially known as “scores"—provide the fiscal framework upon which federal
legislation is debated, amended, and ultimately enacted.! The credibility of these scores, and
by extension the informed nature of the policy-making process, rests not only on the CBO's
objectivity but also on the structural integrity and theoretical soundness of its underlying
economic models. The assumptions embedded within these complex models are not mere
technical details; they are foundational judgments that can profoundly alter budgetary
projections, shape the perceived viability of policy interventions, and direct legislative
attention toward certain problems while obscuring others. An inaccurate assumption can lead
to flawed policy, misallocated resources, and a failure to address the true drivers of systemic
costs.

This report presents a critical examination of one such foundational assumption
believed to inform the CBO's modeling of the pharmaceutical market: the characterization of
the probability distribution of manufacturer rebates. It is understood that the CBO's analytical
framework may presume that this distribution exhibits a rightward, or positive, skew. The logic
underpinning this assumption appears to be rooted in two observations: first, that rebates
have a natural lower bound of 0%; and second, that the opaque nature of rebate negotiations
introduces significant variance into the system.® In this view, the increased standard deviation
manifests as a long right tail, representing a minority of exceptionally high rebates that pull
the overall average upward. This assumption carries significant weight, as it influences
estimates of federal savings from policies designed to alter drug pricing, such as government
price negotiation or rebate reform.*

The central thesis of this report is that the assumption of a positively skewed rebate
distribution is not only empirically unsubstantiated but also theoretically weak when
confronted with the structural and economic realities of the U.S. pharmaceutical market. This
analysis will construct a comprehensive, evidence-based argument for an alternative
hypothesis: that the distribution of pharmaceutical rebates is, in fact, more plausibly
characterized by a leftward, or negative, skew. This counter-hypothesis fundamentally alters
the understanding of drug pricing dynamics, the efficacy of rebate negotiations, and the likely
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impact of policy interventions.

The argument presented herein is built upon three core pillars. First, it establishes that
an "empirical impasse" exists due to the systemic and legally protected confidentiality of all
drug-specific rebate data. In the absence of direct evidence, any assumption about the
distribution’s shape is inherently speculative and must be judged on its theoretical and logical
coherence. Second, it advances a robust theoretical and economic case for a negatively
skewed distribution. This case is grounded in the statistical properties of a distribution that is
bounded at both 0% and 100% and is supported by compelling proxy data from the highly
competitive generic drug market, where mean discounts are concentrated at exceptionally
high levels. Third, the report introduces a critical distinction between "gross” and “effective”
rebates, demonstrating how the fee structures of market intermediaries, particularly
Pharmacy Benefit Managers (PBMs), systematically erode the value of negotiated rebates.
This erosion disproportionately affects high-rebate drugs, further intensifying the leftward
skew of the distribution that is truly relevant to net costs and federal outlays.

This report will proceed by systematically deconstructing the positive skew assumption
and building the case for the negatively skewed alternative. it will begin by detailing the
profound opacity of the rebate market, then move to a theoretical reassessment of
distributional dynamics, followed by an empirical analysis using the generic market as a proxy.
It will then analyze the distorting impact of intermediary fees before concluding with a
synthesis of the findings and their implications for the CBO and for federal policymaking.

The Empirical Impasse: Unknowable Distributions in an Opaque
Market

Any attempt to model the distribution of pharmaceutical rebates confronts an
immediate and insurmountable obstacle: a complete absence of the granular, drug-specific
data required for such an analysis. This is not an accidental data gap or a temporary limitation
of research; it is a structural and legally reinforced feature of the U.S. pharmaceutical market.
The assumption of a rightward skew, or indeed any distributional shape, is therefore an
exercise in conjecture, as it cannot be empirically verified or falsified with publicly available
information. Understanding the depth and rationale of this opacity is the first step in
demonstrating why theoretical coherence and logical consistency, rather than unavailable
data, must be the primary criteria for evaluating the CBO's modeling assumptions.
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The Contractual and Statutory Wall of Confidentiality

At the heart of the empirical impasse are the contractual agreements between
pharmaceutical manufacturers and PBMs. Drug-specific rebate amounts are considered
proprietary trade secrets and are fiercely protected by confidentiality clauses within these
contracts.” This confidentiality serves the commercial interests of both parties, preventing
competitors from gaining insight into pricing strategies and negotiation outcomes. Payers,
such as commercial health plans and employers, often have limited ability to assess the true
cost savings generated on a per-drug basis, particularly if their contracts with PBMs
guarantee only aggregate rebate levels rather than drug-specific pass-throughs.’

This commercial practice is frequently reinforced by statutory law. State governments,
which negotiate their own supplemental rebates for Medicaid programs, often enact laws that
explicitly shield this information from public view. A clear example is Texas Government Code
Section 531.071, which mandates that "information obtained or maintained by the commission
regarding prescription drug rebate negotiations or a supplemental Medicaid or other rebate
agreement, including trade secrets, rebate amount, rebate percentage, and manufacturer or
labeler pricing, is confidential and not subject to disclosure under state public information
law"."" This legal framework creates a formidable barrier to independent analysis, ensuring
that the precise values needed to plot a distribution remain hidden.

The Economic Rationale for Secrecy

The persistence of this opacity is not without a compelling economic rationale, which
is often advanced by industry stakeholders and has been acknowledged by regulatory bodies.
The primary argument is that confidentiality is a prerequisite for vigorous price competition.®
In an opaque market, a manufacturer can offer a substantial, secret rebate to a PBM to win
preferential formulary placement, thereby gaining market share at the expense of its rivals.
Competitors, unaware of the exact discount offered, are forced to compete aggressively to
match or exceed it.

Conversely, in a fully transparent market, this competitive dynamic could be blunted.
The Federal Trade Commission (FTC) has warned that public disclosure of rebate values could
facilitate "tacit collusion,” a scenario where manufacturers could monitor each other's net
pricing and coordinate their behavior without explicit agreement, leading to smaller rebates
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and higher overall prices.”” A Milliman analysis modeled the potential impact of public
disclosure requirements in Medicare Part D, estimating that a 15% reduction in manufacturer
rebates could result, leading to a $134 billion increase in federal costs over ten years.” The
CBO has echoed this concern, stating that disclosure "would probably make rebates less
varied" and "facilitate tacit collusion among the manufacturers of competing brand-name
drugs"?®

While this rationale explains the persistence of confidentiality, it also contains the
seeds of a contradiction for the positive skew assumption, which will be explored in the next
section. For now, it suffices to establish that the market is structurally designed to be opaque.
This systemic opacity is more than just a barrier to analysis; it is a core feature of the PBM
business model. It creates a significant information asymmetry that benefits intermediaries.
By negotiating confidential gross rebates, PBMs can demonstrate substantial "savings" off the
list price to their clients (payers) while simultaneously obscuring the portion of that value they
retain through various fees and pricing spreads. The lack of data is not a neutral market
condition but a strategic element that reinforces the value proposition of the intermediary,
regardless of the effective net savings passed through.

In this evidence vacuum, any model of the rebate distribution is an unfalsifiable
hypothesis. Therefore, the burden of proof must shift from empirical demonstration to
theoretical and economic plausibility. The following sections will argue that the theoretical
underpinnings of a negatively skewed distribution are far more robust and consistent with the
observable dynamics of the pharmaceutical market.mk no tegvs. 6gedg the g5ggt

A Theoretical Reassessment of Rebate Distribution Skewness

In the absence of empirical data, the validity of any assumption about the shape of the
pharmaceutical rebate distribution must be judged on its theoretical and economic
foundations. The presumed CBO logic for a positive skew rests on a standard, yet incomplete,
statistical interpretation that fails to account for the unique constraints and competitive
dynamics of the drug pricing market. A more rigorous analysis, incorporating the full context
of the market, reveals that the CBO's own premises about market opacity and competition
lead logically to the conclusion of a negative, not positive, skew.

Deconstructing the Positive Skew Argument
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The argument for a positive (rightward) skew is typically based on the properties of
distributions with a fixed lower bound. In statistics, variables that cannot be negative, such as
income or failure times in reliability studies, often exhibit a rightward skew. This occurs
because while values are constrained at zero, there is no theoretical upper limit, allowing for a
long tail of extremely high outlier values that pull the mean above the median.”

The CBO's presumed logic appears to apply this general principle to pharmaceutical
rebates. Rebates, expressed as a percentage of the list price, have a hard lower bound of 0%.
The CBO has also argued that the opacity of the market increases the standard deviation of
rebates, creating greater variation in negotiated outcomes.® The implicit conclusion is that this
increased variance stretches the distribution to the right, creating a long tail of exceptionally
large rebates successfully negotiated by PBMs for a subset of drugs. This tail of high-value
outliers would, in theory, pull the mean rebate upward and produce the characteristic positive
skew. While this logic is superficially plausible, it omits a critical market feature and
misinterprets the economic effect of opacity.

The Overriding Influence of a Bounded Distribution (0% to 100%)

The most significant flaw in the positive skew argument is its failure to account for the
fact that the rebate distribution is bounded on both sides. A rebate, as a percentage of list
price, cannot be less than 0%, but it also cannot exceed 100%. This upper bound
fundamentally alters the statistical possibilities for the distribution's shape.

For any probability distribution that is bounded on two sides, a strong relationship
exists between the mean, the bounds, and the direction of the skew. If the mean of the
distribution is located significantly closer to one bound than the other, the distribution is
mathematically constrained to be skewed in the opposite direction. The "long tail" of the
distribution must, by necessity, extend toward the more distant bound to balance the
concentration of mass near the closer bound.®

This principle is the theoretical cornerstone of the negative skew hypothesis. If, as
evidence from the generic market proxy strongly suggests (detailed in Section 4), the mean
rebate for brand-name drugs is high—for example, well above the midpoint of 50%—then the
mass of the distribution is concentrated near the upper 100% bound. To accommodate this,
the distribution must have a long tail extending toward the lower 0% bound. This is the
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definition of a negative (leftward) skew, where the mean is pulled below the median by a tail of
low-value outliers.”? Therefore, the central question is not about the existence of a lower

bound, but about the location of the mean relative to both the lower and upper bounds.

Economic Drivers of a High Mean and Negative Skew

Shifting from pure statistics to market economics reinforces the case for a high mean
and, consequently, a negative skew. The primary driver of rebate magnitude is the level of
competition within a given therapeutic class.? PBMs leverage this competition to extract price
concessions from manufacturers. For a drug in a crowded therapeutic class (e.g., insulins,
anti-inflammatory drugs, statins), the manufacturer faces a stark choice: offer a substantial
rebate to secure a preferred position on the PBM's formulary or risk being placed on a
high-cost-sharing, non-preferred tier or being excluded entirely, leading to a catastrophic
loss of market share.

This intense competitive pressure forces most manufacturers within such classes to
offer similarly large rebates. This dynamic creates a large cluster of data points at the high
end of the rebate spectrum (e.g., in the 60% to 95% range). The “tail” of the distribution, in
this economic reality, is not composed of exceptionally high rebates but of exceptionally low
ones. These low-rebate drugs are typically those that face little to no direct competition. This
includes products with a unique mechanism of action, drugs for rare or orphan diseases, or
newly launched products still under market exclusivity. For these drugs, manufacturers
possess significant pricing power and have little incentive to offer large rebates.

The resulting distribution is therefore characterized by a large mass of drugs with high
rebates, clustered near the upper bound, and a long, sparse tail of low-rebate drugs
extending toward the 0% bound. This is the classic profile of a negatively skewed distribution.

The Generic Market: An Empirical Window into Discount Distribution

Given the complete unavailability of brand-name rebate data, any empirical grounding
for distributional assumptions must rely on a suitable proxy. The U.S. generic drug market,
while distinct from the brand market in important ways, offers the most compelling and
data-rich analogue for observing the effects of intense price competition on a distribution of
discounts. The evidence from this market is overwhelming: it is characterized by extremely
high average discounts, with the vast majority of products clustering at the highest end of the
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discount spectrum. This provides powerful empirical support for the hypothesis that a
competitive pharmaceutical market naturally produces a negatively skewed distribution of
price concessions.

Justifying the Generic Market as a Valid Proxy

The validity of using the generic market as a proxy rests on the similarity of the
underlying competitive dynamic that drives price reductions. The generic market is defined by
multiple manufacturers producing clinically equivalent products and competing almost
exclusively on price.”” This mirrors the dynamic in brand-name therapeutic classes where
several drugs with similar clinical profiles compete for formulary placement, forcing
manufacturers to use rebates as their primary competitive tool.”” In both scenarios, buyers
(wholesalers and PBMs for generics, PBMs for brands) leverage the presence of multiple
sellers to drive the net price down.

It is essential to acknowledge the limitations of this proxy. The brand market involves
product differentiation, patent protection, and significant marketing expenditures, which are
largely absent in the generic space. Furthermore, brand rebates are typically negotiated
post-sale and are retrospective, whereas generic discounts are often reflected in the upfront
acquisition price.*® However, for the specific purpose of modeling the shape of the resuiting
distribution of price concessions, these differences are less critical than the shared feature of
intense, multi-player price competition. The generic market provides a transparent view of
how a distribution of discounts behaves under the competitive pressures that PBMs are

designed to create in the brand market.

Synthesizing the Data on Generic Discounts

A vast body of research from government agencies and academic institutions documents the
profound impact of competition on generic drug prices. The US. Food and Drug
Administration (FDA) and the Department of Health and Human Services' Office of the
Assistant Secretary for Planning and Evaluation (ASPE) have consistently found that generic
prices fall precipitously as the number of competitors increases.”
The data paints a clear and consistent picture:
e Limited Competition: With only one generic manufacturer, prices are often only
modestly lower than the brand price. An FDA analysis found a single generic competitor
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reduced prices by just 39% relative to the pre-entry brand price.®
e Moderate Competition: The introduction of even a few competitors has a dramatic
effect. ASPE analysis shows that with about three competitors, prices decline by 20% to
40%.% With four competitors, the FDA finds that prices are, on average, 79% lower than
the brand price.®
e Intense Competition: As the number of competitors grows, prices are driven down
toward what is presumed to be the marginal cost of production. In markets with six or
more competitors, FDA data shows price reductions of more than 95% compared to the
brand price.® Similarly, ASPE finds that in markets with 10 or more competitors, prices
decline by 70% to 80% or more.>
A 2022 FDA report on savings from new generic approvals highlighted that several products
experienced price declines of more than 80%.% For example, the generic version of
Lurasidone Hydrochloride (Latuda) saw its price fall by 96% in the 12 months after generic
approval.®® This evidence overwhelmingly indicates a distribution where the mean discount is
extremely high and the vast majority of data points for multi-source generics are
concentrated in the 80% to 100% discount range.

Visualizing the Negative Skew

To translate these findings into a clear distributional form, the data can be collated into a
frequency distribution table. While the exact number of products in each bracket requires a
comprehensive meta-analysis, the existing literature allows for a robust, illustrative
representation of the distribution's shape.

Table 1: Nustrative Frequency Distribution of Generic Drug Price Reductions vs.
Pre-Entry Brand Price

Discount Bracket Concentration of Products Supporting Evidence

0-20% ‘ery Low (Primarily Price reductions are minimal
single-source or duopoly ith only one competitor.®
Imarkets)

P0-40% Low (Markets with ~3 Prices decline by 20-40% with
kompetitors) -5 competitors.”

40-60% Moderate (Markets with ~2-3 ith two competitors, prices
lcompetitors) lare ~54% lower than brand.*
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60-80% High (Markets with 4+ Prices are ~79% lower with
lcompetitors) four competitors *; 70-80%
ower with 10+.%
30-100% ery High (Majority of highly  [Price reductions exceed 95%
competitive markets) ith six or more competitors.®
Multiple products see >80%
declines.®

This distribution is unambiguously skewed to the left (negatively skewed). The mass is heavily
concentrated at the far-right end of the scale, with a long, sparse tail extending to the left,
representing the minority of generic drugs in markets with limited or no competition.

This empirical picture from the generic market has profound implications. It suggests
that where competition is allowed to flourish, the U.S. system is exceptionally effective at
extracting deep discounts. This is further supported by the paradoxical finding that while U.S.
brand-name drug prices are, on average, 3.2 to 4.2 times higher than in other developed
countries, U.S. prices for unbranded generics are significantly lower, averaging just 67% of the
prices in those same nations.® This demonstrates that the mechanisms for competitive price
reduction in the U.S. are powerful. It is therefore highly plausible that in the competitive
segments of the brand-name market, the rebate-negotiating mechanism should be similarly
effective, producing the very high rebates that would result in a negatively skewed

distribution.

The Hidden Costs: How Intermediary Fees Reshape the Effective
Rebate Distribution

The analysis thus far has focused on the "gross rebate"—the total price concession
offered by a manufacturer. However, from the perspective of a payer, such as the federal
government or a commercial health plan, this figure is an incomplete and often misleading
metric of cost reduction. The final net cost is determined by the “effective rebate,” which is
the gross rebate minus all fees and revenue retained by intermediaries, principally PBMs. An
examination of PBM compensation models revesls that their fee structures, which are often
linked to a drug's list price, systematically erode the value of rebates. This process not only
reduces overall savings but also reshapes the underlying distribution, transforming the
already negatively skewed gross rebate distribution into an even more intensely compressed
and left-skewed effective rebate distribution. Any budgetary model that fails to account for
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this distinction is modeling the wrong variable and will inevitably overestimate savings.

The Architecture of PBM Compensation

PBMs are compensated through a complex and often opaque array of revenue streams that
go far beyond a simple administrative fee for processing claims.” Understanding these
mechanisms is crucial to calculating the effective rebate. The primary sources of PBM revenue
include:

e Rebate Retention: PBMs negotiate rebates with manufacturers and typically pass
through a majority of these funds to the plan sponsor. However, they often retain a
percentage of the rebate as compensation for their negotiation services.* While PBMs
report that 91% of rebates are passed on to commercial insurers, this figure is an
aggregate and may not apply to all payers, and the retained portion represents a direct
reduction in the rebate's value.”

¢ Administrative Fees: PBMs charge payers administrative fees for their services.
Critically, these fees are not always flat, per-member-per-month charges. They can be
structured as a percentage of the drug's list price (Wholesale Acquisition Cost, or WAC)
or on a per-script basis that varies by drug type.® This structure creates a direct link
between the PBM's revenue and the list price of the drugs being dispensed.

e Spread Pricing: Particularly in the context of generic drugs, PBMs can engage in
"spread pricing," where they charge the health plan a higher price for a drug than they
reimburse the dispensing pharmacy. The PBM retains the difference, or "spread,” as
profit. This practice has generated billions in revenue for the largest PBMs and
represents another form of value capture that is not reflected in rebate figures.”

o Other Fees: Manufacturers may pay PBMs additional fees for services such as data
provision, educational programs, or securing favorable formulary placement, which may
not be classified as rebates but still represent a flow of funds from manufacturer to PBM

that influences net costs.*!

The Perverse Incentive of High-List, High-Rebate Drugs

The practice of linking PBM administrative fees to a drug's list price creates a significant
conflict of interest that can inflate costs for the entire system. Because the PBM earns more
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revenue from a higher-priced drug, it has a financial incentive to favor drugs with high list
prices and correspondingly high rebates on its formularies, even if a therapeutically similar
alternative with a lower list price and lower rebate would result in a lower net cost to the
payer.®

This dynamic pressures manufacturers to set high list prices to accommodate the
PBMs' demand for large rebates, from which PBMs can extract greater fee-based revenue.
Research from the USC Schaeffer Center has established a direct statistical link, finding that,
on average, a $1 increase in rebates is associated with a $1.17 increase in list prices.** This
finding strongly suggests that PBMs' demand for rebates is a significant driver of list price
inflation. Manufacturers are compelled to raise list prices to fund the very rebates that are
supposed to control costs, creating a circular and inflationary dynamic that benefits the

intermediary.

Modeling the Leftward Shift of the Effective Rebate

The cumulative impact of these fees is to create a substantial wedge between the gross
rebate and the effective rebate. This can be defined as follows:

e Gross Rebate % = (Rebate from Manufacturer in $) / {List Price in $)

o Effective Rebate % = (Rebate from Manufacturer in $ - All PBM Fees & Retained

Revenue in $) / (List Price in $)

Since PBM fees are a non-zero cost, the effective rebate percentage will always be lower than
the gross rebate percentage. Furthermore, because these fees are often larger in absolute
terms for drugs with higher list prices (which are also typically the drugs with the highest
gross rebates), the reduction is not uniform across the distribution. The value of high rebates
is eroded more significantly than the value of low rebates.

This dynamic has a clear and predictable impact on the shape of the distribution. it
takes the entire right-hand side of the gross rebate distribution—where the high-rebate drugs
are clustered—and pulls it to the left. This action compresses the distribution toward the
lower end of the scale and makes the existing negative skew even more pronounced.

The following table provides a simplified but powerful illustration of this effect,
modeling a PBM fee calculated as a percentage of the list price.

57



135

Table 2: lllustrative Model of Gross vs. Effective Rebate Distributions

Drug Profile |List Price  [Gross Gross PBM Fee Effective Effective
Rebate %  [Rebate ($) [(e.g., 3% of [Rebate ($) |Rebate %
List Price) |(Gross $ -
Fee $)

Drug A (Low|{$200 10% $20 186 $14 7.0%

Rebate/Low

Price)

Drug B $500 50% $250 1815 $235 47.0%
Medium

Rebate/Price

Drug C $1,000 80% $800 1830 $770 77.0%
High

Rebate/High

Price)

As the model demonstrates, the PBM fee reduces the rebate percentage for all drugs.
However, the effect is most significant in terms of the policy narrative surrounding high-rebate
drugs. While Drug C still has a high effective rebate of 77%, the 3-percentage-point reduction
represents a significant transfer of value ($30) to the intermediary that is obscured if one only
considers the 80% gross rebate figure. When applied across the entire pharmaceutical
market, this systematic reduction shifts the entire distribution leftward.

This analysis reveals that the very concept of a single “rebate distribution” is a critical
oversimplification. There are at least two distinct distributions: the gross rebate distribution
(reflecting manufacturer-to-PBM transactions) and the effective rebate distribution
(reflecting the net value passed to the payer). The CBO's models are likely based on the
former, as it is relevant to manufacturer revenue and easier to estimate from their nonpublic
data. However, it is the latter distribution that is directly relevant to federal spending, deficits,
and the true cost of prescription drugs. By focusing on gross rebates, any model fails to
capture the significant value extracted by intermediaries and thus mischaracterizes the true
financial landscape. This mischaracterization has profound policy implications, suggesting
that the most effective legislative levers may not be those that target the size of gross
rebates, but rather those that reform the structure of intermediary compensation to "delink”
PBM revenue from inflationary list prices.®
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Summary of the Case Against Positive Skew

The argument against a positively skewed rebate distribution is multi-layered and compelling:

It is Empirically Unverifiable: The foundational argument is that the market is
structurally and legally opaque. Drug-specific rebate data is confidential trade secret
information, making it impossible to directly plot or verify any distributional shape.’ In
this evidence vacuum, assumptions must be held to a higher standard of theoretical and
logical soundness.

It is Theoretically Weak: The positive skew argument rests on an incomplete statistical
premise, focusing on the 0% lower bound while ignoring the equally important 100%
upper bound. For a bounded distribution, a high mean—driven by intense competition
for formulary placement—mathematically necessitates a negative skew, with a long tail
of low-rebate monopoly drugs extending toward the 0% bound.?’ Furthermore, the
CBO's own premise that market opacity prevents collusion and thereby intensifies
competition provides a direct economic rationale for the concentration of high rebates
that defines a negative skew.?

It is Contradicted by the Best Available Proxy Data: The highly competitive generic
drug market provides the only available empirical window into the behavior of a
distribution of pharmaceutical discounts. Data from the FDA and ASPE overwhelmingly
show that as competition increases, discounts become extremely high, with many
products seeing price reductions of 80-95%.>' This creates a distribution with its mass
heavily concentrated at the highest end of the scale—a clear and unambiguous
negative skew.

It Models the Wrong Variable: The assumption fails to distinguish between "gross
rebates" (manufacturer-to-PBM) and "effective rebates” (the net value realized by
payers). The business models of PBMs, particularly fees linked to high list prices,
systematically erode the value of rebates. This process shifts the entire distribution
leftward, making the effective rebate distribution—the one that actually determines

costs and federal spending—even more negatively skewed than the gross distribution.”
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Section 8. Effects of Vertical Integration of PBMs with
Pharmaceutical Manufacturers, Pharmacies, and other
Supply Chain Vendors

The Captive Channel: How PBM-Owned Specialty Pharmacies Drive
Profit and Market Control

The rise of specialty pharmaceuticals—high-cost, complex medications used to treat chronic
conditions like cancer, multiple sclerosis, and rheumatoid arthritis—has reshaped the
economics of the drug industry.?' This lucrative market segment, which now accounts for over
half of all prescription drug spending, has become the financial engine of the vertically
integrated PBM model.® By establishing and controlling their own ‘“captive" specialty
pharmacies, the "Big Three” PBMs have secured a dominant position in this critical channel.
This section will analyze how PBMs leverage their ownership of specialty pharmacies like
Accredo, CVS Specialty, and Optum Specialty to control the distribution of the most expensive
drugs, employ tactics to steer patients into their captive network, and extract billions of
dollars in profits through opaque markups and reimbursement schemes that disadvantage
competitors and inflate costs for the entire healthcare system.

Dominance by Design: Market Share and Strategic Importance

The specialty pharmacy market is not a competitive landscape; it is an oligopoly
controlled by the PBMs. In 2024, an estimated two-thirds of all prescription revenues from
pharmacy-dispensed specialty drugs were generated by the three largest specialty
pharmacies, each of which is owned by one of the "Big Three" PBM conglomerates.? This
market concentration is not accidental but is the result of deliberate strategies employed by
both payers and pharmaceutical manufacturers to create "limited" or "narrow" distribution
networks for these sensitive and expensive drugs.'

When a new specialty drug comes to market, its manufacturer often restricts its
distribution to a small number of authorized specialty pharmacies. These networks almost
invariably include Accredo (owned by Cigna/Express Scripts), CVS Specialty, and Optum
Specialty Pharmacy.” Payers, which are frequently the PBMs' own affiliated health plans,
reinforce this concentration by designating their own specialty pharmacies as the "preferred”
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or sometimes exclusive providers for their members. This creates a powerful, self-reinforcing
cycle: PBMs control the formularies and pharmacy networks for millions of patients, which
gives them leverage to demand inclusion in manufacturers' limited distribution networks. Once
included, they can then steer their members to their own pharmacies, further solidifying their
market share and making it nearly impossible for independent specialty pharmacies to
compete.' This control over the most profitable sector of the pharmaceutical market is a core
component of the PBMs' business strategy, with specialty drug dispensing accounting for
approximately one-third of their total gross profits in 2024.2

The Mechanics of Patient Steering

“Patient steering” is the term for a set of practices PBMs employ to channel prescriptions to
their wholly owned retail, mail-order, or specialty pharmacies, often irrespective of patient or
provider preference.’® This is not merely a suggestion or an incentive; it is often a mandate
enforced through the design of the pharmacy benefit itself. PBMs accomplish this through
several tactics:

e Restrictive Network Design: PBMs can simply leave independent pharmacies out of
their specialty networks or place them in "non-preferred” tiers with prohibitively high
patient cost-sharing.?

e Mandatory Mail-Order/Specialty Use: PBMs often require patients to use their
affiliated mail-order or specialty pharmacies to obtain in-network coverage for their
medications. Patients who wish to use their local, independent pharmacy may be forced
to pay the full cash price or a much higher out-of-pocket share."

e Non-Consensual Prescription Transfers: Pharmacist associations report that PBMs
frequently transfer patient prescriptions to their own pharmacies without the
knowledge or consent of the patient or their original pharmacy.”

The impact of these steering practices is quantifiable and significant. A rigorous
cross-sectional study of 2021 Medicare Part D claims data provided stark evidence of this
behavior. The analysis compared where a PBM's own health plan members filled their
prescriptions versus where members of other health plans filled prescriptions at that same
PBM's pharmacies. The results showed a dramatic and systematic preference for their own
pharmacies. For specialty drugs, the study estimated that steering practices resulted in a 19.8
percentage-point greater share of claims being filled at an insurer-PBM's owned pharmacy
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than would be expected in a neutral, competitive market.”® This demonstrates that network
access is not equal and that PBMs use their integrated position to systematically direct
lucrative specialty prescriptions to themselves.

[Table 2: Evidence

fof Patient Steering

to

nsurer-PBM-Ownj

ed Pharmacies

Medicare Part D,

021)

Insurer-PBM Median Share of [Median Share of |Pair-wise

Firm Own Insurer Other Insurer Difference
Claims Filled at [Claims Filled at [(Percentage
Own Pharmacies |[Own Pharmacies [Points)
(%) (%)

CVS 24.7% 112.2% 12.8

UnitedHealth 19.7% 2.1% 0.4

Group

Cigna 25.4% 1.7% [23.2

Humana 16.6% 0.1% 16.6

lAll Firms (Mean) |- - 9.8

Adapted from study data in sources * and.?”” The pair-wise difference represents the
estimated steering effect for specialty drugs.

The Economics of Self-Dealing: Inflated Markups and Reimbursement
Disparities

Patient steering is not simply about market share; it is a mechanism that enables
enormous profit extraction. By foreclosing the market to competitors, PBMs can dictate
pricing and reimbursement terms in a non-competitive environment, leading to inflated costs
for plan sponsors and patients. Federal investigations have begun to uncover the scale of this
self-dealing. A recent report from the Federal Trade Commission (FTC) stated bluntly that
vertically integrated PBMs have both the ability and the incentive to prefer their own affiliated
businesses, creating conflicts of interest that disadvantage rivals and increase drug costs.”®

An FTC interim staff report published in January 2025 provided shocking quantitative
evidence of this practice. The report found that the "Big Three" PBMs impose staggering
markups on specialty generic drugs dispensed at their captive pharmacies. These markups
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often reached hundreds or even thousands of percent above the drug's estimated acquisition
cost.?® In one documented example, PBMs were charging plan sponsors $3,930 for a drug that
cost only $177 to acquire—a markup of over 2,100%.% The FTC calculated that these
practices allowed the “Big Three" PBMs and their affiliated specialty pharmacies to generate
more than $7.3 billion in revenue in excess of the drugs' estimated acquisition costs between
2017 and 2022.%

This practice is further compounded by discriminatory reimbursement. PBMs, acting
as the administrator for health plans, determine how much to pay pharmacies for dispensing a
drug. Reports from state auditors and pharmacist associations have consistently found that
PBMs reimburse their own affiliated pharmacies at significantly higher rates than they
reimburse unaffiliated independent pharmacies for the exact same drug.> An audit in Ohio, for
instance, found a substantial disparity in payments between PBM-owned and independent
pharmacies.?® This two-pronged approach—inflating the price charged to the health plan
while  simultaneously  squeezing the reimbursement paid to independent
competitors—maximizes the conglomerate's profit and systematically drives independent
pharmacies out of the market.

Table 3: Summary of FTC
Findings on Specialty Generic
Drug Markups (2017-2022)
Key Finding Metric Description / Data Point
Total Dispensing Revenue in - Over $7.3 billion

Excess of Acquisition Cost
iCompound Annual Growth 42%
Rate of Excess Revenue
(2017-2021)

Share of Top 10 Drugs in Total 85% ($6.2 billion)
Excess Revenue
Examples of Extreme Markups Markups of hundreds and
thousands of percent on drugs
for cancer, HIV, and other
serious conditions.

Data compiled from FTC interim staff report, sources *® and.?

Case Studies: Accredo, CVS Specialty, and Optum Specialty Pharmacy
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The three dominant specialty pharmacies operate as integral components of their parent
conglomerates, each leveraging the integrated structure in a similar fashion.

e Accredo (Cigna/Express Scripts): As a wholly owned subsidiary of Express Scripts,
Accredo is one of the largest specialty pharmacies in the nation.?’ It promotes its clinical
expertise through 15 condition-specific "Therapeutic Resource Centers®" (TRCs), which
provide patients with specialized support from pharmacists, nurses, and social
workers.”? While these services offer real value to patients managing complex diseases,
they also function as a powerful tool for patient retention, deeply embedding the
patient within the Cigna/Express Scripts ecosystem and making it more difficult for
them to switch to an outside pharmacy. Despite its marketing of high-touch care,
Accredo has been the subject of class-action lawsuits and extensive criticism for
significant delays in medication delivery and poor patient service, which can have
life-threatening consequences for patients dependent on these therapies.”

e CVS Specialty (CVS Health): CVS Specialty is perhaps the most deeply integrated of
the three. It operates in concert with the CVS Caremark PBM, the Aetna insurance
company, and the nation's largest retail pharmacy chain, CVS Pharmacy.?' This seamless
integration allows the conglomerate to manage every aspect of a specialty patient's
journey, from the insurance coverage decision made by Aetna, to the benefit
management by Caremark, to the final dispensing at a CVS Specialty or retail location.
This closed loop maximizes data collection and control, reinforcing patient capture and
ensuring that revenue from these high-cost drugs remains within the CVS Health
enterprise.

e Optum Specialty Pharmacy (UnitedHealth Group): Housed within Optum, the health
services arm of UnitedHealth Group (UHG), Optum Specialty Pharmacy works
hand-in-glove with the Optum Rx PBM and the nation's largest insurer,
UnitedHealthcare. This triad creates a formidable, closed system for managing specialty
drug patients. A prescription for a UnitedHealthcare member is managed by Optum Rx,
which then directs the prescription to be filled at Optum Specialty Pharmacy. This
structure ensures that the billions of dollars spent on specialty drugs by
UnitedHealthcare's members are funneled directly back into another division of the
same parent company, UHG, amplified by the significant markups documented by the
FTC.
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The New Frontier: PBMs as Virtual Manufacturers

In a bold and strategic evolution of their business model, the "Big Three" PBMs are
moving further upstream in the pharmaceutical supply chain by creating a new class of
subsidiary: the "virtual manufacturer” or private-label distributor. Companies like CVS Health's
Cordavis, Cigna's Quallent, and UnitedHealth Group's Nuvaila do not manufacture drugs
themselves. Instead, they partner with pharmaceutical companies to co-brand, co-produce,
or exclusively distribute medications, particularly high-value biosimilars. This maneuver
represents a sophisticated new frontier for profit generation, allowing PBMs to capture a
direct share of drug sales revenue, exert greater control over market competition, and
strategically insulate their profits from the growing threat of rebate reform.

Beyond the Rebate: The Strategic Rationale for a New Model

The creation of these virtual manufacturer subsidiaries is a direct response to the intense and
mounting pressure on the traditional PBM business model. For decades, PBMs have derived a
significant portion of their profits from the opaque system of manufacturer rebates.? However,
this model is now under sustained attack from federal and state legislators, regulators, and
payers who are demanding greater transparency and mandatory pass-through of these
rebates to plan sponsors and patients.”

Faced with the existential threat of reform that could dismantle their primary profit
center, PBMs have proactively developed a new one. By creating private-label subsidiaries,
they are fundamentally shifting their revenue source. Instead of collecting a percentage of a
hidden rebate tied to a drug's list price, they are now positioned to capture a direct portion of
the drug's sales revenue itself.”® This strategy offers several advantages:

* Profit Insulation: It creates a new, more direct revenue stream that is less vulnerable to
legislation targeting rebates.

e Enhanced Control: It allows the PBM to act not just as a negotiator but as a
commercialization partner, giving it unprecedented influence over which products
succeed in the market.

o Obfuscation and Tax Strategy: The structure of these new entities, with some being
based overseas (e.g., Cordavis and Nuvaila in Ireland), may provide tax advantages and
create additional layers of complexity that make it difficult for regulators and clients to
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track the flow of money.”

Disrupting the Supply Chain: The Virtual Manufacturer Playbook

The operational model of these subsidiaries is innovative and disruptive. They function by
inserting themselves as a new, powerful intermediary between the actual drug manufacturer
and the rest of the supply chain. Their playbook typically involves the following steps:

1. Strategic Partnership: The PBM subsidiary identifies a key drug, often a biosimilar of a
major blockbuster biologic like Humira or Stelara, and forms a partnership with the
manufacturer.®

2. Co-Branding and Distribution: The subsidiary agrees to market the drug under its
own private label {e.g., "Cordavis Hyrimoz" or "Wezlana for Nuvaila") and often secures
exclusive or co-exclusive distribution rights for the U.S. market.?®

3. Supply Chain Management: The PBM subsidiary takes on functions traditionally
managed by the manufacturer, such as demand forecasting, quality control oversight,
logistics management, and ensuring a stable supply.>*

4. Guaranteed Market Access: The most critical step is leveraging the power of the
affiliated PBM. The PBM places its own private-label product in a preferential position
on its national formularies, guaranteeing market access and directing the prescription
volume of millions of patients to its partnered product.®

This model effectively allows the PBM conglomerate to hand-pick the winners in the nascent
biosimilar market, undermining the competitive dynamics that were supposed to drive down
prices.

Dual Pricing and Market Capture

A key tactic employed by these new entities, particularly in the biosimilar space, is a
sophisticated dual-pricing strategy. When launching a new private-label biosimilar, they often
introduce it to the market with two distinct price points:
e A High-WAC (Wholesale Acquisition Cost) Version: This version has a high list price,
which allows the PBM to negotiate a large rebate from the manufacturing partner. This

product is attractive to health plan clients whose financial models rely on receiving
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substantial rebates to offset high premiums.®

A Low-WAC Version: This version is launched with a dramatically lower list price (e.g.,
80% less than the brand) and carries little to no rebate. This product can be marketed
as a low-cost option, appealing to patients with high deductibles or coinsurance, and

generating positive publicity.?

This dual-pricing approach is a masterful strategy for market capture. It allows the PBM to

neutralize the threat that low-cost biosimilars pose to its high-rebate business model. Instead

of allowing a price war to erupt that would benefit all payers, the PBM controls the transition

on its own terms. It can satisfy all segments of its client base while ensuring that its own

co-branded product becomes the dominant biosimilar on the market. This effectively locks

out competing biosimilar manufacturers who are not chosen as the PBM's partner, stifling the

very competition that biosimilars were intended to create.?®

Corporate Profiles: Cordavis, Quallent, and Nuvaila

The simultaneous emergence of these subsidiaries across all three major PBMs underscores

that this is a coordinated, industry-wide strategic pivot.

Cordavis (CVS Health): Launched in August 2023 and based in Dublin, Ireland,
Cordavis was created to work directly with manufacturers to commercialize
biosimilars.®® its flagship product is a co-branded version of Sandoz's Hyrimoz, a
biosimilar to the world's best-selling drug, Humira. Cordavis launched its version at a list
price more than 80% below Humira's, a move that CVS Health framed as a way to
reduce drug spend and ensure access.® However, by leveraging CVS Caremark's
formulary power, the move also ensures that its partnered product gains a significant
competitive advantage over other Humira biosimilars.®

Quallent (Cigna/Evernorth): Established in 2021, Quallent operates as a private-label
pharmaceutical  distributor  that sources select drugs from FDA-approved
manufacturers.3 Its stated mission is to bring "quality consistency and stability” to the
supply chain by overseeing manufacturing processes and managing logistics.> This
gives Cigna's Evernorth division deeper control over the supply chain and allows it to
offer "dedicated inventory" to pharmacies, a powerful lever in a market often plagued by
shortages.
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e Nuvaila (UnitedHealth Group/Optum): Nuvaila describes itself as a "pharmaceutical
commercialization business” that creates an “"express lane for products” by partnering
with manufacturers.® Also based in Ireland, Nuvaila made a major market entrance by
becoming the sole U.S. distributor for Wezlana, Amgen's biosimilar to Stelara® In a
clear demonstration of the integrated model's power, Optum Rx immediately added
Wezlana to its commercial formularies upon its launch. This exclusive partnership
effectively guarantees Amgen a significant share of the Stelara biosimilar market via
Optum's channels, disadvantaging any other manufacturer of a Stelara biosimilar from
the outset.®®

This strategic pivot into virtual manufacturing represents a form of “soft" vertical integration.
Without the capital expense of building factories, PBMs are integrating "upward" into the drug
commercialization process. They leverage their immense downstream power—control over
the formularies that determine market access for virtually all drugs—to guarantee the success
of their upstream partners. This dynamic fundamentally distorts the competitive landscape,
transforming the PBM from a supposed negotiator for lower prices into an entity that actively
picks winners and losers to maximize its own profit.

Evidence of Harm: Raising Rivals' Costs and Foreclosure

Recent empirical research has moved the discussion of anticompetitive harm from theory to
documented fact. The strategies of patient steering and exclusive biosimilar partnerships are
clear, real-world examples of customer and input foreclosure. Beyond these practices,
economic studies have quantified the impact of PBM-insurer integration on rival firms.

A working paper from the University of Chicago provided a detailed analysis of the
Medicare Part D market and found compelling evidence of integrated PBMs raising rivals'
costs.® The study estimated that, on average, standalone PBMs passed through 85% of the
rebates they negotiated to their insurer clients. In contrast, vertically integrated PBMs passed
through only 65% of rebates to their unaffiliated insurer clients, while presumably passing
through 100% to their own insurance arm.%® This disparity demonstrates that integrated PBMs
are systematically disadvantaging their insurance market rivals by withholding a larger portion
of the negotiated savings.

Further evidence comes from a study examining the 2015 acquisition of Catamaran,

the last major standalone PBM, by UnitedHealth Group.*® The acquisition forced former clients
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of Catamaran to switch to using a PBM owned by a rival insurer. The study found that
following this merger, the non-vertically-integrated insurers experienced premium increases
of 36% relative to their vertically-integrated counterparts, a finding consistent with the theory
of input foreclosure.*® The removal of a viable independent PBM option left these insurers
vulnerable to the anticompetitive terms of the remaining integrated PBMs.

The Net Impact on Drug Prices and Spending

Ultimately, the most important question is whether vertical integration, on balance,
lowers or raises costs for the healthcare system. The evidence strongly suggests that any
potential efficiencies are being overwhelmed by anticompetitive effects and profit-maximizing
behaviors that lead to higher net costs.

The Congressional Budget Office (CBO) offers a nuanced but critical assessment. it
concludes that while PBM-insurer integration might lower drug prices for the members of that
specific, integrated plan, it also tends to increase drug costs and premiums for other, rival
insurers that use the same PBM."™ Furthermore, the CBO states that there is no guarantee
that any savings achieved by the integrated plan are actually passed on to its enrollees as
lower premiums.”

The CBO's findings on PBM-pharmacy integration are even more troubling. It reports
that the evidence is “inconclusive" but points to a 2023 Medicare Payment Advisory
Commission (MedPAC) study that found that, in a majority of cases, the highest net prices for
drugs were paid by vertically integrated plans to their own vertically integrated pharmacies."™
This directly contradicts the efficiency argument and suggests that the integrated structure is
being used to shift profits to the pharmacy division through inflated internal transfer prices,
which are then passed on to the plan sponsor (and, ultimately, to employers and taxpayers) as
higher "drug costs."

This conclusion is powerfully reinforced by the FTC's findings of billions of dollars in
excess revenue generated through extreme markups at PBM-owned specialty pharmacies.?®
This is not a theoretical harm; it is a documented, multi-billion-dollar inflation of drug costs
occurring within the captive channels of the integrated PBMs. The very rebate system that
PBMs manage also contributes to higher prices. Because rebates are typically calculated as a
percentage of a drug's list price, PBMs have a financial incentive to favor higher-priced drugs
on their formularies, as a 30% rebate on a $1,000 drug is more profitable than a 20% rebate
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on a $300 drug, even if the latter has a lower net cost.? Vertical integration solidifies the
PBM's power to enforce these formulary decisions, perpetuating the cycle of high list prices
and high rebates.

The integrated model also creates a "waterbed effect” that makes it exceedingly
difficult for payers and regulators to assess true costs. An integrated PBM can showcase
savings in one area—for example, by offering a competitive premium to its own health plan
members by passing through a full rebate—while simultaneously raising costs elsewhere.
These hidden costs can manifest as poorer rebate terms for rival insurers, or as massive,
non-transparent markups at its specialty pharmacy that are billed back to all plan sponsors
using its services.? This ability to shift profits and costs across different business units within
the conglomerate allows PBMs to claim they are "saving money" while the total cost to the

system continues to rise.

The Government Response: A Consensus of Concern

Across multiple branches and levels of government, a striking consensus has emerged: the
vertically integrated PBM model is contributing to higher drug costs and harming competition.
e Federal Trade Commission (FTC): The FTC has taken the lead in investigating the PBM
industry. In 2022, the agency launched a formal inquiry under its Section 6(b) authority,
compelling the six largest PBMs to provide extensive data on their business practices.®
The initial findings, released in a series of interim reports, have been scathing. A July
2024 report described PBMs as “"powerful middlemen inflating drug costs and
squeezing Main Street pharmacies," highlighting how market concentration and vertical
integration enable them to profit at the expense of patients and independent
pharmacists.”® A subsequent report in January 2025 detailed billions of dollars in
excessive markups on specialty generic drugs at PBM-affiliated pharmacies.®
e Congressional Investigations: The U.S. Congress has conducted its own extensive
investigations. A 2024 report from the House Committee on Oversight and
Accountability concluded that the "Big Three" PBMs "inflate prescription drug costs and
interfere with patient care for their own financial benefit".”® The committee found that
PBMs "embrace anticompetitive behavior," using their power to steer patients to their
own pharmacies and force manufacturers to pay exorbitant rebates.”

e State-Level Audits and Reports: Frustrated by rising costs in their Medicaid and state
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employee health programs, numerous states have conducted audits that exposed the
financial consequences of opaque PBM practices. An Ohio state audit, for example,
found that PBMs had charged the state's Medicaid managed care program $224.8
million in "spread pricing"—the difference between what the PBM charged the state and
what it paid the pharmacy—in a single year.? Similar patterns of overbilling have been
uncovered in states like lllinois and Kentucky, revealing hundreds of millions of dollars in
excess costs to taxpayers.®

The Legal Battlefield: Antitrust in Action

The findings from these investigations are now translating into significant legal challenges

that target the core of the PBMs' integrated practices.

FTC Lawsuit on Insulin Pricing: In a landmark move in September 2024, the FTC filed
an administrative complaint against the "Big Three” PBMs and their affiliated group
purchasing organizations (GPOs).*® The lawsuit alleges that the PBMs abused their
market power to create a "broken rebate system that inflated insulin drug prices,
boosting PBM profits at the expense of vulnerable patients".* The FTC charges that the
PBMs' financial incentives are tied to high list prices, leading them to systemically
exclude lower-cost insulins and biosimilars from their formularies in favor of
high-priced, high-rebate products, thereby harming patients and stifling competition.*®
Other Lawsuits and Settlements: The "Big Three" have faced a barrage of other legal
actions from state attorneys general, private plaintiffs, and other government bodies.
These include:
o A $20 million settlement by OptumRx in 2024 for improperly filling opioid
prescriptions.?®
o A $15 million settlement by OptumRx with the state of Ohio for overbilling its
Bureau of Workers' Compensation.?®
o A Tennessee investigation that found Express Scripts systematically violated state
laws by failing to properly reimburse pharmacies and paying its own specialty

pharmacy higher fees than its competitors.”®

o)

Multiple class-action lawsuits alleging that PBMs have engaged in horizontal
price-fixing conspiracies to suppress reimbursement rates to independent
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pharmacies.*®
This pattern of litigation demonstrates that the anticompetitive behaviors identified by
regulators are not isolated incidents but rather systemic practices that are now being
aggressively challenged in court. In a notable defensive maneuver, the PBMs have responded
to the FTC's lawsuit by suing the agency back, claiming its case is unconstitutional—a legal
strategy focused on procedural deflection rather than a substantive refutation of the

charges.*
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Section 9. Effects of List Prices on Patient
Co-insurance

Increasing Cost-Sharing through High List Prices

By increasing the list prices of medications, patient cost-sharing through co-insurance
increases, decreasing immediate pharmacy spend for plan sponsors. However, we argue here
that resulting patient non-compliance with medication adherence results in medical benefit
spend that more than offsets pharmacy spend savings. The net results is increased healthcare

spend for plan sponsors.

Cost-Sharing as a Tool to Mitigate "Moral Hazard”

In addition to directly decreasing plan spend, the implementation of patient
cost-sharing mechanisms—such as copayments, coinsurance, and deductibles—is rooted in a
foundational economic theory aimed at controlling health care expenditures. From the
perspective of a plan sponsor, a primary objective is to mitigate the "moral hazard" inherent in
insurance coverage.' This principle suggests that when individuals are insulated from the full
cost of a service, they may consume more of it than they would otherwise, including care that
may be of marginal value. In the context of pharmaceuticals, this could manifest as
over-utilization of medications or a preference for higher-cost brand-name drugs when
effective, lower-cost alternatives are available.

The theory posits that by requiring patients to have "skin in the game" through
out-of-pocket payments, they are incentivized to become more discerning and
cost-conscious consumers of health care.* This financial exposure is intended to curb
demand for costly or non-essential therapies and encourage the selection of more
cost-effective options, thereby reducing the plan sponsor's overall pharmacy expenditures.
This strategy has become particularly prevalent as spending on drug therapies has grown at a
faster rate than spending on hospital and physician services, which constitute a larger portion

of total health care costs.'

Quantitative Evidence: The Direct Effect of Cost-Sharing on Drug
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Utilization and Pharmacy Spending

A substantial body of evidence confirms that the primary, intended effect of increasing
patient cost-sharing is achieved: it reduces the consumption of prescription drugs. This direct
impact on utilization is the mechanism through which plan sponsors realize initial savings on
their pharmacy benefit spend.

Multiple systematic reviews of the academic literature have consistently validated this
relationship. A comprehensive review encompassing 160 separate studies found that in 85%
of cases, an increase in the patient’s share of medication costs was significantly associated
with a decrease in medication adherence.! A more recent systematic review of 79 studies
published between 2010 and 2020 yielded similar conclusions, finding that higher patient
cost-sharing was associated with worse medication adherence in 84% of studies and with
decreased medication initiation in 67% of studies.®

The "gold standard" of evidence in this area comes from the landmark RAND Health
Insurance Experiment (HIE), a large-scale, randomized controlled trial conducted from 1974 to
1982. The HIE's rigorous design provides strong causal evidence of the effect of cost-sharing
on utilization. The experiment's findings showed that for every 10% increase in patient
cost-sharing, prescription drug spending decreased by 2% to 6%, with the magnitude of the
effect varying by drug class and patient condition.® In the most extreme arm of the study,
participants required to pay 95% of their health care costs (up to an out-of-pocket maximum)
reduced their overall spending by approximately 30% compared to participants who received
free care.”

This effect has been quantified for specific drug classes and benefit designs. One
study found that when insurers doubled patient copayments, the number of days' supply filled
by patients decreased by 45% for nonsteroidal anti-inflammatory drugs (NSAIDs), 44% for
antihistamines, and 34% for antihyperlipidemics (statins).” From a narrow, pharmacy-centric
accounting perspective, these reductions in use translate directly into plan sponsor savings.
For instance, a study by Joyce et al. in 2002 found that doubling a plan's copayment from $5

to $10 resulted in a decrease in per-member total annual drug costs from $725 to $563."

The Flaw in the "Rational Consumer” Assumption
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The economic theory justifying cost-sharing is built upon a critical assumption: that
patients, when faced with higher out-of-pocket costs, will behave as rational consumers. This
assumes they can accurately differentiate between "high-value™ care (medically necessary
treatments) and “low-value" care (discretionary or less effective treatments) and will
selectively curtail their use of only the latter.” If this assumption held true, cost-sharing would
be an effective tool for eliminating waste without negatively impacting heaith. However, a
wealth of evidence demonstrates this assumption is fundamentally flawed.

The RAND HIE provided the first major challenge to this theory. its findings revealed
that patients facing higher cost-sharing reduced their use of services deemed “clinically
appropriste” by the same amount as they reduced services deemed “clinically
inappropriate".”® Patients did not selectively trim waste; they reduced care across the board.
Decades of subsequent research have reinforced this conclusion. Higher levels of
cost-sharing are consistently associated with lower rates of treatment and worse adherence
for essential, life-sustaining medications for chronic conditions such as congestive heart
failure, diabetes, and schizophrenia.? This indicates that cost-sharing is not a precision tool
that encourages prudent health care consumption. Instead, it acts as a blunt instrument that
creates a financially burdened consumer who is forced to reduce both necessary and
unnecessary care, often indiscriminately. This critical distinction explains why the initial
savings on the pharmacy budget are often erased by subsequent costs on the medical side, a
phenomenon known as the medical cost offset.

The Medical Cost Offset: A Quantitative Reassessment of Total Plan
Savings

Defining the Medical Cost Offset

While increasing patient cost-sharing reliably reduces pharmacy expenditures, this
represents only one side of the ledger for a plan sponsor. The total financial impact must
account for the "medical cost offset,” a well-documented phenomenon where initial savings in
drug spending are partially or fully negated—and in some cases, reversed--by subsequent

increases in spending on medical services® These downstream costs, which include
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emergency room visits, hospitalizations, and physician services, arise directly from the

consequences of cost-related medication non-adherence, leading to poorer health outcomes

and the need for more intensive and expensive medical interventions.”

The Causal Chain: From Cost-Sharing to Increased Medical Spending

The link between higher patient payments and higher total plan costs can be understood as a

clear, evidence-based causal chain.

1.

Higher Cost-Sharing Reduces Adherence: As established previously, this link is
robust and widely confirmed. Systematic reviews consistently show that in the vast
majority of cases (up to 85% of studies), increasing the patient's financial burden leads
to a significant decrease in medication adherence.!

Reduced Adherence Leads to Worse Health Outcomes: The clinical consequence of
non-adherence is a deterioration in health. The majority of studies that investigate this
relationship find that increased adherence is associated with statistically significant
improvements in health outcomes.” For patients with chronic conditions, non-adherence
can lead to a cascade of negative effects, including disease progression, prolonged

illness, and preventable complications."

. Worse Health Outcomes Drive Higher Medical Utilization: This final step in the chain

directly impacts the plan sponsor’s medical budget. When chronic conditions are poorly
managed due to medication non-adherence, patients require more frequent and
intensive medical care. A 2022 systematic review found that in 67% of studies examining
the link, higher patient cost-sharing for drugs was associated with a significant increase
in inpatient hospital utilization.® A landmark study conducted in British Columbia
provides a stark quantitative example. When the public drug plan introduced a modest
copayment policy for inhaled medications for patients with chronic respiratory
conditions, drug use fell by 6% to 13%. This reduction was associated with a 3%
increase in physician visits and a 13% increase in emergency hospital admissions
(though the latter was not statistically significant). When the plan later implemented a
more stringent policy with income-based deductibles and coinsurance, it was
associated with a 7% increase in physician visits and a statistically significant 29%

increase in emergency hospital admissions.’

76



154

Quantifying the Net Financial Impact on Plan Sponsors

The ultimate question for a plan sponsor is whether the savings on the pharmacy side

outweigh the increased costs on the medical side. The evidence strongly suggests they do
not, and that increasing patient cost-sharing often results in a net financial loss for the plan.
The U.S. Congressional Budget Office (CBO), after a thorough review of the available
evidence, formally revised its scoring methodology to account for this effect. The CBO now
estimates that for every 1% increase in the number of prescriptions filled by Medicare
beneficiaries, the program’'s spending on medical services falls by approximately
0.2%." This estimate from a key government fiscal scorekeeper provides a high-level
validation of the inverse relationship between drug utilization and medical costs.
Research from the National Bureau of Economic Research (NBER) offers an even more striking
quantification of this trade-off. An analysis of Medicare beneficiaries found that, on average, a
$1 increase in prescription drug spending was associated with a $2.06 reduction in
Medicare spending, primarily from reduced hospitalizations covered under Part A" This
finding suggests that for every dollar "saved” by reducing drug use, the plan sponsor may be
spending more than two dollars on subsequent medical care.

The British Columbia study provides a real-world accounting of this net effect. Despite
reducing drug utilization, the initial copay policy increased net health plan spending by
C$1.98 million per year. The subsequent, more restrictive deductible and coinsurance policy
increased net health plan spending by C$5.76 million per year.” This demonstrates that
even after accounting for the reduction in pharmacy claims, the plan paid more in total.

This body of evidence is summarized in a 2022 systematic review which concluded that higher
cost-sharing has an overall neutral to negative impact on total costs for the plan sponsor.
Perhaps most tellingly, studies that evaluated the elimination of patient copayments found
that this action resulted in either a decrease or no change in total plan costs, directly
contradicting the foundational theory that cost-sharing is a necessary tool for cost

containment.?

Table 1: Summary of Quantitative Effects of Increased Patient Cost-Sharing on
Utilization and Costs
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etric KQuantitative Impact of Source(s)
increased Cost-Sharing
Medication Adherence 85% of studies show a
significant decrease.
Medication Initiation 67% of studies show a P

significant decrease.
Prescription Drug Spending [Decreases by 2% to 6% for 3
every 10% increase in
cost-sharing.

Physician Visits Increased by 3% to 7% in one E

Imajor study.

Hospital Admissions (ER) increased by up t0 29% in cne
imajor study.

Total Plan Sponsor Costs Neutral to Increased. Net plan
spending increased by
IC1.98MtoC5.76M annually in
one study.

Medical Cost Offset Ratic  [$1increase in drug spend o
eads to a $2.06 decrease in
imedical spend.

CBO Offset Estimate 1% increase in prescriptions  [?
filled leads to a 0.2% decrease
n medical spend.

High-Deductible Health Plans (HDHPs): A Blunt Instrument with Mixed
Results

High-Deductible Health Plans (HDHPs) represent a more extreme form of
cost-sharing, requiring patients to pay the full, negotiated price for all services, including

.2 The evidence on their effectiveness in

prescriptions, until a substantial deductible is me
saving plan sponsors money is notably mixed.

One NBER study of a large employer that switched to an HDHP found that the move
reduced overall health care spending by 12% to 14% annually. However, these savings were
achieved almost entirely through a blunt reduction in the quantity of services demanded,
affecting both necessary and unnecessary care alike.?® This indiscriminate reduction in care is

a significant concern, especially for populations with chronic conditions. Indeed, another
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study found that switching to an HDHP was associated with a 5 percentage point drop in
medication adherence for cardiovascular risk factors.”

Counterintuitively, some evidence suggests HDHPs may not save money at all. One
study found that HDHP enrollment was associated with an increase in prescription medication
use and no significant change in overall outpatient expenditures.® The authors noted that the
impact of HDHPs is complex, with some patient subgroups (such as the chronically il)
potentially increasing their utilization to manage their conditions despite the higher costs. This
highlights the risk that for certain populations, HDHPs can fail to contain costs while

simultaneously increasing financial burdens and reducing adherence to essential therapies.

Table 2: Comparative Analysis of Cost-Sharing Mechanisms

Offset

Feature ICopayment (Fixed $) |Coinsurance (% of High-Deductible (Full
Price) Price)

Patient Cost High lLow (Tied to list price) {Low (Full exposure

Predictability ntil deductible met)

Plan Exposure to High (Plan absorbs lLow (Patient shares  |Low (Patient absorbs

Price Inflation increases) ncreases) ncreases below

Ideductible)
Impact on Adherence|Negative, but less Highly negative, Highly negative,
severe lespecially for lespecially for chronic

high-cost drugs Imedications

Risk of Medical Cost [Moderate High Very High

INet Savings for Plan
ISponsor

Unlikely; often negative
due to offset

nlikely; often negative
due to offset

Mixed evidence; risk of
increased costs for
ichronically il
lpopulations

[Source(s)

P

26

How Benefit Design Creates a Vicious Cycle of Price Inflation

The choice of benefit design, particularly the widespread adoption of coinsurance,

does not merely react to high drug prices but actively contributes to their inflation. This
creates a perverse set of incentives that benefits pharmaceutical benefit managers (PBMs) at
the expense of both patients and plan sponsors. The mechanism works as follows: PBMs
negotiate rebates from drug manufacturers, which are typically calculated as a percentage of
a drug's wholesale acquisition cost, or "fist price.” In return for a larger rebate, the PBM places
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the drug on a preferred formulary tier.*'

This system incentivizes PBMs to favor drugs with high list prices and high rebates over drugs
with lower list prices and smaller rebates, even if the latter drug has a lower net cost to the
plan sponsor after the rebate is factored in.*® When a health plan uses a coinsurance model,
the patient's out-of-pocket cost is calculated based on the inflated list price, before the
rebate is applied.”® The plan sponsor receives the rebate weeks or months later, but the
patient pays a higher cost at the pharmacy counter. These inflated patient payments
effectively subsidize the premiums for all plan members.?

This dynamic creates a vicious cycle. Manufacturers have an incentive to set high list
prices to be able to offer the large rebates PBMs demand. PBMs have an incentive to populate
formularies with these high-rebate drugs. Plan sponsors who then use coinsurance pass a
significant portion of that inflated list price directly onto their sickest members—those who
need the medications most. The sponsor may see a lower net drug cost on its financial
statements after rebates are accounted for, but this "saving" is achieved by increasing the
financial burden on the very members most likely to become non-adherent. This
non-adherence then triggers the medical cost offset, ultimately increasing the sponsor’s total
health care spending. In this way, the benefit design itself fuels the very problem of high costs
itis intended to solve.

The Human and Economic Cost of Non-Adherence: Mortality and
Long-Term Liabilities

The most sobering evidence against the cost-saving claims of aggressive cost-sharing
policies is the direct, quantitative link between increased patient out-of-pocket costs and
higher rates of mortality. This demonstrates that the consequences of cost-related
non-adherence are not limited to manageable increases in medical utilization but extend to
the most severe and irreversible of outcomes.

A rigorous NBER working paper exploited a feature of the Medicare Part D benefit
design where beneficiaries' out-of-pocket costs for drugs could increase abruptly during the
year upon entering the "donut hole." The researchers found a sharp and statistically
significant increase in mortality corresponding with this price shock. The study’s central
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quantitative finding was that for every $100 per month decrease in a beneficiary's drug
budget (which is equivalent to a $100 per month increase in their out-of-pocket costs),
mortality increased by 13.9%.%

This effect was not distributed randomly. The analysis revealed that high-risk
patients—for example, those with cardiovascular conditions who were most likely to suffer a
heart attack—were the most likely to cut back on the very drugs, such as statins, that were

most critical to their survival.”?

The researchers calculated that these cost-sharing policies
cause patients to forgo opportunities to preserve their health at a very low cost, estimating

the price of the resulting mortality at just $11,321 per life-year.”?

Cost-Sharing as a Creator of Hidden, Long-Tail Financial Risk for
Sponsors

The mortality data reveal a profound, often unmeasured, long-tail financial risk for plan
sponsors created by cost-sharing policies. While a deceased member no longer generates
claims, the period of health decline leading up to that outcome, which is driven by medication
non-adherence, is often characterized by intensive and inefficient medical spending. For an
employer, this represents not only a human tragedy but also a period of lost productivity and
high health care costs. For a public sponsor like Medicare, it represents a direct failure of the
program's core mission to maintain the health of its beneficiaries.

From a purely financial standpoint, a plan sponsor's highest costs are frequently
concentrated in the period leading up to a major adverse health event or death. The mortality
finding is the most extreme manifestation of the medical cost offset phenomenon; it
represents the endpoint where escalating medical spending failed to prevent a catastrophic
outcome. By implementing benefit designs that are quantitatively linked to increased
mortality, a plan sponsor is actively increasing the probability of incurring these
maximum-cost scenarios. This is not a cost-saving strategy; it is a high-risk financial

approach with severe human and economic consequences.
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Section 10. Maximizing Harm: An Analysis of How
PBM-Run Co-Payment Maximizer Programs Inflate
Healthcare Costs and Burden Patients

The landscape of prescription drug affordability in the United States is increasingly
shaped by complex and opaque programs designed by Pharmacy Benefit Managers (PBMs)
and health plans. Among the most impactful and controversial of these are co-payment
maximizer programs. While ostensibly created as cost-containment tools to counter
manufacturer-sponsored patient assistance, this report finds that these programs inflict
multifaceted harm on patients, payers, and the healthcare system at large. They represent a
sophisticated form of financial engineering that shifts value from pharmaceutical
manufacturers to PBMs, perversely incentivizes high drug prices, and imposes significant
administrative and financial burdens on the chronically ill patients they claim to help.

This analysis dissects the architecture and systemic consequences of co-payment
maximizer programs. It begins by detailing their mechanics, including the mandatory
enroliment of patients into third-party vendor programs and the use of a regulatory
loophole—reclassifying essential specialty medications as "non-essential health benefits"—to
circumvent patient cost-sharing protections under the Affordable Care Act (ACA). The report
clarifies the critical distinction between maximizers and their predecessors, co-payment
accumulators, demonstrating that maximizers are a strategic evolution designed to be less
disruptive to PBM-owned specialty pharmacy revenue streams while still capturing the full
value of manufacturer assistance.

The investigation then illuminates the PBM profit engine, revealing how maximizer
programs create a new revenue stream of "service fees" that are distinct from traditional
rebates. By recharacterizing a significant portion of manufacturer assistance as a fee for
program administration, PBMs can bypass increasingly common rebate pass-through
contracts and retain a larger share of the funds, often without the full knowledge of the plan
sponsors they serve.

Furthermore, the report documents the profound negative impact on patients. The
administrative gauntlet of opaque enroliment processes, coupled with the illusion of a
“zero-dollar” drug, creates a deferred financial shock. Because the substantial funds paid by
manufacturers do not count toward a patient’s annual deductible or out-of-pocket maximum,
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patients are left fully exposed to catastrophic costs for any other medical services they
require, a phenomenon of "financial toxicity spillover."

The analysis extends to the macroeconomic effects on drug pricing, arguing that
maximizers are a keystone in stabilizing the dysfunctional "high list price, high rebate” system.
By neutralizing patient price sensitivity, these programs remove a critical market-based check
on drug prices, creating a perverse equilibrium where both manufacturers and PBMs benefit
from maintaining inflated list prices at the expense of systemic cost control. Finally, the report
examines the complex regulatory environment, particularly the Medicaid "Best Price" rule,
which inadvertently compels manufacturers to participate in the maximizer ecosystem as a
perceived "safe harbor” from potentially catastrophic legal and financial risks associated with
more direct forms of patient assistance.

The report concludes with targeted policy recommendations aimed at dismantling
these harmful incentive structures. These include closing the "non-essential health benefit"
loophole, mandating transparency in PBM fee structures, and fundamentally realigning PBM
compensation to delink it from drug list prices. Implementing these reforms is critical to
restoring a measure of rationality and fairness to the prescription drug market and protecting
the vulnerable patients caught in the crossfire of these complex financial schemes.

The Architecture of Co-Payment Diversion: How Maximizer Programs
Work

Co-payment maximizer programs do not exist in a vacuum; they are a strategic
response by Pharmacy Benefit Managers (PBMs) and health insurance plans to a specific
dynamic in the U.S. pharmaceutical market: the interplay between high patient cost-sharing
and manufacturer-sponsored financial assistance. Understanding this foundational context is
essential to deconstructing the complex and often harmful mechanics of the maximizer
model. These programs represent a deliberate and engineered system for diverting the flow
of funds intended to alleviate patient burden, redirecting that value to the benefit of the plan
and the PBM. The architecture of this diversion relies on a combination of coercive enrollment
practices, the manipulation of benefit design, and the exploitation of regulatory loopholes
that undermine federal patient protection laws.

The Foundation: Manufacturer Co-Payment Assistance ina
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High-Cost-Sharing Environment

In recent years, the design of commercial health insurance plans has increasingly
shifted a greater share of healthcare costs onto patients through high deductibles,
co-payments, and coinsurance.' For specialty prescription medicines, which can have list
prices of thousands of dollars per month, this cost-sharing can be prohibitive, creating
significant barriers to care.® Patients facing coinsurance, which requires them to pay a
percentage of the drug's cost rather than a flat fee, are particularly vulnerable.® Studies have
consistently shown that even small increases in out-of-pocket (OOP) costs can lead to
reduced medication adherence, which in turn results in poorer health outcomes and higher
downstream costs for the healthcare system.'

In response to this access barrier, pharmaceutical manufacturers have widely
implemented co-payment assistance programs, often in the form of coupons or debit cards.?
These programs are designed to reduce or eliminate a commercially insured patient's
immediate OOP costs at the pharmacy counter, thereby facilitating access to prescribed
therapies and promoting adherence.” In 2023 alone, the total value of this assistance was
estimated at $23 billion.*

Historically, the value provided by these manufacturer programs was treated like any
other payment made by or on behalf of the patient. It counted toward the patient's annual
deductible and OOP maximum.® This meant that the assistance not only made a specific drug
affordable but also helped the patient satisfy their total cost-sharing obligations for the year
more quickly, after which the health plan would cover 100% of costs for all covered services."

However, PBMs and health plans view this dynamic as a direct threat to their
cost-containment strategies. From their perspective, high cost-sharing is a deliberate feature
of plan design, intended to create price sensitivity and steer patients toward preferred drugs
on the formulary.® By subsidizing the patient's copay for a non-preferred brand-name drug,
manufacturer assistance effectively circumvents the plan's formulary design and neutralizes
the financial incentives meant to control patients.® This fundamental tension between the
manufacturer's goal of ensuring market access and the payer's goal of controlling patients is
the genesis of "co-payment adjustment programs” (CAPs), a category that includes both

co-payment accumulators and the more sophisticated co-payment maximizers.” These
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programs were created with the express purpose of preventing manufacturer assistance from
counting toward patient OOP limits, thereby capturing the financial benefit of the assistance

for the plan rather than the patient.’

The Maximizer Mechanism: Engineering the Exhaustion of Patient
Support

The co-payment maximizer is a meticulously designed system that enables insurance
plans to extract the full annual value of a manufacturer's co-payment assistance program.
Unlike its predecessor, the co-payment accumulator, which often creates a sudden and
disruptive financial shock for patients, the maximizer employs a more subtle, year-long
approach that is ultimately just as harmful to a patient's overall financial health. This
mechanism hinges on several key operational steps: mandatory enrollment through
third-party vendors, the re-adjudication of patient cost-sharing to match the available
assistance, and the critical legal maneuver of reclassifying targeted drugs as "non-essential
health benefits.”

The process typically begins when a PBM or a partnered third-party vendor identifies
a patient who has been prescribed a specific high-cost specialty drug that is targeted by the
program.® These are often drugs for which substantial manufacturer co-payment assistance is
available." The patient is then informed that they must enroll with a third-party organization
to “assist them with affording their medications"® This enroliment is not an optional
value-added service but a mandatory and coercive condition for receiving the drug at an
affordable price.? Health plans notify patients that they can avoid extremely high cost-sharing
only by signing up for the maximizer program.”® Should a patient choose not to participate,
they are penalized with a substantial coinsurance obligation (e.g., 30%) based on the value of
the forgone assistance, and critically, these punitive payments do not count toward their
annual deductible or OOP maximum.™ This structure effectively leaves the patient with no
viable choice but to enroll. During this process, the patient is required to provide personal and
financial information to this unfamiliar third party and consent to have their pharmacy account
monitored.®

Once the patient is enrolled, the third-party vendor's primary function is to calculate
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the maximum annual value of the manufacturer's assistance program for that specific drug.
For example, if a manufacturer offers up to $15,000 per year in assistance, the vendor
captures this figure.® The vendor then advises the health plan or PBM to set the patient's
monthly cost-sharing obligation for that drug to precisely exhaust this annual limit over the
course of the year. In this example, the patient's new “copay” would be set to $1,250 per
month ($15,000 divided by 12)." The manufacturer's assistance funds are then applied to
cover this newly inflated cost-sharing amount. The result at the pharmacy counter is that the
patient often pays $0 out-of-pocket for that specific medication, as the manufacturer's funds
cover the entire fabricated "copay”.®

This artificial inflation of the patient's cost-sharing obligation would typically be illegal
for many health plans due to patient protection provisions in the Affordable Care Act (ACA),
which establish annual limits on in-network OOP spending for essential health benefits." To
circumvent this critical protection, maximizer programs employ a key legal loophole: they
reclassify the targeted specialty drugs as "non-essential health benefits* (EHBs)." This
designation is not a clinical determination of the drug's medical necessity; it is a purely
financial maneuver based on the drug's high cost and the availability of manufacturer
assistance. By declaring a life-sustaining medication "non-EHB," the plan removes it from the
ACA's protective umbrella, freeing the plan to set the patient's cost-sharing obligation for that
drug at any level, including an amount far exceeding the statutory QOP maximum.” This
weaponizes a provision of the ACA intended to provide benefit flexibility into a tool to
undermine the law's core financial protections for patients.

The ultimate consequence of this intricate process is the core of the maximizer's harm:
the thousands of dollars paid by the manufacturer on the patient's behalf are not credited
toward the patient's annual deductible or OOP maximum.® The plan successfully captures the
full value of the manufacturer's assistance, using it to offset its own spending on the drug,
while the patient makes no progress toward satisfying their overall cost-sharing liability for
the year.

A Tale of Two Schemes: Differentiating Maximizers from Accumulators

While the terms are often used interchangeably, co-payment maximizers and
co-payment accumulators are distinct program types with different operational mechanics
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and impacts on the patient's financial journey, even though both share the same fundamental
goal of preventing manufacturer assistance from counting toward QOP limits.! The market's
clear and rapid shift away from accumulators and toward maximizers reveals a strategic
evolution by PBMs to create a more financially sustainable model of value extraction that is
less disruptive to their own core business operations.

Co-payment accumulator programs operate with a brute-force approach. They allow
the patient to use the manufacturer's co-pay card at the pharmacy, but the system
"accumulates” these payments in a separate, invisible bucket that does not count toward the
patient's official deductible or OOP maximum.?2 The manufacturer's assistance funds are
depleted as quickly as possible, often within the first few months of the plan year. Once the
maximum value of the assistance is exhausted, the patient is abruptly confronted with a
"copay cliff*? They are suddenly responsible for the drug's full cost-sharing—which can be
thousands of dollars—and must begin paying down their entire deductible from scratch.” This
sudden, massive, and often unexpected financial shock frequently leads to patients
abandoning their prescriptions at the pharmacy, with devastating consequences for their
health.’

Co-payment maximizer programs, in contrast, are designed to be "gentler" on the
surface, avoiding the acute shock of the copay cliff.? As detailed previously, they smooth the
application of the manufacturer's assistance evenly throughout the plan year, typically
resulting in a consistent $0 OOP cost for the patient for that specific drug.” This design
choice is not born of benevolence. The high rates of treatment abandonment caused by
accumulators represent a direct threat to a key PBM profit center: their own specialty
pharmacies.?® PBMs, particularly the large, vertically integrated entities, derive substantial

revenue from dispensing high-margin specialty drugs.®®

When a patient abandons a
prescription due to an accumulator's copay cliff, the PBM's specialty pharmacy loses that
dispensing revenue. Maximizers solve this business problem. By ensuring the patient can
continue to afford and access the targeted drug throughout the year, the maximizer program
maintains a stable and predictable volume of high-margin prescriptions flowing through the
PBM's affiliated pharmacy, preserving that crucial revenue stream.® Thus, the maximizer
model represents a more sophisticated and financially advantageous strategy for the PBM
itself, as it allows for the dual capture of value: the full manufacturer assistance is diverted to

the plan, and the profitable dispensing volume is protected for the PBM's pharmacy business.
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The market has responded accordingly, with data showing that the adoption of maximizers
has rapidly outpaced that of accumulators."

The PBM Profit Engine: Reclassifying Rebates and Capturing Value

The proliferation of co-payment maximizer programs is driven by a powerful financial
incentive for Pharmacy Benefit Managers. These programs are not merely cost-containment
tools for their clients (health plans and employers); they are sophisticated profit centers for
the PBMs themselves. The financial model of a maximizer program allows PBMs to capture a
significant portion of manufacturer assistance through a mechanism that is more opaque and
less regulated than the traditional rebate system. By structuring the diversion of funds as a
"service fee" rather than a rebate, PBMs can circumvent client contracts that demand high
rebate pass-through rates, creating a new, lucrative, and often hidden revenue stream. This
financial shell game is further amplified by the PBM's ability to steer the guaranteed
prescription volume generated by these programs to their own affiliated specialty pharmacies.

Beyond the Rebate: The Emergence of Maximizer "Service Fees”

The traditional PBM business model has long relied on negotiating substantial rebates
from pharmaceutical manufacturers in exchange for favorable placement of a drug on a
health plan's formulary.?’ PBMs typically retain a portion of these rebate dollars as profit
before passing the remainder on to their plan sponsor clients.® However, this rebate system
has come under intense scrutiny from policymakers, employers, and the public, leading to
increasing pressure for greater transparency and higher pass-through rates, with some
contracts now requiring PBMs to remit 91% or more of rebate dollars to the plan sponsor.®’

Co-payment maximizer programs represent a strategic adaptation by PBMs to this
changing environment. They create a new financial pathway for capturing manufacturer
dollars that is deliberately structured to fall outside the definition of a "rebate.” The
third-party vendors that administer these programs—which are often either owned by or in
exclusive partnership with the PBMs—charge a "service fee" for their role in managing the
program.® This fee is not a negotiated discount on the price of the drug; it is presented as an
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operational charge for the service of maximizing the plan's savings from manufacturer
assistance programs.

Critically, this service fee is calculated as a direct percentage of the manufacturer
assistance funds that are captured. Multiple industry analyses and reports indicate that this
fee can be "25% or more of the value of a manufacturer's copay support program".*® For
a specialty drug with a $20,000 annual assistance program, this could amount to a $5,000
fee. Through its ownership of or partnership with the vendor, the PBM is able to retain a
substantial portion of this fee as direct revenue.?® This shift from a rebate-based to a
fee-based model of value extraction is a direct response to the growing pressure for rebate
transparency. It allows the PBM to establish a new, less transparent channel for profiting from
the manufacturer-payer transaction, effectively preserving its margins in the face of evolving
market demands.

The Financial Shell Game: How Fee-Based Models Obscure Profit and
Disadvantage Plan Sponsors

The reclassification of captured manufacturer funds from "rebates" to "service fees" is
a financially significant maneuver that benefits the PBM at the expense of its own clients.
While a plan sponsor's contract with its PBM may mandate a high pass-through rate for all
negotiated rebates, these contractual terms typically do not apply to administrative or service
fees.® This creates a loophole that PBMs can exploit.

The PBM can present the maximizer program to a plan sponsor (an employer, for
example) as a pure cost-saving initiative. The employer sees a significant reduction in its net
spending for a targeted specialty drug because the manufacturer's assistance is now
covering what would have been the plan's liability. However, the employer is often unaware of
the underlying financial mechanics. They may not know that before these "savings" were
calculated, the PBM's vendor siphoned off as much as 25% of the total manufacturer
assistance value as a service fee.?°

This creates a highly opaque system where the true value of the manufacturer's
assistance is obscured. For instance, with a $20,000 assistance program, a PBM vendor
might take a $5,000 fee, with the remaining $15,000 being passed to the plan as "savings."
The plan sponsor is pleased with the $15,000 reduction in spend, but is unaware that the
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program actually generated $20,000 in value, a quarter of which was captured by their PBM
partner as profit. This lack of transparency prevents plan sponsors from conducting an
accurate cost-benefit analysis of the program and from negotiating more favorable terms.
The Connecticut Office of Health Strategy’s 2025 report on PBM practices explicitly identified
"copay maximizer fees" as a distinct and growing source of PBM revenue, separate from
rebate retention and other traditional sources, underscoring the materiality of this new profit
center.®

This fee-based model also creates a new and potent conflict of interest. A PBM's
revenue from a maximizer program is directly proportional to the size of the manufacturer's
assistance program.”® This gives the PBM a direct financial incentive to grant favorable
formulary status to drugs with the largest available co-pay assistance programs, as these will
generate the highest fee revenue. This incentive can override the PBM's traditional fiduciary
responsibility to select the drug with the lowest overall net cost for the plan sponsor. A PBM
might favor a drug with a high list price and a $20,000 assistance program over a
therapeutically equivalent drug with a lower list price and a $10,000 assistance program,
because the former is more profitable for the PBM's maximizer business, even if the latter

would be cheaper for the health plan.

Impact on PBM-Owned Assets: Driving Volume to Affiliated Specialty
Pharmacies

The financial benefits of maximizer programs for PBMs extend beyond the collection of
service fees. As established previously, a key feature of the maximizer model is its ability to
maintain patient adherence to high-cost specialty medications by eliminating the "copay cliff"
associated with accumulators.” This ensures a steady, predictable stream of prescriptions for
these lucrative drugs throughout the year.

PBMs capitalize on this guaranteed volume by mandating that patients enrolled in
maximizer programs must fill these prescriptions exclusively at the PBM's own affiliated
specialty pharmacy.”® This practice, known as patient steering, is a cornerstone of the
vertically integrated PBM business model.®* By locking in patients, the PBM secures a
high-margin revenue stream for its pharmacy division. This revenue is generated not only from

dispensing fees but also from the “"spread" between the price the PBM's pharmacy is
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reimbursed by the health plan and the lower price at which it acquires the drug from a
wholesaler or manufacturer.”

The maximizer program thus functions as a powerful feeder channel for the PBM's
most profitable assets. It transforms a manufacturer's patient support program into a tool that
guarantees dispensing volume for the PBM's own pharmacy, creating a closed-loop system
where the PBM profits at multiple points in the transaction: first, by capturing a portion of the
manufacturer's assistance as a fee, and second, by profiting from the dispensing of the drug
itself. This synergy between the maximizer program and the PBM's pharmacy business makes
the model exceptionally profitable and explains its rapid proliferation in the market.

The Patient Gauntlet: Administrative Burdens and Financial Toxicity

While co-payment maximizer programs are engineered for financial efficiency from the
perspective of the PBM and payer, they impose a significant and often overwhelming burden
on patients. This burden is not merely financial; it is also administrative and psychological.
Patients with serious and chronic illnesses are forced to navigate an opaque, complex, and
coercive system at a time when they are most vulnerable. The surface-level benefit of a
"zero-dollar" copay for one medication masks a much deeper financial harm, creating a
deferred but potent form of financial toxicity that can compromise a patient's access to all
other forms of healthcare. The administrative complexity of these programs is not an
unfortunate byproduct but a strategic feature that creates friction and opacity, benefiting the
program operators by discouraging scrutiny and isolating the patient.

Navigating the Labyrinth: The Opaque Enroliment and Administration
Process

For most patients, their introduction to a maximizer program is an unexpected and
confusing event. They are often entirely unaware that their health plan includes such a
program, as the details are frequently buried in plan documents under euphemistic and
misleading names like "Out-of-Pocket Protection Program" or "Benefit Plan Protection
Program".? The lack of transparency is a defining feature, with many patients only learning of

the program's existence when they are contacted by an unfamiliar third-party vendor and told
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they must enroll to continue receiving their medication affordably.?

This mandatory enrollment process represents a significant administrative hurdle.
Patients, who are often already managing a complex medical condition, are required to
engage with a new entity, provide sensitive personal and financial information, and consent to
have their pharmacy records monitored.® This additional step inevitably creates delays in
accessing essential medication, as the patient cannot fill their prescription until the
enroliment and coordination are complete.?

Furthermore, the system's inherent complexity, which requires seamless coordination
between the PBM, the third-party vendor, and the specialty pharmacy, is highly susceptible to
errors. If the vendor fails to correctly manipulate the patient's copay in the claims system after
the manufacturer's funds are applied, the patient can be confronted with an incorrect and
unexpectedly high bill at the pharmacy counter.® Resolving these billing issues requires further
intervention, often forcing the pharmacy to request a manual override from the plan, leading
to additional delays and immense frustration for the patient.® This complexity also increases
the administrative workload for physicians' offices, whose staff must now attempt to
understand the nuances of these arcane programs and help their distressed patients navigate

them, taking time away from clinical care.?

The Illusion of "Zero-Dollar" Drugs: Hidden Costs and Deferred
Financial Shocks

The most insidious aspect of the co-payment maximizer is the false sense of financial
security it provides. By engineering a patient's OOP cost for their targeted specialty drug to
be $0, the program appears to be a benevolent benefit.® However, this is a dangerous illusion
that masks a severe, underlying financial harm. The core mechanism of the maximizer is to
ensure that none of the thousands of dollars paid by the manufacturer on the patient’s behalf
are credited toward their annual deductible or OOP maximum.®

This has profound consequences for the patient's ability to afford any other healthcare
they may need throughout the year. A patient with a $5,000 deductible and a specialty drug
subjected to a maximizer program might see $15,000 paid by the manufacturer over the
course of the year, yet at the end of the year, their plan will still consider them to have paid $0
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toward their deductible. This leaves them fully and unexpectedly exposed to the entire cost of
their deductible and subsequent cost-sharing for any other medical needs, such as physician
visits, lab tests, emergency room care, hospitalizations, or prescriptions for other conditions.®

This phenomenon can be described as “financial toxicity spillover.” A program
designed to manage the cost of a single drug makes all other healthcare financially toxic for
the patient. This fundamentally redefines the nature of insurance risk. A health plan is a
contract in which an insurer accepts premiums in exchange for assuming the financial risk of a
member's healthcare needs. The maximizer program subverts this principle. It effectively
transfers the financial risk for the high-cost specialty drug from the insurer to the drug
manufacturer. Simultaneously, by preventing any progress toward the OOP limit, it transfers
the financial risk for all other healthcare costs from the insurer back to the chronically ill
patient. The insurer successfully offloads its primary liabilities while continuing to collect
premiums and ensuring the patient remains on the hook for their full cost-sharing obligations.

The Human Cost: Patient Confusion, Treatment Abandonment, and
Health Inequity

The combination of administrative complexity and hidden financial risks exacts a heavy
human toll. The lack of transparency leads to widespread patient confusion, anxiety, and
stress.” Patient advocacy groups, such as the All Copays Count Coalition, consistently report
that these programs disproportionately harm individuals with serious and chronic conditions
like cancer, autoimmune diseases, and HIV, as these are the patients most likely to rely on the
expensive specialty medications targeted by maximizers."™

While maximizers are designed to prevent the abandonment of the targeted drug, the
overall financial strain they create can force patients into impossible choices. Faced with their
full, unmet deductible when an unrelated health issue arises, patients may be forced to forgo
or delay necessary medical care, ration other medications, or accumulate medical debt.” This
can lead to the progression of disease, avoidable hospitalizations, and ultimately, poorer
health outcomes and higher long-term costs for the entire healthcare system.?*

There is also growing concern that these programs may exacerbate existing health
inequities. One analysis found that non-White and historically marginalized populations were

more likely to be enrolled in plans with these harmful benefit designs.”’ By placing the
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greatest financial burden on the sickest and most vulnerable patients, maximizer programs
can widen disparities in access to care and health outcomes. The administrative complexity is
not an accident; it is a feature that serves the program's operators. The opaque, multi-layered
system involving unfamiliar third parties creates friction that isolates patients, discourages
scrutiny, and makes it exceedingly difficult for even sophisticated employers to track the flow
of funds and understand the program’s true financial impact. This manufactured complexity
provides cover for the fee-extraction model and solidifies the PBM's control over the patient's
benefits.

The Inflationary Spiral: How Maximizers Perpetuate High Drug Prices

Contrary to the claims of PBMs and payers that co-payment maximizer programs are tools for
controlling escalating drug costs, a deeper economic analysis reveals that they are an integral
component of the very system that drives price inflation. These programs do not solve the
problem of high drug prices; they perpetuate it. By insulating key actors from the market
consequences of high list prices, maximizers help sustain a perverse and dysfunctional pricing
equilibrium that benefits intermediaries like PBMs and distributors. They neutralize the
primary cost-control levers of modern benefit design and create a stable environment in
which the "high list price, high rebate" model can continue to thrive, ultimately increasing
costs for the healthcare system as a whole.

The Symbiotic Relationship Between High List Prices and
PBM/Distributor Revenue

To understand the inflationary impact of maximizers, one must first recognize that the
business models of key pharmaceutical supply chain intermediaries are often directly and
positively correlated with high drug list prices, also known as the Wholesale Acquisition Cost
(WAC).®

For PBMs, a primary source of revenue is the negotiation of rebates from
manufacturers. These rebates are almost always calculated as a percentage of the drug’s list
price.> Consequently, a drug with a higher list price can generate a larger dollar-value rebate,

even if the net price after the rebate is the same as a lower-priced competitor. This dynamic
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creates an incentive for PBMs to favor drugs with high list prices and high rebates on their
formularies, as it allows them to demonstrate greater "savings” to their clients and potentially
increases their retained portion of the rebate.”” Empirical research has quantified this effect,
finding that, on average, a $1.00 increase in negotiated rebates is associated with a $1.17
increase in the drug's list price, confirming that the demand for higher rebates directly fuels
list price inflation.”? PBMs can also profit from “spread pricing,” a practice where they charge
a health plan a higher price for a drug than they reimburse the pharmacy. The size of this
"spread"” is often larger for more expensive drugs, again tying PBM profitability to high list
prices.”

Pharmaceutical wholesalers, the entities that distribute drugs from manufacturers to
pharmacies, also benefit from high list prices. Their revenue is derived from fees and markups
that are often tied to the WAC.”® Furthermore, they can profit from manufacturer price
increases through a practice known as "forward buying,” where they purchase and stockpile
inventory at a lower price before a planned price increase and then sell it at the new, higher
price, capturing the difference.”®

A Perverse Cycle: Why Maximizers Incentivize Manufacturers to
Maintain or Increase List Prices

The interplay of these dynamics creates a stable, perverse feedback loop where high list
prices become advantageous for the most powerful players in the system. In a market without
maximizers, a manufacturer that sets an extremely high list price would face significant
pushback. Payers would place the drug on a high tier with prohibitive coinsurance, and even
with co-pay assistance, the high price would be a point of contention in negotiations.
Maximizer programs resolve this tension and create a state of equilibrium that benefits both
the manufacturer and the PBM. The system works as follows:

1. The Manufacturer's Position: The manufacturer can maintain or even increase a high
list price. This high price is necessary to accommodate the large, percentage-based
rebates demanded by PBMs for formulary access. It also allows the manufacturer to
fund a large co-payment assistance program, which is essential to ensure patients can
overcome the high cost-sharing barriers created by that same high list price.™
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2. The PBM/Payer's Position: The PBM implements a maximizer program. This program
captures the entire value of the manufacturer's large assistance program, converting it
into direct savings for the health plan and lucrative fee revenue for the PBM.”

In this closed loop, the high list price is no longer a problem to be solved; it is a prerequisite
for the system to function profitably for the intermediaries. The manufacturer secures market
access for its drug, the PBM profits from both the high-rebate environment and the direct
fees from the maximizer program, and the health plan sees a reduced net cost for that
specific drug. The only losers are the broader healthcare system, which must absorb the
inflationary effects of ever-increasing list prices, and the patient, who, as detailed in the
previous section, faces catastrophic financial risk for all other health services.’® The
maximizer, therefore, acts as a "keystone™ that locks the dysfunctional high list price/high
rebate system into place, making it a sustainable and mutually beneficial strategy for the most
powerful market participants. This represents a fundamental shift in the PBM's role, from an
agent intended to manage drug utilization and costs to one that manages and harvests
third-party subsidies, a role whose profitability depends on the very price inflation it is
supposed to control.

A Calculated Risk: Why Manufacturers Participate in the Maximizer
Ecosystem

At first glance, a pharmaceutical manufacturer's willingness to fund a multi-billion-dollar
assistance program only to see its value systematically captured by PBMs and health plans
appears paradoxical. Why would a manufacturer willingly participate in a system that diverts
funds intended to help patients? The answer lies not in a preference for the maximizer model,
but in a calculated assessment of risk within a complex and punitive regulatory environment.
The primary driver of this behavior is the formidable power of the Medicaid "Best Price” rule, a
federal statute that carries the potential for catastrophic financial penalties. Faced with the
legal tightrope created by this rule, manufacturers may view the convoluted financial
architecture of a co-payment maximizer as a "safer,” albeit still undesirable, alternative to
more direct forms of patient assistance that carry greater regulatory risk.

The Medicaid "Best Price” Rule: A High-Stakes Compliance Challenge
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The Medicaid Drug Rebate Program (MDRP) is a cornerstone of federal and state
efforts to control prescription drug spending. A central provision of the MDRP is the "Best
Price” rule, which mandates that a drug manufacturer must provide Medicaid with a rebate
that ensures the program receives the lowest price offered to nearly any commercial or
private purchaser in the United States.*® Specifically, the rebate for a brand-name drug is the
greater of either 23.1% of the Average Manufacturer Price (AMP) or the difference between
the AMP and the "Best Price".*

The statute defines "Best Price” as the lowest price available from the manufacturer to
"any wholesaler, retailer, provider, health maintenance organization, nonprofit entity, or
governmental entity".*” The list of these "best price eligible entities" is critical because it does
not include patients. The existential risk for a manufacturer is that if its co-payment assistance
is legally interpreted as a price concession or discount that benefits a health plan or PBM
(both of which are best price eligible entities) rather than accruing solely to the patient, the
entire value of that assistance could be used to calculate a new, much lower "Best Price" for
the drug.%°

The financial consequences of such a reclassification would be devastating. If a
manufacturer provides $15,000 in co-pay assistance for a drug, and this is deemed a
discount to the plan, the drug's "Best Price” could plummet. This new, lower Best Price would
then be used to calculate the mandatory rebate owed to Medicaid programs in all 50 states,
potentially resulting in hundreds of millions or even billions of dollars in retroactive rebate
liabilities.*® This high-stakes compliance challenge forces manufacturers to be exceedingly
cautious about how their assistance programs are structured and how the value is perceived
to flow through the healthcare system.

The 2020 CMS Final Rule and Its Aftermath: A Legal Tightrope for
Manufacturers

The regulatory threat associated with Best Price became acute in December 2020,
when the Centers for Medicare & Medicaid Services (CMS) issued a final rule that directly
targeted co-payment accumulator and maximizer scenarios. The rule stated that beginning
January 1, 2023, manufacturer assistance would have to be included in Best Price calculations
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if the full value of that assistance was not passed on to the patient.5 This rule effectively put
manufacturers in an impossible position: they would be held responsible for "ensuring” that
the value of their assistance was not captured by payers, a task made difficult by the opaque
and complex systems that PBMs control.>* The rule created immense financial uncertainty,
threatening the viability of all co-payment assistance programs.

In response, the Pharmaceutical Research and Manufacturers of America (PhRMA)
filed a lawsuit challenging the rule. In May 2022, the U.S. District Court for the District of
Columbia vacated the rule, handing the industry a significant victory.%® The court's reasoning
was based on a literal interpretation of the statute: since assistance is provided to patients,
and patients are not on the list of "best-price-eligible purchasers,” CMS had exceeded its
authority by requiring these funds to be included in the Best Price calculation.>

Despite this favorable ruling, the legal environment remains uncertain. The court's
decision hinged on a legal formalism—the direct recipient of the funds—rather than the
economic reality of who ultimately benefits. The underlying threat persists that a future
administration could issue a new rule, or a different court could interpret the statute
differently, leaving manufacturers on a precarious legal tightrope.' This lingering risk

continues to heavily influence manufacturer strategy regarding patient assistance.

Maximizers as a "Safe Harbor": Why the Program’s Structure Offers a
Perceived Shield from "Best Price” Liability

Given this high-risk regulatory landscape, the convoluted structure of the co-payment
maximizer program, while financially inefficient for the manufacturer, may offer a perceived
legal advantage over more direct forms of assistance that are subject to a simple
accumulator. Federal regulation (specifically, 42 CFR § 447.505) states that manufacturer
co-payment assistance is excluded from Best Price calculations only “to the extent that the
program benefits are provided entirely to the patient and the pharmacy, agent, or other entity
does not receive any price concession”.”

In a straightforward co-payment accumulator scenario, the financial trail is relatively
clear. The manufacturer's payment directly reduces the amount the health plan has to pay for
the drug, making a strong argument that the plan has received a direct price concession. This
creates a significant legal risk for the manufacturer under the Best Price statute.
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The maximizer model, however, introduces layers of separation and recharacterization that
muddy the financial waters. The manufacturer's funds do not flow directly to the plan. Instead,
they flow to a third-party vendor, which then uses those funds to cover an artificially inflated
“patient cost-share." The PBM, in turn, receives a "service fee" for administering the
program.?® This complex pathway allows the transaction to be framed not as a discount on
the drug's price to the payer, but as a payment to a vendor for a "patient support service."
This creates legal ambiguity. it becomes more difficult for a regulator to definitively prove that
the manufacturer provided a direct price concession to a best-price-eligible entity.

This gap between the legal form of the transaction (a payment to a patient's benefit
via a vendor) and its economic substance (the value is captured by the payer) creates the
gray area in which the maximizer model thrives. While manufacturers are undoubtedly harmed
by having the full value of their assistance programs captured, they may calculate that this
known financial loss is preferable to the unknown but potentially catastrophic risk of a Best
Price violation. Therefore, the existence of the powerful but blunt Best Price rule has the
unintended consequence of fostering more complex and opaque business practices in the
commercial market, as all parties are incentivized to create convoluted financial arrangements
to avoid triggering its punitive effects.
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Section 11. The Wholesaler Oligopoly: An Analysis of
Market Control, Price Inflation, and Supply Chain
Fragility in U.S. Pharmaceutical Distribution

The U.S. pharmaceutical distribution system, a critical component of national
healthcare infrastructure, is dominated by a highly concentrated oligopoly. Three
companies—Cencora (formerly AmerisourceBergen), Cardinal Health, and McKesson,
collectively known as the "Big Three"—control over 90% of the market, creating a system that
functions with the power of a de facto monopoly.' This report provides an exhaustive analysis
of the interlocking mechanisms through which this oligopoly exercises its market power to
artificially inflate pharmaceutical prices for providers and patients, exert unsustainable
financial pressure on manufacturers, and contribute directly to the persistent and growing
crisis of drug shortages.

The analysis demonstrates that the Big Three's market control is not merely a function
of their size, but is actively maintained and exploited through a sophisticated architecture of
contractual and structural arrangements. This report deconstructs seven key mechanisms
that, in concert, create a self-reinforcing system of value extraction and competitive
foreclosure:

1. Generic Compliance Ratios (GCRs): These contractual requirements, embedded in
Prime Vendor Agreements, function as anticompetitive tying arrangements. By linking
essential rebates and favorable pricing on monopolized brand-name drugs to a
pharmacy's purchasing volume of generic drugs, wholesalers effectively force
pharmacies to source generics from them, even at inflated prices, thereby locking out
smaller, more competitive secondary wholesalers.®

2. Wholesaler-Owned Pharmacy Services Administrative Organizations (PSAOs):
The Big Three have achieved a form of "soft" vertical integration by owning the PSAOs
that represent over 75% of independent pharmacies.® This creates a profound conflict
of interest, transforming these organizations from agents of the pharmacies into
enforcement arms for the wholesalers, steering their members into the very contracts

that limit their autonomy and financial viability.®
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3. Generic Sourcing Alliances: Through joint ventures such as Red Oak Sourcing
(Cardinal Health/CVS) and ClarusONE (McKesson/Walmart), the wholesalers have
consolidated over 90% of the nation's generic drug purchasing power.? This extreme
monopsony power allows them to drive manufacturer prices down to unsustainable
levels, leading directly to market exits, a lack of manufacturing redundancy, and chronic
drug shortages for critical medicines.”®

4. The Price Paradox: The wholesalers exploit their dual-sided market power to
simultaneously squeeze manufacturers on price while inflating the costs for
pharmacies. They use their sourcing alliances to acquire generics at artificially low
prices and then use GCRs to sell those same drugs to a captive pharmacy market at
markups estimated to be as high as 200%, compared to just 1% for brand-name
drugs.”

5. Coercive Contract Clauses: One-sided contractual terms are weaponized to discipline
market participants. "Failure to Supply" (FTS) clauses penalize manufacturers who
cannot meet demand at the unsustainably low prices the wholesalers dictate, while
"Right of First Refusal" (ROFR) clauses allow wholesalers to neutralize competitive
threats from secondary suppliers without engaging in proactive price competition.”

6. Financial Engineering via "Float": By enforcing short payment cycles on pharmacies
while negotiating extended terms with manufacturers, wholesalers operate with a highly
favorable cash conversion cycle. This allows them to hold and invest billions of dollars in
"float"—capital paid by their customers before they must pay their
suppliers—generating substantial profits at the expense of the financial stability of
other supply chain participants.’

7. Pharmacy Switch Surveillance: The ownership of the two dominant pharmacy
switches—Relay Health {McKesson) and Change Healthcare
(UnitedHealth/Optum)—transforms neutral data infrastructure into a proprietary
surveillance system.” A pharmacy switch acts as a router for prescription drug claims.
By accessing real-time pharmacy dispensing data, wholesalers can perfectly monitor
and enforce compliance with GCRs, making it virtually impossible for pharmacies to
deviate from their restrictive contracts. It is no longer feasible to change how much they
are paid, by who, and whether they charge everyone the same or use fees as leverage.'

This report concludes that these are not disparate issues but are integral components of a
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single, highly effective system of market control. The resulting price inflation and supply chain
fragility are not market failures but are the predictable outcomes of a system designed to

maximize value extraction for the oligopoly.

The Architecture of an Oligopoly: Market Concentration in U.S. Drug
Wholesaling

In addition to the broken dynamics of the pharmaceutical benefit managers, a key
component of the market distortions and anticompetitive practices within the U.S.
pharmaceutical supply chain is the concentration of power within the wholesale distribution
sector. This market is a mature and stable oligopoly dominated by three colossal entities:
Cencora (the new name for AmerisourceBergen), Cardinal Health, and McKesson
Corporation.! Together, these "Big Three" wholesalers function as the indispensable
intermediaries, the central gatekeepers through which nearly every prescription drug in the
United States must pass. Their sheer scale when combined with their agreements and
ventures with PBMs (and the entities that own the PBMs, insurance carriers), creates a unique
web of control that allows them to distribute "the spoils” of every margin dollar in the entire
pharmacy supply chain, from insurance plan to the lowest price generics, and patient out of
pocket costs.

The market share controlled by the Big Three is staggering and has steadily increased
over the past decade. Combined, these companies manage the distribution of over 90% of all
pharmaceutical and medical products in the United States." Analysis from 2018 estimated
their combined share of the drug distribution channel to be as high as 95%, an increase from
87% in 2013.2 This growth was fueled by a combination of acquisitions of smaller wholesale
distributors and strategic shifts by large retail pharmacy chains to source their generic drugs
through these primary wholesale channels.” This level of concentration means that for both
pharmaceutical manufacturers seeking to bring a drug to market and for pharmacies seeking
to procure inventory, engaging with at least one of the Big Three is not a choice but a
necessity. They are, for all practical purposes, the market itself.

The financial scale of these operations is commensurate with their market dominance.
In 2024, the combined drug distribution revenues for the Big Three were $776 billion." This

market structure has allowed the Big Three to perfect a simple but profoundly effective
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business model, succinctly described as: "Buy low, sell high, collect early, and pay late".”® Each
component of this model is predicated on the exercise of market power. They leverage their
immense purchasing volume to "buy low" from manufacturers, dictate terms to "sell high” to
pharmacies, enforce strict payment schedules to “collect early” from those pharmacies, and
use their critical role to "pay late" to manufacturers. The subsequent sections of this report
will systematically deconstruct how each of these objectives is achieved through specific
contractual and structural mechanisms.

It is crucial to understand that the U.S. pharmaceutical wholesale market is not a
dynamic environment where three firms fiercely compete on price and terms. Rather, it is a
stable oligopoly where competition is managed and market share is largely reallocated among
the incumbents. Recent shifts in primary wholesale relationships among major healthcare
players illustrate this point perfectly. For instance, UnitedHealth Group's Optum Rx business
shifted its primary relationship from Cardinal Health to McKesson, while the supermarket
chain Publix moved its business from Cencora to Cardinal Health."” On the surface, these
changes might suggest a competitive landscape. However, the critical observation is that
these massive contracts are not moving to a new, disruptive fourth player; they are simply
being shuffled among the existing members of the oligopoly. This dynamic demonstrates that
even the largest and most sophisticated purchasers in the healthcare system lack a viable
competitive alternative outside the Big Three. The barriers to entry for a new, full-line national
wholesaler are effectively insurmountable, given the required logistical infrastructure,
manufacturer relationships, and capital. Consequently, these shifts do not represent market
disruption but rather a reinforcement of the closed, stable nature of the oligopoly, where the
members may compete for share from one another but face no existential threat from outside
competition. This stability is the bedrock upon which their collective market power is built.

To provide a clear, quantitative foundation for the analysis that follows, the market
concentration is summarized below.

holesaler individual Market
Share (%)
cKesson Corporation [30%

Cardinal Health 31%
Cencora 29%
AmerisourceBergen)
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Data compiled from sources ' and.”

This table codifies the architecture of the oligopoly. With individual market shares clustering
around 30% each, no single firm dominates, but their collective control is nearly absolute. Itis
from this position of shared market dominance that the Big Three are able to individually and
collectively impose the terms and structures that define the economics of the entire

pharmaceutical supply chain.

The Gatekeepers: How Generic Compliance Ratios Erect Barriers to
Competition

Among the most powerful yet least understood tools used by the Big Three
wholesalers to maintain their market dominance are the contractual clauses known as Generic
Compliance Ratios (GCRs). Far from being a simple measure of purchasing efficiency, GCRs
function as a highly effective anticompetitive mechanism. They are designed to lock
pharmacies into a dependent relationship with their primary wholesaler, effectively foreclosing
the market to smaller, often lower-priced, secondary wholesalers. By leveraging their control
over the supply of essential brand-name drugs, the Big Three use GCRs to create a "rebate
trap” that makes it financially irrational for a pharmacy to seek better prices for generic drugs
elsewhere, thereby protecting the wholesalers’ inflated generic margins.

A GCR is defined within a pharmacy's Prime Vendor Agreement (PVA) as the
percentage of its total prescription drug purchases that are generic medications sourced from
that primary wholesaler.® The formula is straightforward: the dollar amount of generic drugs
purchased from the primary wholesaler divided by the total dollar amount of all prescription
drugs purchased from that wholesaler. Wholesalers present this metric as a benchmark for a
pharmacy's profitability and purchasing discipline. However, its primary function is to serve as
the gateway to a complex system of tiered rebates and discounts that are the lifeblood of a
pharmacy's financial viability.™®

Wholesaler contracts are structured to provide significant penalties for violating this
ratio. The most significant of these is the generic rebate, which is typically organized into
multiple tiers based on the pharmacy's GCR.* A pharmacy that achieves a GCR of 98%, for

example, might receive a 30% rebate on all its generic purchases for the month. If its

104



182

compliance drops to 94%, that rebate might fall to 25%. For an average independent
pharmacy, this seemingly small percentage change can translate into thousands of dollars in
lost income.* Furthermore, these GCRs are often linked to other crucial financial terms,
including the size of the discount the pharmacy receives on its brand-name drug purchases.'®

This structure creates a perilous financial dynamic for any pharmacy attempting to
lower its cost of goods by purchasing from secondary suppliers. A secondary wholesaler can
often offer specific generic drugs at a price significantly lower than the primary wholesaler's.
In fact, pharmacies have told us that cost plus drugs offers pieces to patients lower than what
they can buy the same drugs from the big 3 wholesalers for, even after all rebates. A rational
pharmacy owner, seeking to maximize profit, would naturally "chase” these cheaper deals.
However, the GCR system turns this rational decision into a potentially devastating financial
misstep.

Consider a hypothetical but realistic scenario based on this contractual structure: An
independent pharmacy identifies an opportunity to save $100 on a single order of imatinib
from a secondary supplier. On an item-by-item basis, this is a clear win. However, by shifting
that purchase away from its primary wholesaler, the pharmacy's GCR for the month might slip
from a higher tier to a lower one. As documented in analyses of these contracts, this could
trigger a reduction in the pharmacy's overall generic rebate from 30% to 25%. For a pharmacy
spending $60,000 per month on generics, this drop in the rebate rate results in a net loss of
$3,000 for the month.” The initial $100 savings is dwarfed by the subsequent penalty. This
"rebate trap" effectively punishes pharmacies for seeking competitive prices and compels
them to purchase generics from their primary wholesaler, even when they know the price is
higher than the market value available elsewhere.?

This mechanism functions as a sophisticated tying arrangement. In a classic tying
scheme, a seller with market power over one product (the "tying" product) forces a buyer to
also purchase a second, different product (the “tied" product). In this case, the Big Three
wholesalers hold de facto monopoly power over the distribution of the full portfolio of
brand-name drugs. A pharmacy cannot operate without reliable access to these products,
making them an essential, "must-have" tying product. The wholesalers leverage this power by
making favorable financial terms on brand drugs—the very products where they face no
competition—contingent upon the pharmacy meeting a high GCR. This forces the pharmacy
to also purchase the "tied" product: generic drugs. This is particularly pernicious because the
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generic market is, in theory, a competitive one. By tying the two together, the wholesalers use
their monopoly power in the non-competitive brand market to foreclose competition and
protect their inflated margins in the competitive generic market. Secondary wholesalers, who
cannot offer the comprehensive portfolio of brand-name drugs, are thus unable to compete
effectively, regardless of how low their generic prices are.

Furthermore, the sheer complexity of these contracts creates a significant information
asymmetry that wholesalers exploit to maintain control. The final, true cost of any single drug
is not its invoice price. It is a function of a dizzying array of factors: multiple tiered rebate
structures for generics and brands, volume commitments, formulary requirements, and
payment terms.* To know with certainty whether purchasing a single item from a secondary
supplier will result in a net financial gain or loss requires a daily, dynamic recalculation of the
pharmacy's entire purchasing portfolio against the intricate terms of its PVA* Most
independent pharmacies lack the specialized staff, software, and time to perform this
constant, complex analysis. Faced with this uncertainty and the credible threat of losing
thousands of dollars in rebates, the path of least resistance and lowest risk is to simply default
to purchasing everything from the primary wholesaler. This is a form of control through
calculated obfuscation, reinforcing the wholesaler's power by making the true costs of
deviation unknowable.

The following table illustrates the financial trap created by a typical GCR rebate
structure, demonstrating how a small deviation in purchasing behavior can lead to a

significant net financial loss.

IGCR Tier Generic Rebate  Monthly Rebate  JHypothetical Net Gain/Loss
Percentage on $100k Generic |Savings from from "Chasing
Spend Secondary Savings"
holesaler
Tier 1: 95-100% [30% $30,000 IN/A Baseline
Tier 2: 90-94.9% [25% $25,000 1$1,000 -$4,000
Tier 3: 85-89.9% [20% $20,000 ]$2,000 -$8,000

This table is an illustrative model based on the tiered incentive structures described in
source.” It assumes a pharmacy with $100,000 in monthly generic spend. A purchase from a
secondary supplier saves $1,000 but causes the GCR to drop from Tier 1 to Tier 2, resulting in
a $5,000 reduction in rebates and a net loss of $4,000.

As the table demonstrates, the penalty for non-compliance far outweighs the potential
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reward. This coercive financial structure is a primary reason why the secondary wholesale
market has been unable to gain a meaningful foothold and why the Big Three are able to
maintain artificially high prices on generic drugs sold to their captive pharmacy customers.
This restriction of course impacts the cost to patients, particularly the uninsured or those with
High deductible plans. If a pharmacy could buy at the lowest available price , they can sell to
any patient at the lower price. Unfortunately, the GCR trap prevents this. Leaving the
pharmacy to sell to the patient at a price higher than it should be. The same applies to self
insured employers. This benefits not only the wholesaler , but also the PBM who can now
charge a higher price and has the opportunity to mark up or spread the pricing to the
employer. Without the employers knowledge that this GCR policy and the PBms refusal to

contest it , is costing employers and patients

The Captive Network: Wholesaler-Owned PSAOs and the Erosion of
Independent Pharmacy Autonomy

The market power of the Big Three wholesalers is not confined to the logistics of drug
distribution; it extends deep into the administrative and financial operations of their most
profitable customers: independent pharmacies. For the purpose of this report we define any
pharmacy that is not owned or affiliated with a big 3 PBM. This influence is exerted through a
powerful and often overlooked form of vertical integration—the ownership of Pharmacy
Services Administrative Organizations (PSAOs). While ostensibly created to help independent
pharmacies, wholesaler-owned PSAOs function as a critical tool for customer capture and
control. They create a profound conflict of interest that transforms them from advocates for
pharmacies into enforcement arms for their parent wholesalers, effectively stripping
independent pharmacies of their autonomy and locking them into the wholesalers'
anticompetitive ecosystem.

PSAOs are intermediary entities that provide a range of "back-office” services to
independent pharmacies, which lack the scale and resources of large chains.® Their most
critical function is the collective negotiation of contracts with powerful Pharmacy Benefit
Managers (PBMs).® By aggregating thousands of independent pharmacies into a single
network, a PSAO can theoretically achieve more favorable reimbursement rates and contract
terms than a single pharmacy could on its own.? Approximately 83% of all independent
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pharmacies in the U.S. utilize the services of a PSAQ, making them a central feature of the
community pharmacy landscape.®

The critical issue, however, lies in the ownership of these influential organizations. The
maijority of PSAOs are not independent, pharmacy-owned cooperatives. Instead, they are
owned and operated by the Big Three wholesalers themselves.® An estimated 75% of
independent and small-chain pharmacies are members of a PSAO owned by Cencors,
Cardinal Health, or McKesson.® This vertical integration creates an immediate and
irreconcilable conflict of interest. The entity tasked with representing the pharmacy's best
interests in contract negotiations is owned by the pharmacy's largest supplier and, frequently,
its largest creditor.

Investigations and industry reports have confirmed that this conflict is not merely
theoretical. A Government Accountability Office (GAO) report found that while most PSAO
owners claimed their PSAO business line earned little to no profit, they acknowledged
operating the PSAO to provide benefits to their non-PSAQ line of business—namely, drug
distribution.® The mechanism for leveraging this conflict is direct and coercive. The GAO
found that some wholesaler-owned PSAOs explicitly limit their services to pharmacies that
are already customers of their drug distribution business.® In practice, this means that for an
independent pharmacy to gain access to the PBM networks and administrative support
offered by a dominant PSAQ, it must first agree to source its drugs from the PSAO's parent
company.

This arrangement effectively transforms the PSAO into a powerful customer
acquisition and retention tool for the wholesaler. It creates a closed loop: an independent
pharmacy, needing to contract with PBMs to serve insured patients, joins the largest and most
powerful PSAO available, which is owned by a wholesaler. As a condition of joining, or through
strong-armed contractual terms, the pharmacy is then funneled into a Prime Vendor
Agreement with that same wholesaler. This PVA will inevitably contain the restrictive Generic
Compliance Ratios (GCRs) and other unfavorable terms discussed previously. The PSAQ,
which should be the pharmacy's advocate, instead becomes the instrument that traps the
pharmacy in an undesirable and often financially disadvantageous purchasing contract.

This structure represents a form of “soft" vertical integration that achieves the same
anticompetitive results as a direct merger but with far less regulatory scrutiny. By controlling

the administrative and contracting agent for thousands of nominally “independent”
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pharmacies, the wholesaler gains effective control over their collective purchasing decisions
without the need for direct ownership. The PSAO is marketed to pharmacies as a lifeline, a
way to gain "significant bargaining clout" and compete with larger chains.? In reality, for the
majority of pharmacies contracting with a wholesaler-owned PSAQ, this aggregated power is
wielded not for their benefit, but for the benefit of the wholesaler's primary business. The
PSAO is meant to “negotiate” with PBMs on one side. However, given the business
relationships wholesalers have with the big 3 PBMs, there is an inherent conflict of interest
present and a motivation to strike poor deals for the independent pharmacies within a PSAQ.
PBM contracts negotiated by PSAOs almost always reimburse brand drugs under the cost of
medications. Payment terms result in independent pharmacies carrying significant float risk
for PBMs. The PSAOs may hold themselves out as negotiating on behalf of independent
pharmacies, but are in fact more closely tied financially to the large PBMs they are meant to
negotiate against.

Effectively, the more important, albeit less transparent, function of PSAOs is to ensure
a steady, compliant, and captive customer base for its parent company. This dynamic
neutralizes the very independence that defines community pharmacy. A pharmacy's most
critical business decisions are procurement and reimbursement—the ability to source its
primary product, pharmaceuticals, at the best possible price. When its agent in the
marketplace (the PSAO) is owned by its primary supplier (the wholesaler), this independence
is rendered illusory. The pharmacy is no longer an autonomous actor seeking the best terms
in an open market; it is a captive node in a vertically integrated supply chain, with its choices
constrained and its profitability squeezed to serve the interests of the dominant player at the
center. This structural conflict of interest is a key enabler of the oligopoly's power, allowing it
to extend its control from the warehouse dock directly into the back office of thousands of

community pharmacies across the country.

Monopsony Power in Action: The Impact of Generic Sourcing
Alliances

While the Big Three wholesalers exert oligopoly power over their pharmacy customers,
they exert a different but equally potent form of market control over their suppliers:

monopsony power. A monopsony exists when there is effectively only one buyer for a given

109



187

product, granting that buyer immense leverage to dictate prices and terms. In the U.S. generic
drug market, the wholesalers, in partnership with the largest pharmacies and PBMs, have
strategically engineered such a structure through the creation of massive generic sourcing
Group Purchasing Organizations (GPOs). These alliances have consolidated nearly all generic
purchasing into the hands of a few "mega-buyers,” whose relentless pursuit of lower
acquisition costs has pushed the generic manufacturing industry to the brink of collapse,
creating a fragile and brittle supply chain that is the direct cause of chronic, systemic drug
shortages.

The landscape of generic drug purchasing is dominated by a small number of these
powerful sourcing consortia, which are joint ventures between the largest players in the
supply chain:

e Red Oak Sourcing: A 50/50 joint venture established in 2014 between wholesaler
Cardinal Health and CVS Health, which is both the largest retail pharmacy chain and a
dominant PBM (CVS Caremark).*

e ClarusONE Sourcing Services: A joint venture formed in 2016 between wholesaler
McKesson Corporation and Walmart, the nation's largest retailer.>*

e Walgreens Boots Alliance Development (WBAD): A Swiss-based joint venture that
serves as the global procurement arm for Walgreens. Crucially, through its long-term
distribution agreement, wholesaler Cencora (AmerisourceBergen) sources its generic
drugs through WBAD, effectively sharing in and contributing to its purchasing scale. The
PBM Express Scripts also participates in WBAD through its generic purchasing arm
Econdisc.’

The formation of these entities has radically concentrated purchasing power. By 2017-2018, it
was estimated that these groups accounted for an astounding 90% of all generic drug
purchases from manufacturers in the United States.® This extreme consolidation of buy-side
power has fundamentally altered the market dynamic. Generic manufacturers no longer sell
into a fragmented market of thousands of pharmacies and hundreds of wholesalers. Instead,
they face a handful of gatekeepers who control access to nearly the entire U.S. market.

This structure places the sourcing GPOs in the position of being price-setters and
market-makers.*” To secure a contract with Red Oak, ClarusONE, or WBAD is to gain access to
a massive portion of the market; to fail to do 30 is to be effectively shut out.®® This dynamic

forces generic manufacturers into a brutal "race to the bottom,” where they must compete
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almost exclusively on offering the lowest possible price.® The GPOs' negotiating leverage is so
immense that they can extract prices that are often at or below the cost of production,
severely threatening the profitability and long-term sustainability of the manufacturers.

The consequences of this intense, artificially created price pressure are severe and
predictable. First, it leads to market consolidation on the manufacturing side. Only the largest
generic manufacturers, typically those with significant offshore production in India and China,
have the scale to produce the massive volumes required to win a GPO contract and survive on
razor-thin margins.® Smaller manufacturers are driven out of the market. Second, it forces
manufacturers to abandon the production of less profitable, older, but often medically
essential generic drugs, particularly sterile injectables which are complex and costly to
produce.® When prices are driven to unsustainable levels, manufacturers will logically exit
those markets to focus on more profitable products.

This combination of manufacturer consolidation and market exit creates a dangerously
fragile supply chain. The GPOs often move toward awarding single-source contracts to the
manufacturer offering the lowest price.” This eliminates manufacturing redundancy. When
that single, contracted manufacturer inevitably experiences a production delay, a quality
control issue leading to an FDA shutdown, or a disruption in sourcing raw materials, there is no
alternative supplier ready to step in. The result is an immediate and often prolonged drug
shortage.*®

Therefore, the persistent shortages of chemotherapy drugs, antibiotics, and other
critical medications are not an accident or a sign of isolated market failures. They are a direct,
structural outcome of a purchasing system designed to maximize the leverage of
intermediaries at the expense of the stability of the manufacturing base. The GPOs' business
model prioritizes the lowest possible immediate acquisition cost above all other
considerations, including supply chain resilience and redundancy. The public health
consequences of this model have become so severe that in February 2024, the Federal Trade
Commission (FTC) and the Department of Health and Human Services (HHS) issued a formal
Request for Information to investigate how the contracting practices of GPOs and wholesalers
are contributing directly to the generic drug shortage crisis.*? This federal inquiry validates
the long-held concern that the monopsony power wielded by these sourcing alliances is a
primary driver of instability in the nation's drug supply.

The table below clarifies the ownership and immense market control of these
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dominant sourcing entities.

GPO Name Controlling/Parent Entities

Red Oak Sourcing [Cardinal Health, CVS Health

ClarusONE Sourcing Services [McKesson Corporation,
Walmart

Walgreens Boots Alliance /algreens, Cencora

Development (WBAD) (AmerisourceBergen),
Econdisc (Express Scripts,
Kroger)

Data compiled from sources.®

This visualization of consolidated power makes it clear that the generic drug market is
not a free market. It is a market managed and controlled by a few powerful buyers whose
practices, while beneficial to their own bottom lines, have systematically eroded the
manufacturing base and created the conditions for the ongoing public health crisis of drug
shortages.

The Price Paradox: Squeezing Manufacturers, Inflating Pharmacy
Costs

The market power of the Big Three wholesalers manifests in a central paradox that
defines the economics of the generic drug supply chain: they have constructed a system that
allows them to simultaneously pay manufacturers less for generic drugs while charging their
pharmacy customers more. This is not a contradiction but the core of their business model for
generics, which has evolved from simple distribution to a form of market arbitrage. By acting
as a powerful monopsony on the purchasing side and a restrictive oligopoly on the selling
side, wholesalers create and exploit an artificial price spread, capturing enormous profits at
the expense of both manufacturers and pharmacies.

The first half of this paradox—the squeeze on manufacturers—is executed through the
generic sourcing GPOs like Red Oak and ClarusONE, as detailed in the previous section. By
consolidating over 90% of the purchasing volume, these entities force generic manufacturers
into a hyper-competitive, price-driven "race to the bottom".® This intense downward pressure
drives the wholesalers' acquisition cost for generics to the lowest possible level, often to a
point that is financially unsustainable for the manufacturers themselves."
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The second half of the paradox—inflating costs for pharmacies—is where the
wholesalers' oligopoly power comes into play. Having acquired generic drugs at deeply
discounted prices, they do not pass these savings down the supply chain. Instead, they sell
these same drugs to pharmacies at a significant markup.®

The ability to sustain such high markups in a supposedly competitive product category
is directly enabled by the anticompetitive contracting mechanisms imposed on pharmacies,
most notably the Generic Compliance Ratios (GCRs). As established in Section I, GCRs
effectively trap pharmacies into sourcing the vast majority of their generics from their primary
wholesaler. A pharmacy that attempts to buy a cheaper generic from a secondary supplier
risks losing tens of thousands of dollars in rebates on its entire portfolio of drug purchases.*
This contractual coercion eliminates the threat of price competition from secondary
wholesalers and creates a captive market. Pharmacies are forced to accept the primary
wholesaler's inflated generic prices as a condition of maintaining access to essential
brand-name drugs and the rebate structures necessary for their financial survival.®

Ultimately, the wholesalers have engineered a two-sided market where they control
the pricing dynamics on both ends. They have moved beyond a simple logistics model, where
profit is earned for the service of distribution, to an arbitrage model, where profit is extracted
from a price differential that they themselves create and maintain through market power. They
use their GPOs to create an artificial price floor with manufacturers (monopsony power) and
use their GCR-based contracts to create an artificial price ceiling with pharmacies (oligopoly
power). The vast space between that floor and ceiling is the wholesaler’s arbitrage profit—a
profit not of value created, but of value extracted from a controlled and manipulated market.
The 19% markup on generics is the statistical signature of this arbitrage model in action, a

clear indicator of a market that is not functioning competitively.

Coercive Contracting: Weaponizing "Failure to Supply” and "Right of
First Refusal" Clauses

The market power of the Big Three pharmaceutical wholesalers is codified and
enforced through highly specific and often punitive clauses within their contracts with both
manufacturers and pharmacy customers. Two such provisions, "Failure to Supply” (FTS) and
"Right of First Refusal” (ROFR) clauses, stand out as particularly potent instruments of market
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discipline. While framed as standard business protections, these clauses are weaponized by
the wholesalers to reinforce their dominant position. FTS clauses are used to discipline the
supply side—the generic manufacturers—ensuring their compliance with the low-price regime
dictated by the sourcing GPOs. Simultaneously, ROFR clauses are used to discipline the
demand side—pharmacies and potential competitors—preventing any deviation from the
wholesalers' high-price regime. Together, they form a contractual pincer movement that
squeezes manufacturers and boxes out competition.

Failure to Supply (FTS) Clauses

A Failure to Supply clause is a contractual provision that defines the consequences if a
supplier cannot deliver goods as agreed upon in a purchase order or contract.*® in a normal
commercial relationship, this is a reasonable protection for the buyer against supply
disruptions. However, in the context of the U.S. generic drug market, these clauses become
abusive. As established, the wholesaler-led GPOs exert immense monopsony power to force
generic manufacturers to accept unsustainably low prices, often at or below the cost of
production.® The FTS clause is then imposed on top of this coerced low price.

The practical effect is that a generic manufacturer is contractually obligated to supply
whatever volume the wholesaler demands at a price that may be unprofitable, and if it fails to
do so—perhaps due to the very production line fragility caused by those low margins—it is
then hit with significant financial penalties.” This creates an untenable "death spiral” for the
manufacturer. It can either continue to produce at a loss to meet its contractual obligations
and avoid FTS penalties, or it can be forced to exit the market for that product entirely. This
dynamic has been identified by industry groups and government agencies as a key
contributor to drug shortages. The economic pressure created by the combination of
artificially low prices and punitive FTS penalties disincentivizes investment in manufacturing
quality and redundancy, making the supply chain brittle and prone to failure.” The erosion of
reasonable FTS clauses, which once may have accounted for legitimate manufacturing
challenges, and their replacement with rigid, punitive versions is now seen as a direct cause of
market instability.*

Right of First Refusal (ROFR) Clauses
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While FTS clauses control manufacturers, Right of First Refusal clauses control
pharmacies and neutralize competitors. A ROFR is a contractual right that requires a party (in
this case, a pharmacy) that receives a third-party offer for a good or service to first offer the
deal to the holder of the right (the primary wholesaler) on the same terms.*° In their PVAs with
pharmacies, the Big Three wholesalers frequently extract ROFRs on the products they
distribute."

This clause functions as a powerful anticompetitive tool. It allows the incumbent
wholesaler to maintain high prices across its network of pharmacies without fear of being
undercut. A smaller, more efficient secondary wholesaler might invest significant resources in
identifying an opportunity to offer a pharmacy a better price on a portfolio of generic drugs.
However, because of the ROFR, the pharmacy cannot simply accept this better offer. it must
first present the competitor's offer to its primary Big Three wholesaler. The incumbent can
then simply decide to match the price and retain the business."

This practice has a profound chilling effect on competition. It disincentivizes secondary
wholesalers from even attempting to compete for a pharmacy's business. Their competitive
efforts and pricing strategies are, in effect, turned into free market research for the
incumbent, who can sit back, maintain its high-margin pricing structure, and only offer
targeted discounts defensively when a competitor makes a move. The secondary wholesaler
does all the work of demonstrating a lower market price is possible, only to have the
incumbent swoop in and capture the benefit. This allows the Big Three to avoid proactive,
market-wide price competition, preserving their overall profitability while selectively
eliminating competitive threats as they arise.'® Hercules Pharmaceuticals, a secondary
wholesaler, has specifically cited the use of ROFRs by the Big Three as a direct cause for
being denied a significant amount of business, highlighting the substantial harm these
clauses inflict on market competition.™

In synthesis, these two contractual weapons work in tandem to protect the
wholesaler's artificially inflated generic drug margins. The FTS clause ensures a steady supply
of low-cost generics from manufacturers who are contractually bound to produce, even at a
loss. The ROFR clause ensures a steady, captive customer base of pharmacies who are
contractually prevented from effectively accessing lower prices from competitors. This
contractual architecture locks in the price spread from which the wholesalers profit,
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reinforcing the stability of the oligopoly and the fragility of the broader supply chain.

The Power of the Float: Financial Engineering in the Supply Chain

Beyond the direct profits generated from marking up drug prices, the Big Three
wholesalers have engineered a secondary, yet immensely powerful, revenue stream derived
from the manipulation of payment cycles within the supply chain. This practice is centered on
the concept of “float,” the temporary pool of capital a company holds after receiving payment
from its customers but before it has to pay its own suppliers. By strategically managing their

" B—wholesalers

cash conversion cycle—adhering to the mantra to "collect early, and pay late
force other, weaker participants in the supply chain to provide them with billions of dollars in
interest-free working capital, which they then invest for their own financial gain.

The Cash Conversion Cycle (CCC) is a key metric of operational and financial
efficiency. It measures the number of days it takes for a company to convert its investments in
inventory and other resources into cash flow from sales. The formula is CCC = DIO + DSO -
DPO, where DIO is Days Inventory Qutstanding, DSO is Days Sales Outstanding, and DPO is
Days Payable Outstanding.”> A company's goal is to minimize its CCC, as a shorter cycle
indicates greater liquidity and less reliance on external financing. A negative CCC is the most
desirable state, meaning a company is paid by its customers before it has to pay its suppliers.
The Big Three wholesalers have masterfully engineered their business operations to achieve
an exceptionally favorable CCC, leveraging their market power over both their customers
(pharmacies) and their suppliers (manufacturers).

1. Minimizing Days Sales Outstanding (DSO): The DSO component measures how
quickly a company collects payment after a sale. Wholesalers impose strict and often
short payment terms on their pharmacy customers.> This is particularly burdensome
for independent pharmacies, which often face their own cash flow challenges due to
the long and unpredictable reimbursement cycles from PBMs.*® While a pharmacy may
have to wait 30 to 60 days to be reimbursed for a dispensed prescription, its wholesaler
typically demands payment on a much shorter timeline. This power dynamic allows the
wholesaler to minimize its DSO, collecting cash from pharmacies quickly.

2. Maximizing Days Payable Outstanding (DPO): The DPO component measures how
long a company takes to pay its own bills. Here, wholesalers use their leverage over
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pharmaceutical manufacturers. As the primary gatekeepers to the U.S. market, they are
able to negotiate extended payment terms for themselves.5® A manufacturer, dependent
on the wholesaler for distribution, has little choice but to accept these terms. This
allows the wholesaler to maximize its DPO, holding onto its cash for as long as possible
before paying its suppliers.
The combination of a very low DSO and a very high DPO results in a negative or near-zero
CCC for the wholesalers. This means they consistently hold a massive pool of cash—the
float—that belongs, in an operational sense, to other entities. They are, in effect, receiving a
continuous, interest-free loan from the entire supply chain. This float capital does not sit idle;
it is invested in short-term financial instruments, generating substantial interest income for
the wholesalers. This profit is not derived from the core business of distributing drugs but
from a sophisticated form of financial engineering made possible entirely by their market
dominance.'

This practice represents a significant transfer of wealth and financial stability from the
more vulnerable parts of the supply chain to the most powerful. Independent pharmacies,
already squeezed on reimbursement and acquisition costs, are forced to act as a source of
rapid cash flow for their largest supplier. Generic manufacturers, already operating on
razor-thin margins due to GPO price pressure, are forced to wait for payment, effectively
providing zero-interest financing to their largest customer. This financial extraction
exacerbates the precarity of pharmacies and manufacturers, making them more susceptible
to financial distress, while simultaneously bolstering the balance sheets and profitability of the
wholesalers. The power of the float is a clear example of how the oligopoly's control extends
beyond pricing and terms into the fundamental financial mechanics of the entire healthcare
sector.

The Surveillance State: Pharmacy Switches as an Enforcement
Mechanism

The contractual power of the Big Three wholesalers, particularly their ability to enforce
restrictive terms like Generic Compliance Ratios (GCRs), is underpinned by a little-known but
critically important layer of the healthcare data infrastructure: the pharmacy switch. The
vertical integration of the dominant supply chain players into the ownership of these switches
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has transformed what should be neutral data conduits into a proprietary surveillance and
enforcement system. This system provides wholesalers with a perfect, real-time view into the
operations of their pharmacy customers, eliminating information asymmetry and making
deviation from their coercive contracts nearly impossible to conceal.

A pharmacy switch acts as the central “traffic cop” or router for prescription drug
claims.” When a pharmacist fills a prescription and submits a claim for reimbursement, the
pharmacy's software sends the claim to a switch. The switch then uses information on the
patient's insurance card, such as the Bank Identification Number (BIN) and Processor Control
Number (PCN), to route the claim instantaneously to the correct Pharmacy Benefit Manager
(PBM) for adjudication. The PBM's response—approving or denying the claim and specifying
the patient's copay and the pharmacy's reimbursement—is routed back through the switch to
the pharmacy, all within a matter of seconds."” This near-instantaneous data exchange is the
backbone of the modern retail pharmacy system.

The critical issue arises from the ownership of this infrastructure. The market for
pharmacy switch services is, like the wholesale market, a highly concentrated duopoly. The
two dominant players are:

o Relay Health: Owned by McKesson, one of the Big Three wholesalers, since 2006."

e Change Healthcare: Acquired by UnitedHealth Group (UHG) in 2022, making it a sister

company to OptumRx, one of the three largest PBMs in the country."”

This vertical integration is profoundly significant. It means that the very entities that write and
benefit from restrictive pharmacy contracts also own the infrastructure that processes the
data revealing compliance with those contracts. Because nearly every prescription claim flows
through one of these two switches, their owners have access to a complete, real-time
firehose of data on every single drug dispensed by thousands of pharmacies across the
country. This data includes the specific drug (NDC number), quantity, dispensing date, patient
information, and reimbursement details.”

Wholesalers weaponize this data access to enforce their contracts. The core
mechanism is the comparison of two data sets: the "purchase data” from the wholesaler's
own sales records and the "dispense data" from the switch. A wholesaler like McKesson can
precisely monitor a pharmacy's compliance with its GCR by reconciling these two streams of
information.” For example, a wholesaler's contract may have a Generic Purchasing Ratio

(GPR) provision, which explicitly compares the generic items a pharmacy purchases from the
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wholesaler versus the generic items it dispenses, with the discrepancy being read through
switch data.” If the switch data shows a pharmacy dispensed 1,000 tablets of a generic
atorvastatin in a month, but the wholesaler's sales data shows the pharmacy only purchased
800 tablets from them, the wholesaler has incontrovertible proof that the pharmacy sourced
200 tablets from a secondary supplier. This constitutes a breach of the GCR/GPR, triggering
contractual penalties such as the clawback of rebates or the imposition of less favorable
pricing on brand-name drugs.

The National Community Pharmacists Association (NCPA) raised exactly these
concerns in its vehement opposition to the UHG acquisition of Change Healthcare. The NCPA
warned the Department of Justice that the merger would give UHG "a trove of intelligence on
its smaller competitors” and that this data "will be used to undercut reimbursements and raise
fees on independent pharmacies” and steer patients to UHG's own mail-order pharmacy.®
This fear is rooted in the reality that switch data provides a panoptic view of a pharmacy's
business, which can be used to gain an unfair competitive advantage and enforce punitive
contract terms.

Ultimately, the ownership of switches by dominant wholesalers and PBMs represents
the capstone of their system of control. It transforms a piece of essential market
infrastructure into an instrument of surveillance. The threat of non-compliance with a GCR is
no longer a matter of facing a potential, periodic manual audit; it is a certainty of being caught
by an automated, data-driven system in real-time. This constant monitoring creates a
powerful deterrent that ensures pharmacy adherence to the wholesaler's anticompetitive
contracts, cementing their market power and making it virtually impossible for independent
pharmacies to escape their grasp.

Conclusion: An Interlocking System of Control and a Call for
Systemic Reform

The analysis presented in this report demonstrates that the price inflation, market
foreclosure, and supply chain fragility endemic to the U.S. pharmaceutical market are not the
result of disparate market failures. Rather, they are the calculated outcomes of a cohesive and
interlocking system of control, architected and operated by the Big Three pharmaceutical
wholesalers—Cencora, Cardinal Health, and McKesson. Through a sophisticated combination
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of anticompetitive contracting, strategic vertical integration, and the exploitation of
engineered monopsony power, this oligopoly has effectively captured the pharmaceutical
supply chain, enabling it to extract immense value at the expense of manufacturers,
pharmacies, and patients.

The seven mechanisms detailed in this report do not operate in isolation; they are
synergistic and mutually reinforcing. The system begins with the wholesaler-owned PSAOs,
which channel thousands of independent pharmacies into Prime Vendor Agreements. These
agreements contain punitive Generic Compliance Ratios, which function as tying
arrangements that leverage the wholesalers' monopoly on brand drugs to force purchases of
high-margin generics, effectively locking out competition from secondary suppliers. This
captive market allows the wholesalers to engage in a price paradox: on one side, their
generic sourcing GPOs (Red Oak, ClarusOne, WBAD) wield immense monopsony power to
drive manufacturer prices to unsustainable levels, creating the very supply fragility that leads
to drug shortages

This system is reinforced by coercive contractual weapons. "Failure to Supply"
clauses discipline manufacturers who cannot meet demand at these artificially low prices,
while "Right of First Refusal" clauses neutralize any competitive threat from secondary
wholesalers who dare to offer pharmacies a better price. The entire structure is lubricated by
the financial engineering of “float" capital, where the wholesalers' favorable cash conversion
cycle forces pharmacies and manufacturers to provide them with billions in interest-free
working capital. Finally, the entire edifice is monitored and enforced by the wholesalers'
ownership of the primary pharmacy switches, which have been converted from neutral
infrastructure into a panoptic surveillance system for ensuring perfect compliance with their
restrictive contracts.

This is a closed loop, a system designed for control and value extraction at every node.
It is a system that rewards consolidation and punishes competition, prioritizes intermediary
profit over manufacturing stability, and transfers wealth from the most wvulnerable
participants—independent pharmacies and generic manufacturers—to the most powerful.
The chronic drug shortages and unaffordable prices that plague the American healthcare
system are the logical and inevitable consequences of this market structure.
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Section 12: PBMs and Wholesalers: Colluding for
Control

Introduction: The Architecture of an Opaque Market

While legislative scrutiny often focuses on the pricing distortions of pharmaceutical
benefit managers, we posit that the relationship between Pharmacy Benefit Managers (PBMs)
and pharmaceutical wholesalers is an often ignored but critical factor in maintaining high drug
costs. The central thesis of this analysis is that these two sectors, far from being independent
actors in a competitive marketplace, have evolved into a functional oligopoly. Their business
models are deeply intertwined, their financial incentives are powerfully aligned, and their
strategic alliances create a system that systematically inflates drug costs, stifles competition,
and inflicts significant harm upon patients, payers, and independent healthcare providers.
This report will deconstruct this complex relationship, revealing an architecture of control built
upon shared interests in opaque pricing, consolidated market power, and the strategic
marginalization of competitors.

Establishing the Oligopoly

As previously discussed in prior sections, the power wielded by these intermediaries is
magnified by extreme market concentration. Both the wholesaling and PBM sectors are
dominated by a small handful of colossal entities, creating a parallel oligopolistic structure
that is foundational to the issues explored in this report. To briefly review:

Wholesaler Market Concentration: The U.S. drug distribution market is one of the most
concentrated sectors in the American economy. The "Big Three" wholesalers—Cencora,
Cardinal Health, and McKesson—collectively control over 90% of the market, with some
estimates placing their combined share as high as 95%."° This dominance makes them
indispensable partners for both manufacturers seeking to bring drugs to market and
pharmacies needing to stock their shelves. Their combined U.S. drug distribution revenues
were projected to reach a staggering $700 billion in 2023, underscoring the immense scale of
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their operations.”
PBM Market Concentration: The PBM market mirrors this concentration. The "Big Three”
PBMs-—CVS Caremark (a subsidiary of CVS Health), Express Scripts (a subsidiary of Cigna),
and OptumRx (a subsidiary of UnitedHealth Group)—are estimated to process nearly 80% of
all prescription claims in the United States.® This consolidation gives them unparalleled
leverage in negotiations with drug manufacturers and pharmacies. In many states, the top
PBM holds a market share of at least 40-50%, creating a local monopsony where pharmacies
have no meaningful alternative but to accept the PBM's contract terms.™

This parallel concentration is not a coincidence but rather the structural foundation
upon which a collusive environment has been built. The public narrative often presents a false
dichotomy, portraying wholesalers as mere logistical players—a “dumb pipe" for physical
products—while PBMs are seen as the sophisticated financial "smart controllers” of the
system.® This report will demonstrate that this distinction is fundamentally misleading.
Wholesalers, through their direct financial interest in drug pricing, their ownership of
Pharmacy Services Administrative Organizations (PSAOs) that negotiate financial terms with
PBMs, and their role as "price-setters and market-makers for generic drugs,” are deeply
engaged financial actors.” Their strategies are not just compatible with those of the PBMs;
they are synergistically aligned to maximize mutual profit. Through shared financial incentives
tied to opaque pricing benchmarks, deeply integrated business ventures, and the strategic
manipulation of pharmacy networks, PBMs and wholesalers have created an environment that
prioritizes their own revenue over system-wide cost savings, effectively controlling the
pharmaceutical market to the detriment of payers, patients, and the very fabric of community
pharmacy.

The WAC-Based Pricing System: A Foundation for Mutual Profit

At the heart of the symbiotic relationship between PBMs and pharmaceutical
wholesalers lies a fundamental economic mechanism that aligns their financial interests: a
drug pricing system built upon the foundation of an artificially inflated and opaque benchmark
known as the Wholesale Acquisition Cost (WAC). While seemingly a simple list price, the WAC
and its derivatives serve as the linchpin for the revenue models of both types of
intermediaries. Because both PBMs and wholesalers derive significant portions of their
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revenue from fees and rebates calculated as a percentage of this inflated starting price, they
share a powerful, deeply entrenched incentive to perpetuate a system where high list prices
are not a problem to be solved but a prerequisite for profitability. This shared incentive fosters
an environment where the actual cost of a drug becomes secondary to the preservation of a
pricing structure that maximizes intermediary revenue.

Deconstructing inflated Price Benchmarks

The language of pharmaceutical pricing is a confusing lexicon of acronyms, but two
benchmarks are central to understanding the system's inflationary dynamics: the Wholesale
Acquisition Cost (WAC) and the Average Wholesale Price (AWP).

Wholesale Acquisition Cost (WAC): The WAC is formally defined as the manufacturer's list
price for a drug to wholesalers or other direct purchasers before any discounts, rebates,
allowances, or other price concessions are applied.® It is the initial “list price" that a
manufacturer establishes for its product and reports to pricing compendia like First Databank
and Medi-Span.” The critical feature of the WAC is that it does not represent an actual
transaction price; it is a starting point for negotiations, a sticker price from which all
subsequent discounts and rebates are calculated.?

Average Wholesale Price (AWP): The AWP is an even more controversial benchmark, often
referred to as the "sticker price” of a prescription drug.?? It is not a true average of any actual
prices paid by anyone in the supply chain. Instead, AWP is a calculated figure, typically
derived by applying a standard 20% markup to the WAC (i.e., AWP=WACx1.2).” For decades,
PBM contracts with health plans and pharmacies have been structured around AWP,
promising a specified discount off this inflated number (e.g., reimbursement at "AWP minus
18%").* Because the AWP is a purely theoretical number based on another list price, it is
easily manipulated and has been widely criticized for being an inaccurate and inflationary
benchmark that serves primarily to make negotiated discounts appear larger than they

actually are.?

The Wholesaler Revenue Model: Fee-for-Service on an Inflated Base

While wholesalers portray their business as a high-volume, low-margin logistics operation,
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their revenue model is directly and favorably linked to high drug list prices.> Wholesalers
primarily generate revenue through fee-for-service agreements with pharmaceutical
manufacturers.” These fees cover a range of services, including distribution, inventory
management, data reporting, and bearing financial risk.

Crucially, these service fees are not typically flat dollar amounts per unit. Instead, they
are very often calculated as a percentage of the drug's WAC.® This structural link creates a
clear and direct financial incentive for wholesalers to support a high-WAC pricing system. For
every dollar that a manufacturer increases a drug's WAC, the wholesaler's fee-for-service
revenue on that drug also increases. A wholesaler distributing a $1,000 drug with a 2%
distribution fee earns $20, while distributing a $100 drug with the same fee earns only $2,
even if there is no increased cost involved in the distribution of the more expensive product.
Consequently, wholesalers are financially rewarded for distributing higher-priced drugs and
for price inflation across the board. This model ensures that their interests are aligned not
with cost containment, but with the maintenance of the highest possible list prices set by

manufacturers.

The PBM Revenue Model: The Rebate Game and Spread Pricing

As we have previously reviewed at length, the PBM revenue model is more complex but
is similarly, and even more powerfully, tethered to high list prices. The reliance on WAC and
AWP is not merely an industry convention; it functions as a powerful mechanism for tacit
collusion. It establishes a shared incentive structure where both PBMs and wholesalers profit
from the same action—the maintenance and inflation of list prices—without needing to
engage in explicit coordination. The wholesaler's revenue from distribution fees increases with
a higher WAC.?® The PBM's revenue from retained rebates and price spreads also increases
with a higher WAC/AWP.?* When both dominant intermediary sectors act in their own rational
self-interest, their behavior is naturally and systematically aligned toward an anti-competitive
outcome that harms payers and patients. The pricing benchmark itself coordinates their
actions, creating a system that is inherently inflationary.

This dynamic creates what can be termed the "gross-to-net bubble"—the vast and
growing gap between a drug's initial list price and its final net price after all rebates and
discounts are paid.*° This bubble of money is precisely where intermediaries extract their
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profits. By framing the public debate as a conflict between manufacturers' high list prices and
PBMs' negotiated net price "savings,” the intermediaries cleverly obscure the fact that their
own profitability depends on the size of the bubble itself. A larger bubble, created by a higher
starting list price, provides a larger pool of funds from which both wholesalers (on the gross
side) and PBMs (in the spread) can draw their revenue. The entire system is therefore
incentivized to inflate the starting point to maximize the intermediary profits captured within
this gross-to-net gap.

Entangled Operations: Joint Ventures and Vertical Integration

Beyond the shared financial incentives created by the WAC-based pricing system, the
relationship between PBMs and wholesalers is solidified through a web of concrete
operational and structural ties. These are not arm's-length, transactional business
relationships. They are deep, strategic partnerships and integrations that serve to consolidate
market control, reduce transparency, create formidable barriers to entry for potential
competitors, and align the entities' day-to-day operations. This entanglement manifests in
three critical areas: generic drug sourcing, shared control of essential data infrastructure, and
the closed-loop ecosystem of specialty pharmaceuticals. These interlocking ventures
demonstrate a coordinated strategy to dominate key segments of the supply chain.

Generic Sourcing Consortia: Controlling the Supply

One of the most powerful and least understood areas of PBM-wholesaler collaboration
is in the procurement of generic drugs through massive generic Group Purchasing
Organizations (GPOs), also known as “source programs,” and joint ventures. These entities
aggregate the purchasing volume of their parent companies, creating buying power on a
scale that dwarfs any other player in the market. This consolidation effectively makes them
the primary gatekeepers to the U.S. generic drug market.

These ventures create a horizontal consolidation of power that has profound market
implications. While proponents argue they can achieve greater efficiency and negotiate lower
acquisition costs from generic manufacturers, their immense power also allows them to exert

immense pressure on those manufacturers3? They can effectively decide which
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manufacturers gain access to a vast portion of the U.S. market, potentially excluding smaller
competitors or favoring the products of certain manufacturers over others. This gatekeeper
function reduces competition at the manufacturing level and centralizes control over generic

supply and pricing within the PBM-wholesaler oligopoly.’®

Shared Infrastructure and Data Control: The Case of Surescripts

Control over the physical and financial flows of pharmaceuticals is reinforced by
control over the flow of data. The most prominent example of this is Surescripts, the health
information technology company that operates the dominant electronic prescribing network
in the United States.® However, the pharmacy “switches,” which route prescriptions claims for
adjudication, are another important example.

Surescripts is the digital backbone of the prescription market, handling the routing of
electronic prescriptions from physicians to pharmacies and verifying patient eligibility and
benefits for the vast majority of transactions. The ownership structure of Surescripts has long
been a source of significant antitrust concern, as it represents a joint venture between
would-be competitors. Surescripts is co-owned by two of the largest PBMs, CVS Caremark
and Express Scripts, and two major pharmacy trade associations, the National Association of
Chain Drug Stores and the National Community Pharmacists Association.®® This places control
over the nation's critical e-prescribing infrastructure directly in the hands of the dominant
market incumbents.

The Federal Trade Commission (FTC) filed a complaint against Surescripts, alleging
that the company engaged in a long-running anticompetitive scheme to illegally maintain its
monopoly power.*® The FTC alleged that Surescripts used loyalty pricing and other contractual
restrictions to demand exclusivity from its customers, effectively foreclosing the market and
preventing competitors from gaining a foothold.* By controlling this essential infrastructure,
the incumbent PBMs and their allies can monitor market activity, stifle the growth of
competitors who require access to the network to operate, and, critically, control the
development and deployment of tools that could bring true price transparency to the point of
care. This control over the data "choke point” ensures that any innovations in price
transparency do not fundamentally threaten the opaque, rebate-driven business model that is

so profitable for its owners.>
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The Speciaity Drug Ecosystem: A Closed Loop of Profit

The specialty drug market—comprising high-cost medications for complex conditions
like cancer, rheumatoid arthritis, and multiple sclerosis—is the most lucrative and
fastest-growing segment of the pharmaceutical industry.” It is also where the vertical
integration between PBMs and wholesalers is most pronounced and profitable.

The dominant PBMs have aggressively moved to control this market by acquiring or
building their own specialty pharmacies.* Through mergers, acquisitions, and organic growth,
pharmacies affiliated with the "Big Three" PBMs now account for nearly 70% of all specialty
drug revenue in the U.S.."® PBMs then design insurance benefits that steer or mandate that
patients use these "captive” specialty pharmacies to fill their prescriptions.”

This vertical integration downstream is complemented by a critical partnership
upstream. These massive, PBM-owned specialty pharmacies become the largest and most
important customers for specialty drug distributors. These distributors are often specialized
subsidiaries of the "Big Three” full-line wholesalers, such as Cencora or McKesson.*’ This
creates a highly profitable, self-reinforcing, and closed loop:

1. A PBM negotiates rebates on a high-cost specialty drug.
2. The PBM designs its formulary to steer patients requiring that drug exclusively to its
own specialty pharmacy.
3. The PBM-owned specialty pharmacy then purchases the drug from a specialty
distributor owned by or partnered with one of the major wholesalers.
This structure represents a sophisticated strategy of market foreclosure. The combination of
horizontal collusion (in generic sourcing) and vertical integration (in specialty drugs and data
infrastructure) creates a fortress that is nearly impossible for new, independent players to
penetrate. An independent specialty pharmacy cannot effectively compete because the PBMs
control patient access and will steer them away. A new specialty distributor cannot gain scale
because the largest customers—the PBM-owned pharmacies—are locked into preferential
relationships with the incumbent wholesalers. This multi-pronged strategy ensures that
control over the most profitable segments of the pharmaceutical market remains firmly in the
hands of the established oligopoly.

127



205

The PSAO Paradox: Representation or Coercion?

For the tens of thousands of independent pharmacies across the United States,
navigating the complex and often hostile landscape of PBM contracting is an existential
challenge. To level the playing field, the vast majority of these pharmacies have turned to
Pharmacy Services Administrative Organizations (PSAOs), entities designed to act as
collective bargaining agents on their behalf. In theory, PSAOs amplify the voices of small
businesses, allowing them to negotiate with the powerful PBM oligopoly from a position of
strength. However, the reality of the PSAO market presents a profound paradox. The
widespread ownership of the largest and most influential PSAOs by the "Big Three"
pharmaceutical wholesalers creates an irreconcilable conflict of interest. This chapter will
argue that this ownership structure transforms many PSAOs from genuine advocates for
pharmacies into instruments of coercion that ultimately serve to align independent
pharmacies with the strategic and financial goals of the broader PBM-wholesaler oligopoly.

The Stated Purpose of PSAOs

PSAOs are intermediary service organizations that provide a suite of administrative and
contracting services to independent and small-chain pharmacies.*® An estimated 83% of all
independent pharmacies in the U.S. contract with a PSAO, making them a near-ubiquitous
feature of the community pharmacy landscape.“° The primary and most critical function of a
PSAO is to collectively negotiate contracts with PBMs on behalf of its network of member
pharmacies.”! These negotiations cover the essential terms that determine a pharmacy's
financial viability, including:
e Reimbursement Rates: The amount a pharmacy is paid for the ingredient cost of a
dispensed drug.
e Dispensing Fees: The professional fee paid to the pharmacy for the service of
dispensing.
e Network Participation: Gaining entry into a PBM's pharmacy network, which is
essential for accessing insured patients.
¢ Contract Terms: Complex clauses related to payment frequency, audit procedures, and

performance metrics.”!
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Beyond contract negotiation, PSAOs provide a range of "back-office" support services, such
as claims reconcilistion, credentialing assistance, and compliance support, which are
intended to create administrative efficiencies and allow pharmacists to focus on patient care.®

For these services, pharmacies typically pay the PSAO a flat monthly fee.*

The Reality of Wholesaler Ownership

While the services provided by PSAOs are ostensibly for the benefit of pharmacies, the
ownership of these organizations reveals a different set of interests. The PSAO market is
dominated by the same entities that dominate the drug distribution market. The largest and
most powerful PSAOs are subsidiaries of the "Big Three" wholesalers '":

e Health Mart Atlas is owned by McKesson.

e Elevate Provider Network is owned by AmerisourceBergen (Cencora).

o LeaderNET is one of three PSAOs operated by Cardinal Health.*
Collectively, over 75% of independent pharmacies that use a PSAO are members of an
organization owned by one of these three wholesalers.*! This consolidation of power means
that the entity negotiating on behalf of a pharmacy with a PBM is owned by the pharmacy's
primary drug supplier. This relationship is not always optional. A landmark 2013 Government
Accountability Office (GAO) report on PSAOs found that some wholesaler-owned PSAOs
explicitly required their member pharmacies to also be customers of their drug distribution
business, creating a "tied" arrangement that locks pharmacies into using the wholesaler's

services.""

The Inherent Conflict of Interest

The ownership of PSAOs by wholesalers creates a fundamental and irreconcilable conflict of
interest that undermines the PSAQ's ability to act as a true fiduciary for its pharmacy
members. The financial incentives of the PSAQ's parent company (the wholesaler) are not
aligned with the financial interests of its pharmacy clients; in many respects, they are more
closely aligned with the PBMs on the other side of the negotiating table.

Consider the incentive structure. As established above, both wholesalers and PBMs
benefit from a pricing system based on high, inflated WACs. Wholesalers earn
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percentage-based fees on WAC, and PBMs earn percentage-based rebates on WAC.
Furthermore, as also detailed abovel, wholesalers and PBMs are often partners in massive
generic sourcing joint ventures like Red Oak Sourcing.”? The big PBMs run the country’s
largest mail order and specialty pharmacies, and are large and profitable customers to the
wholesalers. These deep financial and operational ties mean that a wholesaler has a vested
interest in maintaining a stable, profitable, and non-adversarial relationship with the major
PBMs.

This places the wholesaler-owned PSAQ in an impossible position. its stated mission is
to negotiate aggressively against PBMs to secure the best possible reimbursement terms for
its pharmacy members. However, if it negotiates too aggressively—if it demands
reimbursement rates that significantly cut into PBM profit margins or challenges the opaque
terms that benefit PBMs—it risks jeopardizing the far larger and more lucrative business
relationships between its parent company and those same PBMs. The potential profit a
wholesaler might forgo by angering a major PBM partner far outweighs the modest monthly
fees it collects from its PSAO members. Consequently, there is a powerful incentive for the
wholesaler-owned PSAO to accept unfavorable, take-it-or-leave-it contracts from
PBMs—contracts that may be financially damaging to its pharmacy clients but are acceptable
because they do not disrupt the profitable status quo of the wholesaler-PBM relationship.*
The PSAO's ultimate loyalty is to its owner's bottom line, not to the financial health of the
independent pharmacies it claims to represent.

This dynamic transforms the negotiation process into a performance of “controlled
opposition.” The existence of wholesaler-owned PSAOs creates the illusion of a fair,
competitive negotiation, allowing the system to claim that independent pharmacies have
robust representation. In reality, the entity at the negotiating table often has financial
incentives that are fundamentally aligned with its supposed adversary. This structure ensures
that while pharmacies get access to networks, the terms of that access are dictated by the
needs of the PBM-wholesaler oligopoly, not the needs of community pharmacy.

Furthermore, by marketing PSAO services as a "value-added service," wholesalers

obscure their function as a powerful lever of control.*®

By bundling the essential service of
PBM network access with the essential service of drug supply, wholesalers create immense
dependency and high switching costs for their pharmacy customers. A pharmacy cannot

easily fire its PSAO without disrupting its relationship with its primary drug supplier, and vice
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versa. This dependency gives the wholesaler-PSAQ enormous leverage to push through PBM
contracts that pharmacies might otherwise reject, solidifying the wholesaler's control over
both the pharmacies' supply chain and their revenue streams.

The Squeeze on Main Street: Profiting from Pharmacy Distress

The collusive structure maintained by PBMs and wholesalers is not a victimless system.
lts primary casualties are the nation's retail pharmacies, particularly the independent
community pharmacies that serve as vital healthcare access points in countless urban and
rural areas. PBMs have developed a sophisticated arsenal of financial mechanisms designed
to extract maximum value from pharmacies, pushing many to the brink of financial collapse.
These mechanisms, often cloaked in complex and opaque terminology, are not merely
profitable for PBMs; they function as a strategic tool to weaken and eliminate independent
competition. This, in turn, funnels more prescription volume and profit into the PBMs' own
vertically integrated or “"captive" pharmacy channels, fulfilling a strategic objective of market
consolidation.

The Anatomy of PBM Fees

The financial pressure exerted on pharmacies is multifaceted, operating through a
variety of fees, clawbacks, and reimbursement manipulations. While PBMs claim these are
tools to ensure quality and control costs, in practice they function as unpredictable,
post-transaction revenue extractors.

Fee Type Purported Typical [Timing ITransparency [Data Source(s)
Purpose Calculation L evel
Basis
DIR Fees Performance Percentage of [Retroactive Opaque; Fs
ncentives; drug price weeks or formulas are
Reconcile (based on months after  jproprietary
negotiated vs. WAC/AWP) or aldispensing)  land
lactual costs  iflat dollar unpredictable.
lamount per
lclaim.
Network To grant Flat fee per Often Opaque; often F
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IParticipation jpharmacy iclaim, flat retroactive or jpundled into
Fees laccess to the jpercentage of jreconciled lcomplex
PBM's network freimbursement jperiodically.  fcontracts.
of patients. or periodic
ump sum.
Audit Fees /  [To ensure Penalties Retroactive;  [Opaque; audit !
"Clawbacks" [pharmacy assessed for clawed back  standards can

compliance minor, often  ffrom future be arbitrary.
ith contract junavoidable, jpayments.

terms and clerical errors
revent fraud. [found during
laudits.
Performance [To incentivize [Based on Retroactive;  Opaqus; 0
Adjustments |quality care  jmetrics that  japplied as metrics and
e.g. imay be penalties or  penchmarks
medication rrelevantto  feductionsin  jare set solely
adherence).  lthe payment. by the PBM.
pharmacy's
patient

population or
lare statistically
unattainable.
Table 2: A Taxonomy of PBM Fees Imposed on Pharmacies. This table categorizes the primary
financial tools used by PBMs to extract revenue from pharmacies, highlighting their
retroactive nature and lack of transparency.

Of these, Direct and Indirect Remuneration (DIR) fees have become the most notorious
and financially devastating tool. The term "DIR" originated with the Centers for Medicare &
Medicaid Services {(CMS) as an accounting mechanism to track all post-point-of-sale price
concessions, primarily manufacturer rebates, to ensure accurate reporting of final drug costs
in the Medicare Part D program.®® However, PBMs have co-opted and expanded this concept
into a mechanism for clawing back a portion of the reimbursement paid to pharmacies, often
weeks or even months after a prescription has been dispensed.®*

The calculation of these DIR fees is notoriously opaque. They can be structured as a
percentage of the drug's price—meaning they are larger for more expensive drugs with higher
WACs—or as a flat fee per prescription.” PBMs often justify these fees as being tied to
pharmacy "performance” on various quality metrics, but these metrics are set unilaterally by
the PBM, can be irrelevant to a pharmacy’s specific patient population (e.g., applying diabetes
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adherence metrics to an oncology pharmacy), and are often designed to be unattainable.®®
The growth of these fees has been explosive; between 2010 and 2020, CMS reported that
pharmacy DIR fees increased by an astonishing 107,400%.% These fees function as a direct,
post-sale wealth transfer from the pharmacy to the PBM. By clawing back money
retroactively, PBMs shift all financial risk to the pharmacy while guaranteeing their own profit
margin after the fact, often pushing the pharmacy's net reimbursement below its actual cost

to acquire the drug.>®

Driving Pharmacies to Extinction

The cumulative impact of below-cost reimbursements, unpredictable DIR clawbacks, and a
litany of other punitive fees has created an unsustainable business environment for many
retail pharmacies. The primary driver of the ongoing pharmacy closure crisis is this model of
chronic under-reimbursement by PBMs.*

The statistical evidence linking PBM practices to the decline of community pharmacy is stark
and compelling:

o A study published in Health Affairs found that retail pharmacies excluded from Medicare
Part D preferred networks—which are designed and controlled by PBMs—were as much
as 4.5 times more likely to close over the past decade.®®

o Nationwide, nearly one-third of all retail pharmacies have closed since 2010. The
closure risk is more than twice as high for independent pharmacies compared to chain
pharmacies.”

e The impact is not evenly distributed. Pharmacy closures disproportionately harm
minority communities and low-income neighborhoods, creating "pharmacy deserts"
where access to essential medications and health services is severely limited.”

* State-level data reveals the severity of the crisis. In Minnesota, for example, an alarming
61% of all independently owned pharmacies closed their doors between 2013 and
2024.%

The Rise of PBM-Owned “Captive" Pharmacies
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The widespread closure of independent pharmacies is not merely an unfortunate side
effect of market pressures; it appears to be a strategic objective of the vertically integrated
PBMs. The "Big Three” PBMs are all integrated with their own massive mail-order, retail (in the
case of CVS), and specialty pharmacies.” These "captive" pharmacies operate under a
different set of rules. They are largely insulated from the punitive fees and reimbursement
pressures that are systematically applied to their independent and unaffiliated competitors.
PBMs have been shown to reimburse their own pharmacies more favorably than they do
non-affiliated pharmacies, creating an unlevel playing field.”

This creates a predatory cycle. First, PBMs impose financially unsustainable conditions
on independent pharmacies, driving them out of business. Second, as these community
pharmacies close, patients are left with fewer choices and are often forced to migrate to the
PBM's own mail-order and specialty services or to the large chain pharmacies that have the
scale to survive the reimbursement pressures and are part of the PBM's preferred network.®
Each independent pharmacy that closes represents a reduction in competition and a
consolidation of prescription volume into channels that the PBM directly controls and from
which it derives greater profit. The creation of pharmacy deserts is the direct public health
consequence of a business strategy aimed at eliminating competition and maximizing captive
market share.

Fortifying the Oligopoly: Suppressing Transparent Alternatives

The entrenched PBM-wholesaler oligopoly, built on a foundation of opaque pricing and
misaligned incentives, actively resists and suppresses the adoption of more transparent and
efficient pricing models. The current WAC-based system, with its vast "gross-to-net bubble,"
is deliberately maintained because it is the primary engine of intermediary profit. This final
chapter will analyze how the dominant players fortify this system by leveraging its inherent
complexity to block reforms. Legitimate technical concerns, such as the risk of "double
rebating," are weaponized as a defense to thwart the adoption of transparent "net price”

models that threaten the lucrative status quo.

The Threat of "Net Price” Models

134



212

In response to growing outrage over high drug costs and opaque business practices, a
new generation of alternative pricing models has begun to emerge. These models, broadly
categorized as “cost-plus” or "net pricing," are designed around the principle of
transparency.®? Instead of basing reimbursement on an artificial and inflated benchmark like
AWP, they tie payment directly to a drug's actual acquisition cost, adding a clearly defined
and transparent administrative or dispensing fee.

The most well-known example is Mark Cuban's Cost Plus Drug Company, which
acquires generic drugs and sells them to patients at a price calculated as its acquisition cost
plus a flat 15% markup and a small pharmacy fee.®? This simple, transparent model has
demonstrated the potential for massive savings for consumers.”? The pressure from these
disruptors has become so significant that even the incumbent PBMs have begun to roll out
their own purportedly transparent models, such as CVS Caremark’s "TrueCost” and Express
Scripts' "ClearCareRx".%

These models represent a profound existential threat to the traditional PBM and
wholesaler business models. By collapsing the gap between the list price and the net price,
they eliminate the "gross-to-net bubble" from which intermediaries extract their profits. A
system based on actual cost plus a flat fee offers no opportunity for profiting from retained
percentage-based rebates, opaque price spreads, or fees calculated as a percentage of an
inflated WAC. The widespread adoption of such a model would fundamentally disrupt the
revenue streams that have made the intermediary sector so immensely profitable.

The "Double Rebating” Defense

Faced with this threat, the incumbents have marshaled various arguments to resist a
systemic shift to a net-price-based inventory system. One of the most significant and
technically complex defenses revolves around the manufacturer's fear of "double rebating,”
also known as "duplicate discounts”.%®

This is a legitimate and serious concern for drug manufacturers, rooted in the
fragmented nature of U.S. drug pricing. A duplicate discount occurs when a manufacturer is
forced to provide two separate discounts on the same unit of a drug. The most common
scenario involves government pricing programs. For example, under the 340B Drug Pricing
Program, manufacturers are legally required to sell outpatient drugs to eligible safety-net
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hospitals and clinics at a very steep discount. Separately, under the Medicaid Drug Rebate
Program, manufacturers must pay a substantial rebate to state Medicaid agencies for drugs
dispensed to Medicaid beneficiaries.®” A duplicate discount occurs when a 340B-purchased
drug is dispensed to a Medicaid patient, and the state Medicaid agency then also claims a
rebate from the manufacturer for that same drug. A similar issue can arise when a drug
purchased at a 340B price is dispensed to a commercially insured patient, and the PBM
unknowingly submits a claim for a commercial rebate on that already-discounted unit.?® In
these situations, the combined value of the upfront discount and the back-end rebate can
exceed the entire value of the drug, forcing the manufacturer to lose money on the sale.®®
Manufacturers argue that if they were to release low, net-cost inventory into the
general pharmaceutical supply chain, the risk of this happening on a massive scale would be
unmanageable. They fear that this low-cost inventory would inevitably get mixed with
higher-cost WAC-based inventory, and without a robust system to track each package from
purchase to dispense, they would be exposed to catastrophic losses from duplicate discount

claims.

A System Resistant to Reform

This "double rebating” problem creates a convenient and powerful justification for
maintaining the status quo. The PBMs and wholesalers who control the pharmaceutical supply
chain insist on the high-WAC inventory model remaining dominant. Their refusal to develop
and implement the transparent, end-to-end tracking systems necessary to segregate
different types of inventory and prevent duplicate discounts is framed as a matter of logistical
complexity and operational stability. However, this resistance serves a dual purpose: it
protects manufacturers from a real financial risk while simultaneously protecting the
intermediaries’ own opaque, WAC-based revenue streams.

The result is a strategic stalemate that benefits the incumbents. Because the
intermediaries who control the physical supply (wholesalers) and the claims adjudication
process (PBMs) are unwilling to build the transparent infrastructure required to solve the
duplicate discount problem, manufacturers remain unwilling to risk testing low, net-cost
models at scale. The system's immense complexity—a complexity that the intermediaries
themselves created and profit from—is thus weaponized as a shield against reform. The
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double rebating issue, while a real technical challenge, is presented as an insurmountable
barrier to net pricing. In reality, it is a problem that could be solved with the very data
transparency and accountability that the intermediaries’ business models are designed to
avoid.

This dynamic grants the PBM-wholesaler oligopoly a collective veto power over any
systemic change. For a new, transparent pricing model to succeed, it requires the cooperation
of both the entities that control the physical distribution of drugs and the entities that control
the financial payments. A manufacturer attempting to launch a drug based on a low,
transparent net price would face immediate resistance. Wholesalers, who profit from high
WAC, may be unwilling to handle a product that disrupts their profitable model.”® PBMs, who
profit from high-list-price rebates, would have no incentive to place a low-list-price,
no-rebate drug favorably on their formularies.” Faced with a united front of resistance from
the dominant intermediaries, any manufacturer or health plan seeking to innovate is forced to
conform to the existing WAC-based system to gain market access. The parallel oligopolies
thus have a collective ability to veto any disruptive innovation that threatens their shared and

deeply entrenched financial interests.

137



215

Section 13. The 340B Profit Paradox: How Pharmacy
Benefit Managers Reshaped a Public Health Program
into a Financial Windfall

The 340B Drug Pricing Program, established by Congress in 1992, was conceived with
the bipartisan and laudable goal of supporting the nation's healthcare safety net. Its mandate
was to enable certain hospitals and clinics serving high volumes of low-income and uninsured
patients to "stretch scarce federal resources as far as possible” by providing them with
significant discounts on outpatient prescription drugs.' For nearly two decades, the program
operated largely within this framework. However, a series of regulatory expansions, coupled
with profound shifts in the structure of the U.S. pharmaceutical market, have fundamentally
altered the program's character and economic impact. This report provides a comprehensive
analysis of how the 340B program has been systematically transformed from a targeted
support mechanism into a highly lucrative and large-scale profit center for some of the
nation's largest for-profit corporations, particularly vertically integrated Pharmacy Benefit
Managers (PBMs) and their affiliated pharmacy networks.

The central thesis of this analysis is that the convergence of three key developments
has created this new reality. First, a 2010 regulatory guidance from the Health Resources and
Services Administration (HRSA) permitted 340B-covered entities to contract with an unlimited
number of outside pharmacies, opening the door for mass participation by national pharmacy
chains. Second, the increasing vertical integration of the healthcare industry has allowed a
few dominant PBMs to control prescription drug claims processing, specialty and mail-order
pharmacy dispensing, and health insurance plan design, creating powerful conflicts of
interest. Third, the widespread adoption of opaque "virtual inventory" systems, managed by
third-party administrators often aligned with PBMs, has created a critical lack of traceability in
3408 transactions.

This report will deconstruct the mechanisms through which these forces interact. It will
demonstrate how PBM-owned contract pharmacies capture a significant portion of the
financial spread between the discounted 340B acquisition cost and the much higher
reimbursement rates from commercial health plans. It will analyze how the lack of
transparency in virtual inventory systems facilitates the extraction of undue payments from
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pharmaceutical manufacturers through unauditable rebate claims and duplicate discounts.
Finally, it will explore the broader systemic consequences, presenting evidence that this new
340B ecosystem not only diverts savings away from their intended patient-centric purpose
but also creates perverse incentives that may contribute to the inflation of overall U.S. drug
and healthcare costs

The Original Mandate: The 340B Program's Role as a Healthcare
Safety Net

To comprehend the profound transformation of the 340B Drug Pricing Program, it is
essential to first establish its foundational principles and original legislative intent. Created as
part of the Veterans Health Care Act of 1992, the program was a bipartisan effort designed to
provide relief to a specific class of healthcare providers struggling under the weight of rising
pharmaceutical costs.® Its architecture and purpose created a baseline against which the

program's modern implementation can be critically evaluated.

Legislative Origins and Bipartisan Intent

The 340B program did not emerge in a vacuum. It was modeled directly after the
Medicaid Drug Rebate Program (MDRP), which was established in 1990 to protect state
Medicaid programs from escalating drug prices.® The MDRP required manufacturers to pay
rebates to states as a condition of their drugs being covered by Medicaid. Lawmakers
recognized that a similar protection was needed for safety-net hospitals and clinics that
served a "disproportionate share” of low-income and indigent patients but were not directly
covered by the MDRP's rebate structure.!

The stated purpose of the program, articulated in congressional report language, was
to enable these "covered entities” to "stretch scarce federal resources as far as possible,
reaching more eligible patients and providing more comprehensive services".! This mandate
was intentionally broad, providing flexibility for providers to use the savings generated by the
program to meet the unique needs of their communities.® The program operates at no direct
cost to the taxpayer; the financial support is provided entirely through mandatory discounts

from pharmaceutical manufacturers.” Participation for manufacturers is effectively
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compulsory; as a condition of having their drugs covered under the vast markets of Medicaid
and Medicare Part B, they must enter into a Pharmaceutical Pricing Agreement (PPA) with the
Secretary of Health and Human Services (HHS), thereby agreeing to provide 3408 discounts.’
This design, however, established a unique and inherently adversarial dynamic from the
outset. Unlike government programs funded through general tax revenue, the 340B program
was structured as a mandatory transfer of resources from one group of private entities (drug
manufacturers) to another (healthcare providers).® This created a direct, zero-sum financial
conflict between manufacturers, who have a natural incentive to limit the scope and financial
impact of the discounts, and covered entities, who have an equally natural incentive to
maximize the revenue generated from them. This underlying tension, combined with a lack of
direct taxpayer oversight, created a fertile environment for the program's evolution to be
driven by the strategic financial maneuvering of these private actors rather than exclusively by
deliberate public policy.

The Core Mechanism: How Discounts Are Calculated and Delivered

The 340B program is fundamentally a program of upfront discounts, not a system of
backend rebates.? This is a critical distinction, as it means covered entities realize the savings
at the time of purchase, improving their cash flow and eliminating the need to provide upfront
financing for high-cost drugs. The maximum price a manufacturer can charge a covered
entity is known as the "340B ceiling price"

The calculation of this ceiling price is tied directly to the formulas used in the MDRP. It
is determined by taking the drug's Average Manufacturer Price (AMP) and subtracting the Unit
Rebate Amount (URA).! The URA, for branded drugs, is the greater of 23.1% of the AMP or the
difference between the AMP and the Medicaid "best price"—the lowest price offered to any
wholesaler, retailer, or provider in the commercial market.! This formula ensures that 3408
entities receive a substantial discount, typically estimated to be between 20% and 50% of the
drug's cost.! The discount can be even steeper for drugs whose prices have risen faster than

the rate of inflation, as an additional penalty is applied.®

Defining the Beneficiaries: Covered Entities and the Patient
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Population

The statute explicitly defines the types of providers eligible to participate in the
program as ‘“covered entities." Initially, this included six types of hospitals—such as
Disproportionate Share Hospitals (DSH), which serve a high percentage of low-income
Medicare and Medicaid patients—and various federal grantees like Federally Qualified Health
Centers (FQHCs) and Ryan White HIV/AIDS program grantees.' The list of eligible entities was
later expanded under the Affordable Care Act (ACA) of 2010 to include critical access
hospitals, sole community hospitals, and rural referral centers, a key factor in the program's
subsequent growth.!

A crucial and often misunderstood aspect of the program is the definition of an eligible
patient. Eligibility is not determined by a patient's income level or insurance status.® Rather,
the Health Resources and Services Administration (HRSA), the agency tasked with overseeing
the program, has defined an eligible patient as an individual who has an established
relationship with the covered entity and receives healthcare services from a professional
employed by or contracted with that entity.! This means that a covered entity can purchase
and dispense 340B-discounted drugs to any of its eligible patients, including those with
robust commercial insurance.

This feature is central to the program's revenue-generating mechanism. A covered
entity can purchase a drug at the low 340B price, dispense it to a commercially insured
patient, and receive reimbursement from the patient's insurer at a much higher,
non-discounted rate. The difference, or "spread,” constitutes the 340B savings. The legislative
vagueness regarding the use of these savings proved to be a foundational flaw. The statute's
failure to precisely define or place auditable requirements on how this revenue should be
used—beyond the ambiguous mandate to "stretch scarce resources"—created what many
stakeholders have described as a "black box".? This lack of specificity meant that revenue
generation could become an end in itself, rather than solely a means to fund specific services
for the indigent. This foundational ambiguity was the essential precondition that allowed the
program's mission to drift from direct patient support toward a focus on institutional financial
optimization—a drift that PBMs would later exploit and dramatically accelerate.

The Inflection Point: Contract Pharmacy Expansion and the Entry of
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For-Profit Intermediaries

For nearly two decades, the 340B program's reach was largely constrained by the
physical footprint of covered entities themselves. Dispensing was primarily limited to in-house
pharmacies, which less than 5% of covered entities operated at the program's inception.! A
1996 guidance allowed for a single contract pharmacy, but it was a 2010 subregulatory
guidance from HRSA that served as the catalyst for a radical transformation of the program,
opening the floodgates to for-profit intermediaries and setting the stage for the dominance of
PBMs.

The 2010 HRSA Guidance: Opening the Floodgates

In 2010, HRSA issued guidance that permitted covered entities to contract with an
unlimited number of external retail, specialty, and mail-order pharmacies to dispense
340B-discounted drugs on their behalf” This decision is arguably the single most
consequential development in the program's 30-year history. The stated raticnale was to
improve patient access to medications, particularly for patients in rural or underserved
communities who might face transportation barriers to an in-house hospital pharmacy.® For
the many rural hospitals that lack their own pharmacies, this guidance was presented as a
critical lifeline to allow their patients to conveniently access needed drugs.® While the goal
was laudable, the guidance unleashed a set of powerful economic forces that would reshape
the 340B landscape in ways its authors likely never anticipated.

The Explosion of Contract Pharmacy Arrangements: A Quantitative
Analysis

The impact of the 2010 guidance was immediate and dramatic. The number of pharmacies
participating in the 340B program as contract pharmacies skyrocketed. In 2010, prior to the
guidance, fewer than 1,300 unique pharmacy locations served as contract pharmacies.' By
2022, that number had surged to over 26,885, and by mid-2025, it stood at 32,069 unique
locations—representing nearly 60% of the entire U.S. pharmacy industry.” This represents a
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more than 4,000% increase in the use of outside contract pharmacies since the program's
expansion.?

Even more telling than the number of locations is the growth in the number of unique
contractual relationships, as a single pharmacy can contract with multiple covered entities.
Between 2016 and 2025, the number of these relationships grew at a compound annual rate
of 21%, from approximately 42,000 to nearly 230,000."” This explosive growth was not
necessarily correlated with patient need; studies have found that the expansion of contract
pharmacies was often concentrated in more affluent communities rather than in low-income
areas, challenging the access-based justification for the policy change.™

Market Domination: The Rise of Vertically Integrated PBMs in the
340B Ecosystem

The contract pharmacy expansion did not create a diversified, competitive market.
Instead, it was rapidly consolidated and dominated by a handful of large, publicly traded,
for-profit corporations. The market power of these entities stems from their high degree of
vertical integration, wherein the PBM, specialty pharmacy, mail-order pharmacy, and often a
major health insurer are all owned by the same parent corporation.” This structure grants
them unparalleled control over the entire prescription drug channel, from claims adjudication
to dispensing.

Analysis of the contract pharmacy market reveals the extent of this concentration. As
shown in Table 1, just five companies—CVS Health, Walgreens, Cigna (via Express Scripts),
UnitedHealth Group (via OptumRx), and Walmart—have dramatically increased their market
share. In 2016, these five companies accounted for 55.9% of all contract pharmacy
relationships. By 2025, their collective share had soared to 76.1%.”

Table 1: The Consolidation of the 340B Contract Pharmacy Market (2016 vs. 2025)

Company/Entity Market Share (2016) arket Share (2025)
CVS Health 19.3% 27.2%
algreens 21.0% 23.9%
Cigna (Express Scripts)[5.8% 9.0%
UnitedHealth Group  2.5% B.2%
(OptumRXx)
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Walmart 7.3% 7.8%
[Top 5 Total 55.9% 76.1%
All Others 44.1% £3.9%

Source: Data compiled
from Drug Channels
nstitute analysis.”
arket share is based
on the number of
unique contract
oharmacy/covered
lentity relationships.
The growth has been particularly pronounced in the most lucrative sectors of the pharmacy

market. PBM-affiliated mail, specialty, and infusion pharmacies, while representing a small
fraction of physical locations (just over 1%), now account for a staggering 25% of all 340B
contract pharmacy relationships.’ This strategic focus on high-cost specialty drugs is central
to the PBM profit model within 340B.

This rapid consolidation and market entry by for-profit giants fundamentally altered
the program's economic flows. The 2010 guidance inadvertently created an entirely new class
of financial beneficiaries—large pharmacy chains and PBMs—that were never contemplated in
the original 1992 statute."" These for-profit corporations are not passive dispensers; they
actively share in the profits generated from the 340B spread, meaning a significant portion of
the financial benefit intended to help non-profit safety-net providers is now being siphoned
off by publicly traded companies whose primary fiduciary duty is to their shareholders, not to
underserved communities."

Furthermore, this expansion created an unmanageable compliance burden for most
covered entities. The shift from managing a single in-house pharmacy to overseeing a
network of potentially hundreds of external contract pharmacies created an explosion of
transactional complexity. Each new pharmacy added a new stream of dispensing data that
had to be meticulously reconciled against patient records to prevent diversion (dispensing to

ineligible patients) and duplicate discounts.”’

Most hospitals and clinics, whose core
competency is providing healthcare, were ill-equipped to manage this operational challenge.
This created a market necessity for specialized intermediaries—Third-Party Administrators
(TPAs) and the sophisticated data management platforms offered by large PBMs—to
administer the program. This dependency effectively ceded enormous operational control to

these for-profit intermediaries, allowing them to design, implement, and manage the very
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systems from which they would profit, creating a profound and systemic conflict of interest.

Deconstructing the PBM Profit Model within 340B

The entry of PBMs into the 340B ecosystem was not incidental; it was driven by a clear and
powerful financial incentive. By leveraging their vertically integrated structure and their
central role in the pharmaceutical supply chain, PBMs have developed a multi-layered model
to extract substantial profits from the program. This model is predicated on capturing the vast
financial spread created by the 340B discount, a process that is amplified by the increasing

prevalence of high-cost specialty drugs.

Capturing the Spread: The Core Financial Arbitrage Opportunity

The fundamental profit mechanism in the 340B contract pharmacy arrangement is a form of
financial arbitrage. The process unfolds as follows:

1. A 340B-covered entity, such as a DSH hospital, establishes a contractual relationship
with a PBM-owned contract pharmacy.™

2. The covered entity purchases an outpatient drug from a manufacturer at the deeply
discounted 340B price, which can be 20% to 50% or more below the average
manufacturer price.'

3. The PBM's contract pharmacy dispenses this drug (or an identical one from its general
stock, to be replaced later) to an eligible patient who is covered by a commercial health
plan—a plan often managed by the very same PBM.™

4. The PBM, acting as the plan administrator, reimburses its own pharmacy at a much
higher, commercially negotiated rate and bills the health plan (the employer or insurer)
that higher rate.?

The enormous difference between the 340B acquisition cost and the final commercial
reimbursement is the gross profit, or "spread.” This spread, which can be substantial, is then
shared between the covered entity and the PBM's contract pharmacy according to the terms

of their agreement.®

A Multi-Layered Revenue Strategy: Dispensing Fees, Shared Savings,
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and Administrative Charges

The compensation for contract pharmacies is not uniform and reveals a sophisticated
revenue strategy. While some arrangements involve a simple flat dispensing fee paid by the
covered entity to the pharmacy for each prescription, many of the more lucrative agreements,
particularly those involving PBM-owned pharmacies, are structured differently. These often
involve the pharmacy retaining a percentage of the total reimbursement or a share of the
generated profit.”®

This percentage-based model creates a clear and perverse financial incentive: the
higher the price of the drug dispensed, the greater the revenue for the contract pharmacy
and, by extension, its PBM owner. This can create an economic pressure to favor higher-cost
brand-name drugs over less expensive generics, as this maximizes the shared revenue from
the 3408 transaction.”’

Beyond direct profit sharing, PBMs employ other tactics to maximize revenue. One is
"spread pricing,” where the PBM charges the health plan a higher price for a drug than it
reimburses the pharmacy, pocketing the difference. While this is a common practice in the
broader PBM market, it takes on a new dimension in the 340B context, where the initial
acquisition cost is already artificially low.” Another key strategy is patient steering. PBMs, as
administrators of health plans, have the power to designate their own mail-order and
specialty pharmacies as preferred or exclusive providers, thereby directing a high volume of
prescriptions—including many that are 340B-eligible—to their own businesses.*®

The Specialty Pharmacy Multiplier: How High-Cost Drugs Amplify
PBM Profits

The profitability of the 340B program for PBMs has been supercharged by the rise of
high-cost specialty drugs. Because the 340B discount is calculated as a percentage of the
drug's price, the absolute dollar value of the discount—and therefore the potential profit
spread—is vastly larger for an expensive biologic or oncology drug than for a common
medication for a chronic condition.

Recognizing this, PBMs have aggressively expanded their specialty pharmacies'

participation in the 340B program.™ These PBM-owned specialty pharmacies have become a
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focal point of 340B profitability. Analyses have shown that a specialty pharmacy can earn

profits from a 340B-adjudicated prescription that are three to four times larger than the profit

from a typical commercial or Medicare Part D prescription for the same drug.” This enormous

profit differential, illustrated in Table 2, explains why PBMs have invested so heavily in growing

their 340B specialty pharmacy business.

Table 2: lllustrative Profit Comparison for a Specialty Drug: 340B vs. Non-340B

Dispense
Financial Metric Scenario 1: Non-3408B [Scenario 2: 340B
Dispense Dispense

Drug List Price (WAC) [$5,000 $5,000
340B Acquisition Cost [N/A 1$1,250
PBM Reimbursement  [$4,500 154,500
to Pharmacy
Patient Coinsurance  [$1,000 $1,000
(20% of List Price) [$

et Payer Cost 1$3,500 153,500
Gross Profit to 500 1,610
Pharmacy
Gross Profit to 0 1,640
Covered Entity I$
Total System Profit  [$500 163,250
(Spread)

ote: Thisis a

simplified, illustrative
example based on
principles and figures
from sources.'
Pharmacy profit in
Scenario 2 assumes a
50/50 profit share with
the covered entity
after accounting for a
dispensing fee. Actual
figures vary by drug,
contract, and payer.

This example demonstrates how the introduction of the 340B discount transforms the

transaction. While the cost to the payer and patient remains identical, the total profit

generated by the system increases from $500 to $3,250. This additional $2,750 is captured
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entirely by the covered entity and the PBM-owned contract pharmacy, funded by the
mandatory discount provided by the manufacturer.

Financial Disclosures as Evidence: Quantifying the 340B Impact on
PBM Bottom Lines

The financial materiality of the 340B program to PBMs is no longer a matter of
speculation; it has been confirmed through their own public financial disclosures. In one
notable instance, CVS Health reported that changes to 340B contract pharmacy
arrangements contributed to a $1.2 billion reduction in its operating income over a single
three-month period.¥ Such a disclosure would not be made unless the revenue stream was of
core importance to the corporation's overall financial health. Similarly, Walgreens disclosed
that manufacturer restrictions on 340B would reduce its profits by approximately $250 million
over two fiscal years.®

Industry-wide estimates further quantify the scale of this profit center. In 2023, the
total estimated gross profits from the 340B program for the five largest contract pharmacy
operators were nearly $3 billion.®® Other analyses have found that more than 50 cents of
every dollar in profit generated by contract pharmacies in the 340B program go to just four
large companies: Walgreens, Walmart, CVS Health, and Express Scripts.”

This evidence reveals that 340B is not a marginal revenue stream but has become a
key subsidizer of PBMs' core business operations. The super-profits generated through these
arrangements may allow PBMs to offer more aggressive pricing and competitive bids to health
plans for their non-340B business, knowing they can compensate for lower margins in one
area with the exceptionally high margins from 340B. In this way, a program designed to
provide a financial lifeline to safety-net hospitals now functions as an indirect subsidy for the
market-share-driven business strategies of the nation's largest and most profitable
healthcare corporations.

The "Virtual Inventory™ Black Box: How Operational Opacity Enables
Financial Extraction

The vast financial opportunities within the 340B contract pharmacy system are made
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possible by a critical operational vulnerability: the near-total lack of transparency and
traceability inherent in the dominant "virtual inventory" model. This model, managed by
Third-Party Administrators (TPAs) that are often aligned with or owned by PBMs, creates an
informational black box. This opacity severs the link between a physical drug dispensed to a
patient and the 340B-discounted replenishment order, making it nearly impossible for
manufacturers to verify the legitimacy of claims and creating a fertile ground for financial
extraction and abuse.

The Mechanics of Virtual Inventory and Third-Party Administrators
(TPAs)

When a covered entity partners with a contract pharmacy, it has two primary options
for managing its 340B drug stock. The first is to maintain two physically separate inventories
at the pharmacy: one for 340B-purchased drugs and one for non-340B drugs.* This model is
operationally cumbersome, requires significant physical space, and is rarely used.

The second, and overwhelmingly dominant, model is the "virtual inventory".3 Under
this system, the contract pharmacy dispenses all drugs from a single, commingled stock. The
determination of whether a dispense qualifies for a 340B discount is made retrospectively by
a TPA using specialized software.® The workflow is a complex interplay of data from
disconnected sources:

1. Dispense: A patient, who may be 340B-eligible, fills a prescription at a contract
pharmacy. The pharmacy dispenses the drug from its general inventory and adjudicates
the claim through the patient’s PBM in the normal course of business.® At this point, the
transaction is indistinguishable from any other prescription.

2. Data Ingestion: After the fact, the TPA's software system pulls in two separate data
feeds: a record of all prescriptions dispensed from the contract pharmacy (often from
the pharmacy's "switch" vendor) and patient encounter data from the covered entity's
Electronic Medical Record (EMR) system.®

3. Retrospective Matching: The TPA's proprietary algorithm attempts to match the
pharmacy dispensing data with the EMR data to identify prescriptions that were filled
for patients who had a qualifying healthcare encounter with the covered entity.*® This

matching process is the "black box" of the system, governed by business rules and logic
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that are not transparent to outside parties.®

4. Virtual Accumulation: When the TPA's software identifies a "match,” it flags the
dispense as 340B-eligible and adds it to a virtual accumulator for that specific drug
(identified by its National Drug Code, or NDC).*®

5. Replenishment Trigger: The TPA continues to accumulate these virtual dispenses.
Once the total quantity dispensed equals a full, standard package size of the drug (e.g.,
a bottle of 30 pills, one inhaler), the system automatically triggers a replenishment
order.%®

6. Discounted Purchase: The replenishment order is sent to a wholesaler. The covered
entity pays the manufacturer the deeply discounted 340B ceiling price for the drug. The
wholesaler then ships a new package of the drug to the contract pharmacy to replace

the unit that was previously dispensed from its general stock.®

The Traceability Gap: Why Manufacturers Cannot Verify Claims

This retrospective, data-driven process creates a critical information asymmetry and a
"traceability gap." The pharmaceutical manufacturer receives a replenishment order for a
drug at the 340B price, but it has absolutely no access to the underlying patient data,
prescription claim, or EMR encounter record that the TPA used to justify that order.”” The data
is fragmented and siloed across multiple, independent parties—the pharmacy, the TPA, the
PBM, and the covered entity—none of whom are obligated to provide auditable proof to the
manufacturer that the replenishment is legitimate.¥” The complexity is further magnified by
the constant flux of NDCs for the same drug due to shortages and supplier changes, making a
true one-to-one tracking nearly impossible without a unified system.® From the
manufacturer’s perspective, the system is fundamentally unauditable.

This operational structure effectively creates a “reverse burden of proof." In a normal
commercial transaction, the party seeking a discount is responsible for demonstrating its
eligibility. In the 3408 virtual inventory system, the opacity of the TPA's process shifts the
burden to the manufacturer to disprove the validity of a replenishment order for which it has
been given no data. The TPA, which has a direct financial incentive to maximize the number of
"qualified” claims, acts as both player and referee, controlling the proprietary software and
rules that determine eligibility without external validation.®®
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Exploiting the Gap: Duplicate Discounts and Undocumented Rebate
Demands

This traceability gap is the direct enabler of "duplicate discounts,” one of the most
significant and costly forms of 340B abuse. A duplicate discount occurs when a manufacturer
is forced to provide two discounts on the same unit of a drug: first, the upfront 340B price to
the covered entity for the replenishment order, and second, a backend rebate to & state
Medicaid agency or a PBM for the original dispense.’

The problem stems from the fact that at the point of sale, the 340B-eligible claim is
not flagged or identified in any way that is visible to the PBM or the manufacturer.® The PBM
processes the claim like any other and includes it in the large data files it sends to
manufacturers to claim quarterly rebates. Because the manufacturer has no way of knowing
which of the millions of claims in that file were already subject to a 340B discount via the
TPA's retrospective process, it is at risk of paying twice. An estimated $933 million to $1.6
billion in duplicate discounts occurred as of 2019 alone.? This lack of traceability is precisely
what allows a PBM to, as the user query suggests, demand rebate payments from
manufacturers with little to no auditable documentation. The manufacturer is forced to either
pay the rebates on faith or engage in a costly and data-blind dispute.

The Quarterly Reckoning: How Opaque Settlements Obscure True
Costs

Given the impossibility of verifying individual claims, disputes between manufacturers
and PBMs or covered entities over duplicate discounts are not resolved on a claim-by-claim
basis. Instead, they are typically handled through opaque, high-level negotiations that result
in lump-sum settlements at the end of each quarter. This "quarterly reckoning” allows all
parties to resolve financial discrepancies without ever fixing the underlying systemic flaws. It
obscures the true volume of improper claims, allows the financial leakage to persist, and
perpetuates the cycle of unauditable transactions. The federal government's creation of a
formal Administrative Dispute Resolution (ADR) process is a tacit acknowledgment that these

conflicts are systemic and deeply embedded in the program's flawed operational structure.®
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Systemic Consequences: The Ripple Effects on U.S. Healthcare Costs

The transformation of the 340B program into a profit center for PBMs and large
hospital systems has consequences that extend far beyond the program's internal mechanics.
The powerful financial incentives embedded in the modern 340B ecosystem create a series of
perverse ripple effects that distort market behavior, fuel healthcare consolidation, and,
paradoxically, contribute to the very problem of high healthcare costs that the program was

originally intended to mitigate.

The Hidden Cost Shift: How Commercial Payers and Employers
Subsidize 340B Profits

A growing body of evidence indicates that the 340B program creates a significant,
hidden cost shift onto the commercial insurance market. Independent analysis has found that
commercial prices for both outpatient procedures and physician-administered drugs are
substantially higher at 340B-participating hospitals compared to their non-3408B
counterparts. One study found that commercial prices were roughly 7% higher at large 3408
hospitals, and prices for outpatient procedures were nearly 20% higher.®

This "340B price premium” translates into an estimated $36 billion a year in additional
hospital spending by employers and the working families they cover.®® This dynamic
represents a direct cost shift. The profits generated by hospitals and their contract pharmacy
partners from the 340B spread are not created in a vacuum; they are effectively funded by
higher charges to commercial health plans, which in turn leads to higher premiums and
out-of-pocket costs for American workers and their families. The program's financial arbitrage
mutes the normal market pressures that would typically drive down commercial prices, as a
hospital's profit is maximized when the spread between its low acquisition cost and the high
commercial reimbursement rate is largest. This weakens the incentive for some of the
market's largest buyers—hospital systems—to aggressively negotiate lower commercial
prices.

Perverse Incentives: The Link Between 340B and Higher-Priced Drug
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Utilization

The structure of 340B profit—the spread between the acquisition cost and the
reimbursement—creates a powerful incentive for covered entities and their partners to favor
the use of higher-priced drugs. Because the 340B discount is percentage-based, the
absolute dollar profit on an expensive specialty drug is exponentially greater than on a
lower-cost generic or biosimilar alternative.®

This incentive appears to influence clinical and prescribing patterns. Research from the
Government Accountability Office (GAO) and other academic studies has shown that 340B
hospitals tend to have significantly higher Medicare Part B drug spending per beneficiary than
non-340B hospitals.“® This discrepancy suggests that 340B eligibility is associated with either
a higher quantity of drugs being prescribed or a shift toward more expensive drug
therapies.*® This dynamic runs counter to broader healthcare goals of promoting the use of

the most cost-effective treatments and can drive up overall spending for payers like Medicare.

Fueling Consolidation: 340B's Role in Hospital Acquisition of Physician
Practices

The immense revenue potential of the 340B program has become a significant driver
of healthcare market consolidation. There is a strong financial incentive for 340B-eligible
hospitals to acquire independent physician practices, particularly in drug-intensive specialties
such as oncology, rheumatology, and ophthalmology.*®

Before acquisition, an independent oncology practice purchases chemotherapy drugs
at or near wholesale prices. After being acquired by a 340B hospital and designated as a
hospital outpatient department, that same clinic can now purchase those same drugs at the
deep 340B discount. Because reimbursement rates from Medicare and commercial payers are
often higher for services delivered in a hospital outpatient setting, the acquisition instantly
transforms the practice's drug-related activities from a cost center into a massive revenue
generator for the hospital system. This "buy low, bill high" opportunity has fueled a wave of
vertical integration, contributing to the decline of independent physician practices and
leading to less competition and higher overall prices for care.*®
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The Patient Paradox: How a Program for the Indigent Can Increase
Out-of-Pocket Costs

Perhaps the most troubling consequence of the program'’s evolution is the disconnect
between its intended beneficiaries and its actual financial impact on patients. Despite the
program's safety-net mission, there is no federal requirement for hospitals to pass on 3408
savings to patients. Numerous studies and GAO reports have found that a majority of
hospitals do not provide discounted 340B drug prices to low-income, uninsured patients who
fill their prescriptions at a contract pharmacy.? These vulnerable patients may be charged the
full retail price for a drug that the hospital acquired at a massive discount.

For patients with commercial insurance, the paradox is even more acute. A patient's
deductible and coinsurance obligations are typically calculated based on the drug’s high list
price, not the secret, discounted 340B price paid by the covered entity.” This can lead to
situations where a patient with cancer, for example, pays thousands of dollars in
out-of-pocket costs for a specialty drug, unknowingly funding a significant portion of the
multi-thousand-dollar profit that the hospital and its PBM partner are generating from that
very same prescription.” In this way, a program designed to alleviate financial burdens on the

healthcare system can directly increase the financial toxicity of care for individual patients.
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Section 14. Price Distortions in the Medical Benefit:
An Analysis of Perverse Incentives and Vertical
Integration in the U.S. Pharmaceutical Supply Chain

The reimbursement of pharmaceuticals in the United States is bifurcated into two
distinct channels: the pharmacy benefit and the medical benefit. While the pharmacy benefit
is characterized by the aggressive management of Pharmacy Benefit Managers (PBMs), the
medical benefit—which covers drugs administered in a clinical setting—operates under a
different set of rules and incentives. This report provides an exhaustive analysis of the price
distortions that arise within the medical benefit channel, driven by a complex interplay of
misaligned financial incentives, increasing vertical integration, and significant gaps in
regulatory oversight.

This analysis details four interconnected phenomena that systematically inflate costs
for payers, employers, and patients. First, it examines how commercial insurers and their
PBMs profit from the less-transparent medical benefit through inflated markups on
provider-administered drugs and the application of opaque practices like spread pricing.
Second, the report deconstructs the strategic “shell game" wherein vertically integrated
healthcare conglomerates shift high-cost specialty drugs between the medical and pharmacy
benefits to maximize control and reallocate profits from independent providers to their own
captive specialty pharmacies. Third, it dissects the "ASP feedback loop,” a perverse incentive
structure created by the Average Sales Price (ASP) plus percentage reimbursement model,
which financially rewards physicians for prescribing more expensive medications and
encourages manufacturers to maintain high list prices. Finally, the report investigates the
emerging and concerning trend of major pharmaceutical wholesalers acquiring physician
practices, representing a new frontier of vertical integration that aims to control the final and
most critical step in the supply chain: the physician's prescribing decision.

Collectively, these dynamics create a vicious cycle of rising expenditures. Each
stakeholder—from manufacturer to insurer to wholesaler—acts rationally within the confines
of a dysfunctional system, but the cumulative effect is a market that rewards high prices over
value, discourages price competition, and ultimately compromises patient care. This report

concludes by outlining a series of policy recommendations aimed at enhancing transparency,
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realigning financial incentives with clinical value, and strengthening the regulatory and
antitrust oversight necessary to correct these systemic distortions.

The Dual-Benefit Labyrinth: Medical vs. Pharmacy Reimbursement
Models

To comprehend the price distortions endemic to the U.S. pharmaceutical market, one must
first understand the foundational split between the medical benefit and the pharmacy benefit.
These two channels operate as parallel but fundamentally different ecosystems for drug
reimbursement, and their structural disparities create the conditions for the strategic

arbitrage and misaligned incentives detailed throughout this report.’

The "Buy-and-Bill* Ecosystem of the Medical Benefit

The medical benefit covers services rendered in a clinical setting, such as a physician’s
office, infusion center, or hospital outpatient department (HOPD).? For pharmaceuticals, this
channel is defined by the "buy-and-bill" model.!

Process Flow: The process is provider-centric and retrospective. The healthcare provider
purchases specialty drugs—often expensive biologics for conditions like cancer or rheumatoid
arthritis—directly from a manufacturer or a specialty distributor. The provider then stores this
inventory, administers the drug to the patient, and subsequently submits a claim to the
patient's insurer for reimbursement of both the drug's cost and the administration service.?
Because treatment precedes payment, this model places significant upfront financial risk on
the provider, who may wait weeks or longer for reimbursement.*

Billing and Coding: Claims are submitted using medical billing forms, such as the CMS-1500,
and rely on the Healthcare Common Procedure Coding System (HCPCS).? Drugs are identified
by specific HCPCS codes, often referred to as "J-codes," while the act of administration is
billed using separate Current Procedural Terminology (CPT) codes.? This coding system is
notably less granular than the one used for the pharmacy benefit, a critical distinction that
impacts cost management capabilities.®

Reimbursement Basis: For Medicare Part B, reimbursement for most physician-administered
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drugs is statutorily set at the drug’s Average Sales Price (ASP) plus a 6% add-on payment to
cover handling and overhead costs."” Commercial health plans, however, are not bound by this
rate. Their reimbursement is dictated by negotiated contracts with providers and can vary
dramatically. Commercial reimbursement may be based on a multiple of ASP (e.g., ASP times
three), a percentage of the drug's acquisition cost, or, particularly in the HOPD setting, a
percentage of the provider's billed charges.? Because hospitals determine their own charges,

this last method can lead to exceptionally high reimbursement rates.'”

The PBM-Managed Ecosystem of the Pharmacy Benefit

The pharmacy benefit covers outpatient prescription drugs that are typically
self-administered by the patient, such as oral medications or self-injectables.”® This channel is
dominated by a powerful intermediary: the Pharmacy Benefit Manager (PBM).

Process Flow: In this model, a physician writes a prescription, which the patient takes to a
retail or specialty pharmacy. The pharmacy dispenses the drug and, at the point of sale,
submits a claim electronically to the PBM. The PBM adjudicates the claim in real-time on
behalf of the insurer, determining the patient's copayment or coinsurance and the amount the
PBM will reimburse the pharmacy.? The pharmacy collects the patient's cost-share and is later
paid the remainder by the PBM.®

Role of the PBM: As previously discussed, the PBM is the central architect of the pharmacy
benefit. PBMs perform several core functions, including creating and managing drug
formularies (lists of covered drugs), negotiating rebates with manufacturers in exchange for
preferred formulary placement, establishing networks of contracted pharmacies, and
implementing utilization management tools like prior authorization (PA), step therapy, and
quantity limits.”? This active management role is largely absent from the traditional
"buy-and-bill* medical benefit model.®

Billing and Coding: Pharmacy benefit claims are processed using the unique 11-digit
National Drug Code (NDC) assigned to every drug product.? This highly specific code allows
for precise tracking, pricing, and management of pharmaceuticals, a stark contrast to the
broader J-codes used on the medical side.®

The profound operational differences between these two benefits create a
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"management gap." The medical benefit is a fragmented, provider-driven system with
retrospective payment and less precise oversight. The pharmacy benefit is a centralized,
PBM-driven system with real-time controls and granular data. This structural dichotomy is not
merely an administrative detail; it is a fundamental vulnerability in the U.S. healthcare system
that allows sophisticated, vertically integrated entities to strategically select the
reimbursement channel that offers the path of least resistance and greatest profit.

Feature Medical Benefit Pharmacy Benefit
Drug Acquisition Model "Buy-and-Bill": Provider Pharmacy dispenses drug
purchases, stores, and ffrom its inventory to patient ?
ladministers drug 2
Primary Biller Healthcare Provider (Physician Pharmacy (Retalil, Specialty,
Office, HOPD) 2 Mail-Order) ?
|Billing Codes HCPCS ('J-codes”) for drug;  [National Drug Code (NDC) for
ICPT for administration ? ldrug product ?
Claim Adjudication Retrospective (weeks to Real-time at the point of sale '
months after administration) *
Primary Management Entity Health Insurer (Payer) ? Pharmacy Benefit Manager
(PBM) 4
Key Reimbursement IAverage Sales Price (ASP), Average Wholesale Price
Benchmarks Wholesale Acquisition Cost ~ [(AWP), Maximum Allowable
(WAC), Percentage of Billed  Cost (MAC) 2
Charges
Common Utilization Less structured; primarily PA  Highly structured; Formulary
Management based on medical necessity * [Tiers, PA, Step Therapy,
Quantity Limits *

Profiteering in Plain Sight: Insurer and PBM Revenue Models in the
Medical Benefit

While the medical benefit channel is often perceived as a straightforward
fee-for-service arrangement between providers and payers, it contains opaque and lucrative
revenue streams for insurers and their PBMs. The relative lack of transparency and
management compared to the pharmacy benefit allows for significant markups and
profit-generating practices that contribute to rising healthcare costs.
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The Markup Mechanism: Commercial Payer Reimbursement vs.
Medicare Rates

A primary source of price distortion stems from the vast difference between
Medicare's regulated payment rates and the negotiated rates paid by commercial insurers.
While Medicare Part B reimbursement is tethered to a transparent formula of ASP+6% ¥,
commercial plans operate with far fewer constraints, leading to dramatically inflated payments
for the same drugs.”

Recent analyses leveraging new hospital price transparency data reveal the scale of
these markups. Top-performing U.S. hospitals routinely charge commercial insurers prices
that are multiples of the Medicare payment limit. One study found median negotiated prices
for clinician-administered drugs ranged from 169% to 344% of the Medicare rate.” Another
analysis found that hospitals eligible for federal discounts charge insurers 300% more than
their acquisition cost for infused drugs, while other hospitals impose an average markup of
240%.%

This phenomenon is exacerbated in the hospital outpatient department (HOPD)
setting, where reimbursement is frequently based on a percentage of the hospital's billed
charges.? Because hospitals have wide latitude in setting these charges, they can be inflated
to levels that bear little resemblance to the drug's actual acquisition cost. This creates a
powerful incentive for hospitals to favor and administer high-cost drugs, as a percentage of a
larger number yields greater revenue.®

The case of Jeffrey Kivi, a patient receiving infusions of the drug Remicade, provides a
stark real-world example. When his physician moved to a new hospital, the billed charge for
his monthly infusion skyrocketed from $19,000 to over $132,000. His commercial insurer paid
approximately $100,000 of this inflated charge without apparent resistance, illustrating a
system where both the provider and the insurer can benefit from a higher price point.*® This
dynamic suggests a counterintuitive alignment of interests: insurers, who derive revenue from
administrative fees calculated as a percentage of total medical spending, have a diminished
incentive to aggressively negotiate down costs. Higher baseline spending can translate into
higher administrative fees from self-funded employer clients and provide justification for
future premium increases in fully insured plans. The opacity of medical benefit billing makes it

easier to embed these markups, shielding the true cost from the ultimate payer.
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PBM Tactics on the Medical Benefit: Spread Pricing and Rebate
Retention

PBMs, though primarily associated with the pharmacy benefit, also apply their
profit-generating tactics to drugs covered under the medical benefit, particularly within
managed Medicaid programs.
¢ Spread Pricing: This practice involves the PBM charging the health plan a higher price
for a drug than it reimburses the pharmacy or provider, retaining the difference—the
"spread”—as profit.®> While less visible than on the pharmacy side, investigations in
states like Ohio, Michigan, and Maryland have revealed that PBMs have pocketed
hundreds of millions in taxpayer dollars through spread pricing on Medicaid medical
claims.® An audit in Ohio found PBMs collected $224.8 million in spread in a single
year.®
¢ Rebate Retention: Payers and PBMs are increasingly negotiating manufacturer rebates
for provider-administered drugs, mirroring the system on the pharmacy benefit.® This
creates an incentive for health plans to favor high-list-price, high-rebate drugs.
Because plans often pass through little to none of the medical benefit rebates they
receive to their employer group clients, the full value of the rebate can be retained as
profit.” This dynamic further entrenches high list prices and obscures the true net cost

of medications.

The Shell Game: Strategic Benefit Shifting by Vertically Integrated
Entities

One of the most significant trends distorting pharmaceutical costs is the strategic shifting of
specialty drugs between the medical and pharmacy benefits. This "shell game" is
orchestrated by vertically integrated entities—corporations that own the health insurer, the
PBM, and the specialty pharmacy—to gain control over drug distribution and reallocate profits
from independent providers to their own captive business units.
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The Financial Logic of Shifting Drugs to the Pharmacy Benefit

Health plans are increasingly mandating that high-cost specialty drugs, traditionally
administered in a physician's office under the "buy-and-bill* model, be covered through the
pharmacy benefit instead.* The publicly stated rationale is cost control. By moving a drug to
the pharmacy benefit, the PBM can deploy its full arsenal of management tools, including
strict formularies, prior authorization, step therapy, and quantity limits.” This channel also
allows the PBM to leverage its immense purchasing volume to negotiate larger manufacturer
rebates, which are typically less prevalent or smaller on the medical benefit.'

However, this narrative of simple cost control is incomplete. The shift is more
accurately a strategy of profit reallocation. Under the "buy-and-bill* model, the provider earns
a margin between their acquisition cost for a drug and the insurer's reimbursement.® By
shifting the drug to the pharmacy benefit, the vertically integrated insurer-PBM strips the
provider of this revenue stream and redirects it to its own in-house specialty pharmacy, which
now dispenses and bills for the drug.® The total cost to the system may not decrease, but the

distribution of profit is fundamentally altered in favor of the integrated corporation.

Mechanisms of the Shift: "White Bagging™” and "Brown Bagging”

The primary mechanisms for executing this shift are known as "white bagging" and "brown
bagging.” Both practices circumvent the provider's role in procuring medication.?

e White Bagging: The insurer or PBM mandates that a patient’s drug be dispensed by a
specific (often PBM-owned) specialty pharmacy. That pharmacy then ships the
patient-specific medication directly to the physician's office or hospital for
administration. The provider is only able to bill for the administration service, not the
drug itself.?

e Brown Bagging: In this scenario, the specialty pharmacy dispenses the drug directly to
the patient, who is then responsible for storing it and bringing it to their appointment for

administration.?
The Role of Vertical Integration

161



239

This strategic benefit shifting is enabled by the massive consolidation and vertical
integration within the U.S. healthcare industry. Three dominant entities—UnitedHealth Group
(owning OptumRx PBM and OptumCare providers), CVS Health (owning Aetna insurer,
Caremark PBM, and CVS Specialty pharmacy), and Cigna (owning Express Scripts PBM and
Accredo specialty pharmacy)—now control nearly 80% of the PBM market and have extensive
ownership across the supply chain.®

This integration creates powerful incentives for self-dealing. These firms can design
benefit plans that mandate the use of their own specialty pharmacies, effectively locking in a
captive customer base and steering revenue internally. A 2021 study of Medicare Part D data
found clear evidence of this behavior, showing that insurer-PBM-owned pharmacies fill a
significantly higher share of prescriptions for their own plan members compared to members
of other plans, a strong indicator of patient steering.® While vertical integration can
theoretically create efficiencies by eliminating "double marginalization,” it also creates
anticompetitive risks, as the integrated PBM has an incentive to harm rival insurers by offering

them less favorable terms and passing through a smaller share of rebates.*®

The ASP Feedback Loop: Perverse Incentives in
Physician-Administered Drug Reimbursement

The reimbursement methodology for physician-administered drugs under the medical benefit,
particularly the Average Sales Price (ASP) model used by Medicare, creates a system of
perverse financial incentives that encourages the use of higher-cost medications and
discourages price competition among manufacturers. This "ASP feedback loop™ is a core
driver of price distortion in the "buy-and-bill" ecosystem.

Deconstructing the ASP+X% Formula

Established by the Medicare Modernization Act of 2003, the ASP-based system was intended
to replace the easily manipulated Average Wholesale Price (AWP) benchmark with a more
transparent, market-based price.” The ASP for a given drug is calculated quarterly by the

Centers for Medicare & Medicaid Services (CMS). Manufacturers are required to submit data
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on their total sales revenue and volume to all US. purchasers. CMS then calculates a
volume-weighted average price that is net of most discounts and rebates.” The Medicare
reimbursement rate is then set at 106% of this ASP (or ASP+6%).* The 6% add-on is intended

to cover providers' costs for drug acquisition, storage, handling, and other overhead.®

The Physician's Incentive: Maximizing the Margin

The fundamental flaw in the ASP+X% model is that the provider's add-on payment is a
percentage of the drug's cost. This structure creates a direct financial incentive to prescribe
more expensive drugs, as a fixed percentage of a higher-priced drug results in a larger
absolute dollar margin for the practice.” As the table below illustrates, when faced with two
clinically similar drugs, a physician has a financial incentive to choose the more expensive
option. This dynamic can lead to higher overall spending and may not align with the patient's

best interest or the most cost-effective treatment pathway.”

Drug Scenario IAverage Sales Price [Reimbursement Rate  |Physician Margin (6%
(ASP) ASP + 6%) lof ASP)
Drug A (Competitor) [$1,000 $1,060 |$60
Drug B $2,000 1$2,120 120
(Higher-Priced)
Drug C (Biosimilar) [$700 15742 (ASP + 6% of its  [$42
lown ASP) |$

The Manufacturer's Playbook: The Strategy of High List Prices

Manufacturers operate within this system and respond to its incentives. They have a
clear motivation to maintain high list prices, which translate to a high ASP, for several reasons.
First, a higher ASP makes their product more financially attractive to physicians, helping to
maintain or grow market share against lower-priced competitors.”

Second, high list prices are crucial for negotiations with PBMs on the pharmacy benefit
side. PBMs favor drugs with high list prices because it allows them to negotiate larger rebates,
which are typically calculated as a percentage of the list price. A larger rebate allows the PBM

to demonstrate greater "savings” to its clients while potentially retaining a larger portion for
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itself.® Research has shown a direct correlation, with a $1 increase in rebates being
associated with a $1.17 increase in list prices.® This cross-benefit dynamic means
manufacturers are reluctant to lower list prices, as doing so would weaken their negotiating
position with PBMs and reduce the financial incentive for physicians to prescribe their drug
under the medical benefit.

This system effectively creates a "price floor" and actively impedes the adoption of
lower-cost alternatives like biosimilars. When a cheaper biosimilar enters the market, its lower
ASP results in a smaller dollar margin for the physician, creating a disincentive for its use.%*
Furthermore, if a manufacturer offers aggressive discounts to gain market share, it drives
down the ASP for the entire drug code in the following quarter. This can leave providers who
purchased the drug at a higher price "upside down,” where their reimbursement is less than
their acquisition cost, making them financially vulnerable.” This risk discourages
manufacturers from engaging in robust price competition and encourages providers to stick
with higher-priced originator products.

Regulatory Blind Spots and CMS Oversight

The integrity of the ASP system depends on the accuracy of manufacturer-submitted
data. While CMS has oversight procedures, the Office of Inspector General (OIG) has
identified gaps and noted that manufacturers often rely on "reasonable assumptions” in their
calculations due to a lack of specific guidance, particularly around complex issues like bona
fide service fees (BFSFs) versus price concessions.** While manufacturers are legally required
to report sales to all purchasers, preventing the most blatant forms of data manipulation, the
complexity of the system allows for interpretations that can influence the final ASP

calculation.®®

The New Gatekeepers: Wholesaler Acquisition of Physician Practices

A new and disruptive trend is reshaping the landscape of provider-administered drugs:
the vertical integration of pharmaceutical wholesalers with physician practices. This

movement represents a strategic effort by the supply chain's largest middlemen to extend
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their influence from drug distribution directly to the point of clinical decision-making, raising
significant competitive and ethical concerns.

The Rise of Vertical Integration in the Provider Space

The three dominant U.S. pharmaceutical wholesalers—McKesson, Cardinal Health, and
Cencora—which collectively control over 90% of the wholesale market, are actively acquiring
physician practices and management services organizations (MSOs).*” These acquisitions are
concentrated in specialties that rely heavily on expensive, physician-administered drugs, such
as oncology, gastroenterology, and rheumatology.®® This strategy is part of a broader "arms
race" in healthcare, where non-traditional players, including health insurers and private equity
firms, are buying up physician practices to control the flow of healthcare dollars.”

Acquiring Wholesaler  [Acquired Entity / [Specialty Reported Deal Value /
Partner Date

McKesson US Oncology lOncology [$2.2 billion (2010) "

McKesson Florida Cancer Oncology [$2.49 billion
Specialists (Core (Agreement, Aug 2024)
Ventures) o

Cardinal Health GI Aliance Gastroenterology 1$3.9 billion (Proposed)

74

Cardinal Health Integrated Oncology  {Oncology IAcquisition Completed
Network (ION) (2024) ™

Cardinal Health Specialty Networks ~ Urology, 1$1.2 billion (Jan 2024)
(UroGPO, Gastrologix, [Gastroenterology, o
United Rheumatology) Rheumatology

Wholesaler Motivations and Strategic Goals

The financial incentives driving these acquisitions are multifaceted and aimed at consolidating
market power.

e Securing Distribution Channels: By owning or managing physician practices,

wholesalers can lock them into exclusive or "prime vendor" agreements, guaranteeing a

captive market for their distribution services and effectively foreclosing competition
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from rival wholesalers.™

¢ Influencing Prescribing and Maximizing Profit: Ownership creates a profound
conflict of interest. The wholesaler is positioned to influence or pressure employed
physicians to prescribe drugs that are most profitable for its other business units, such
as its Group Purchasing Organizations (GPOs) or affiliated specialty pharmacies.” This
could involve steering physicians toward higher-cost drugs that generate larger margins
or rebates for the parent company, regardiess of whether they are the optimal clinical
choice for the patient.”

e Controlling the "Final Mile" of the Supply Chain: This strategy represents a move
beyond logistics to control the very act of prescription. While PBMs exert demand-side
control through formularies and benefit design, wholesaler-provider integration is a
supply-side strategy to directly influence the prescriber's decision at the point of care.
This creates a closed-loop system where a single corporation can profit from
distribution, GPO fees, practice management, and the margin on the drug itself.

Antitrust and Anti-Kickback Implications

This wave of consolidation is attracting intense regulatory scrutiny. Lawmakers have
urged the Federal Trade Commission (FTC) to block these mergers, arguing they substantially
lessen competition and create monopolies in violation of the Clayton Act.™

Furthermore, these arrangements raise serious questions under federal fraud and
abuse laws. The Anti-Kickback Statute (AKS) makes it a felony to offer or receive remuneration
to induce referrals for services paid for by federal programs like Medicare.” If physicians in a
wholesaler-owned practice receive financial benefits—directly or indirectly—tied to
prescribing drugs distributed or favored by the wholesaler, the arrangement could be deemed
an illegal kickback scheme.” The Physician Self-Referral Law (Stark Law) and medical ethics
codes also strictly prohibit financial relationships that could compromise a physician's
objective medical judgment.”™

Impact on Physician Autonomy and Patient Care

The most significant risk of this trend is its potential to erode physician autonomy and
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subordinate patient care to corporate financial interests.”® A large body of research
demonstrates that financial relationships between physicians and the pharmaceutical
industry influence prescribing behavior, often leading to increased use of more expensive,
promoted drugs.®? By creating an employment relationship, wholesalers can exert a much
more direct and powerful influence than traditional marketing. For patients, the consequences
could include higher costs, reduced access to the most appropriate medications, and a loss of
trust in a healthcare system where clinical decisions may be driven by the profit motives of a

distributor rather than by their own health needs.”
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U.S. SENATE SPECIAL COMMITTEE ON AGING

“"MODERNIZING HEALTH CARE: HOW SHOPPABLE SERVICES
IMPROVE OUTCOMES AND LOWER COSTS”

OCTOBER 22, 2025
STATEMENTS FOR THE RECORD

American Hospital Association (AHA) Statement

On behalf of our nearly 5,000 member hospitals, health systems and other health
care organizations, as well our clinician partners - including more than 270,000 af-
filiated physicians, two million nurses and other caregivers - the American Hospital
Association (AHA) appreciates the opportunity to submit this statement to share the
hospital field’s comments on how to reduce health care costs for seniors.

OVERVIEW OF NATIONAL HEALTH SPENDING

America’s hospitals and health systems understand and share your concerns re-
garding the high cost of health care. Hospitals continue to face a perfect storm of
financial pressures driven by persistent cost growth, inadequate reimbursement and
shifting care patterns driven by both policy changes and an older, sicker population
with more complex, chronic conditions. Despite escalating expenses, Medicare reim-
bursement continues to significantly lag behind inflation. At the same time, the
practices of certain Medicare Advantage (MA) plans to increase delays, denials and
underpayments are exacerbating the financial burden faced by hospitals. These
challenges create significant barriers to hospitals’ ability to continue to provide ac-
cess to essential services and care, especially for our nation’s seniors.

Rising prescription drug prices also continue to be a major cost driver for both
patients and hospitals and health systems. Average drug expenses per patient in-
creased nearly 20% between 2019 and 2022.! In addition, a government report
found that drug companies increased prices faster than inflation for approximately
2,000 drugs between January 2022 and January 2023, with an average price in-
crease of 15.2%.2 Compounding this problem are decisions made by drug companies
to price new drugs coming onto the market at record-high levels, with the median
price of a new drug in 2023 costing $300,000 and increasing to $370,000 in 2024.3:4

HOSPITAL PRICE TRANSPARENCY REQUIREMENTS

We appreciate Congress’ ongoing interest in hospital price transparency to provide
consumers with access to the price information they need, which is specific to their
course of treatment.

Hospitals and health systems must comply with both state and federal price
transparency policies, which include the federal Hospital Price Transparency Rule
and provisions in the No Surprises Act. The Centers for Medicare & Medicaid Serv-
ices (CMS) monitors hospital price transparency compliance, which includes require-
ments for a consumer-friendly display of shoppable services information, as well as
comprehensive, machine-readable files. Since the Hospital Price Transparency re-
quirements went into effect in 2021, hospitals have invested countless staff hours
and substantial resources in adhering to the provisions and remain committed to
ensuring they meet the regulatory requirements, even as the provisions have been
continually modified since implementation.

We are concerned with legislative proposals that would diverge from current regu-
latory requirements and impose additional administrative burdens on hospitals and
health systems. For example, provisions have been drafted that would no longer rec-
ognize price estimator tools as a method to meet the shoppable services requirement
under the Hospital Price Transparency regulations. This change would both reduce
access to a consumer-friendly research tool and unfairly penalize hospitals that have
spent significant capital to comply with the regulation.

Price estimator tools offer consumers an estimate of their out-of-pocket costs
based on their insurance benefit design, such as cost-sharing requirements and prior
utilization, as well as the patient’s annual deductible. This is an important feature

1https:/www.aha.org/system/files/media/file/2025/04/The-Cost-of-Caring-April-2025.pdf

2 https://aspe.hhs.gov/reports/changes-list-prices-prescription-drugs

3 https://www.reuters.com/business/healthcare-pharmaceuticals/prices-new-us-drugs-rose-35-
2023-more-than-previous-year-2024-02-23/

4 https://www.reuters.com/business/healthcare-pharmaceuticals/prices-new-us-drugs-doubled-4-
years-focus-rare-disease-grows-2025-05-22/


https://www.reuters.com/business/healthcare-pharmaceuticals/prices-new-us-drugs-doubled-4
https://www.reuters.com/business/healthcare-pharmaceuticals/prices-new-us-drugs-rose-35
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of these tools that is not available from a shoppable services spreadsheet. Elimi-
nating the use of price estimator tools as a method to meet the shoppable services
requirement of the Hospital Price Transparency Rule would therefore reduce price
transparency for patients. We urge Congress to reject this potential change.

As Congress seeks to make statutory changes to price transparency standards, it
is important for legislators to consider the adjustments that CMS regularly makes
to the Hospital Price Transparency Rule. These include changes related to standard-
ization, new data elements, file accessibility, and the accuracy and completeness af-
firmation, as well as changes to CMS’ monitoring and enforcement processes. CMS
currently requires hospitals to use a standard format to comply with the machine-
readable file requirement, which includes data elements such as negotiated rate con-
tracting type or methodology, an accuracy and completeness affirmation, and (as of
Jan. 1, 2025) an “estimated allowed amount.”

CMS also requires that hospitals’ price transparency information be more easily
found on their websites. In the calendar year 2026 outpatient prospective payment
system proposed rule, CMS considered drastically changing these requirements once
again, both in terms of the required data elements in the machine-readable files and
the attestation language. Should Congress pass price transparency legislation that
does not align with current requirements or the new requirements expected to be
finalized in the coming months, it would negate the work that CMS has done to up-
date the rule based on lessons learned since the regulation took effect.

Regarding compliance and enforcement, hospitals may be required to have an au-
thorized hospital official certify the accuracy and completeness of the hospital’s ma-
chine-readable file during the monitoring and enforcement process. CMS can also
require hospitals to provide additional documentation at the agency’s request, in-
cluding contracting documentation needed to validate the hospital’s negotiated rates
and verification of the hospital’s licensing status.

CMS publicizes hospital-specific information on all compliance assessment and en-
forcement activity, which it now updates regularly on a public website. This includes
details related to CMS’ assessment of hospital compliance, any compliance actions
taken against a specific hospital, the status of the compliance action(s) and the out-
come of the action(s). Since the hospital price transparency requirements took effect
in 2021, CMS has changed the requirements and guidance several times. While
many of these changes have made expectations clearer and easier to comply with,
their repeated implementation requires significant time and resources.

Hospitals and health systems are eager to continue working towards providing the
best possible price estimates for their patients.

The AHA asks Congress to take the following steps to support these efforts:

eReview and streamline the existing transparency policies with a priority ob-
jective of reducing potential patient confusion and unnecessary regulatory burden
on providers.

eFocus efforts on ensuring pre-service estimates can be as accurate as pos-
sible, including by simplifying benefit design.

eContinue to convene patients, providers and payers to seek input on how to
make federal price transparency policies as patient-centered as possible.

eRefrain from advancing additional legislation or regulations that may fur-
ther confuse or complicate providers’ ability to provide meaningful price estimates
while adding unnecessary costs to the health care system.

REJECT SITE-NEUTRAL PAYMENT CUTS

The AHA strongly opposes efforts to expand site-neutral payment cuts, which
would jeopardize access to care for seniors. Current Medicare payment rates appro-
priately recognize that there are fundamental differences between patient care de-
livered at hospital outpatient departments (HOPDs) compared to other settings.
HOPDs treat patients who are more likely to be sicker and more medically complex
while also being held to stricter patient safety standards and regulatory require-
ments.

This is especially true in rural communities. Medicare beneficiaries in rural areas
-including those who are dually eligible for Medicaid - disproportionately rely on
HOPDs to meet their increased health care needs since they have less access to of-
fice-based physicians.5 Additional Medicare cuts to these facilities will have a direct
impact on the level of care and services available to patients in rural communities.

The cost of care delivered in HOPDs accounts for the unique benefits that hos-
pitals and health systems provide to their communities - which are not provided by

5https://www.aha.org/system/files/media/file/2024/01/analysis-hospitals-health-systems-are-
critical-to-preserving-access-to-care-for-rural-communities-report.pdf
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other sites of care. This includes investments made to maintain standby capacity
for natural and manmade disasters, public health emergencies and unexpected trau-
mat{c events, as well as delivering 24/7 emergency care to all who come to the hos-
pital.

Existing site-neutral payment cuts have already created significant financial chal-
lenges for many hospitals and health systems. This is largely because Medicare sig-
nificantly underpays hospitals for the cost of caring for patients. The latest analysis,
from 2023, shows that on average, Medicare paid only 83 cents for every dollar
spent by hospitals, resulting in over $100 billion in underpayments.6

The AHA urges Congress to reject any additional site-neutral cuts, which would
exacerbate the financial challenges facing hospitals and health systems and reduce
access to essential care for Medicare beneficiaries, especially those living in rural
and underserved communities.

CONCLUSION

Thank you for your consideration of the AHA’s comments on issues related to re-
ducing health care costs for seniors. We look forward to working together to ensure
patients continue to have access to quality care in their communities.

6 https://www.aha.org/system/files/media/file/2025/04/The-Cost-of-Caring-April-2025.pdf
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Families USA Statement

Chair Scott and Ranking Member Gillibrand, we want to thank you for holding
this important andtimely hearing on health care affordability, and to offer our sin-
cere appreciation to all of thewitnesses and senators who are lifting up the impact
that unaffordable health care costs have onour nation’s families, especially older
adults.

Across the country, Americans are sounding the alarm: the cost of health care is
too high, thesystem too complex, and relief is desperately needed. In 2025, nearly
half of all Americansstruggle to afford the health care that they and their families
need due to the high cost.! More than a quarter of older Americans, who spend more
on health care than any other age group, reportbeing very concerned they will be
unable to pay for lifesaving health care in the future.2 Evenfamilies with commer-
cial coverage are spending up to 25% of their monthly budget on health carecosts.?
These high costs have left 100 million families grappling with medical debt they
may neverpay off.4

Rising health care costs stem from a fundamental misalignment between the busi-
ness interests ofthe health care sector - including big drug companies, corporate hos-
pital systems, pharmacybenefit managers (PBMs), and insurers - and the health and
financial security of our nation’sfamilies. The unchecked growth of big health care
corporations and a lack of oversight over theirbusiness practices have led to monop-
olistic health care practices and prices, reduced access tocare, worse health out-
comes, and lower wages for workers. Health care industry players chargeexcessive
health care prices and take advantage of loopholes that drive inefficient health
carespending that has little to do with the quality of care patients receive. This was
all true beforerecent policy changes like the passage of H.R. 1, which cuts $1 trillion
from our health care system,compounding this crisis by limiting access to affordable
care while failing to provide families withrelief from high health care costs.

It’s time to put partisanship aside and provide Americans with desperately needed
relief fromcrushing health care costs. Congress must take immediate steps to sup-
port families whose healthand financial security are in jeopardy, while also commit-
ting to address the root causes of ournation’s health care cost crisis by taking on
price gouging by corporate health systems. The firststep is for Congress to come to-
gether to extend enhanced premium tax credits for the nearly22 million Americans
who rely on them to help them afford comprehensive health coveragefrom the fed-
eral or state health insurance Marketplaces.> If Congress fails to prevent these
keytax credits from expiring this year, millions of Americans will see their health

1KFF, Americans’ Challenges with Health Care Costs, July 11, 2025. https:/www.kff.org/
health-costs/issuebrief/americans-challenges-with-health-care-costs/

2Nicole Willcoxon, Older Adults Sacrificing Basic Needs Due to Healthcare Costs, June 15,
2022. Gallup, Inc. https:/news.gallup.com/poll/393494/older-adults-sacrificing-basic-needs-due-
healthcare-costs.aspx;Centers for Medicare and Medicaid Services, National Health Expenditure
Data, U.S. Personal Health Care Spending By Age and Sex 2020 Highlights. https:/
www.cms.gov/research-statistics-data-andsystems/statistics-trends-andreports/
nationalhealthexpenddata/downloads/ageandgenderhighlights.pdf

3Sara R. Collins, Shreya Roy, and Relebohile Masitha, “Paying for It: How Health Care Costs
and Medical Debt Are Making Americans Sicker and Poorer: Findings From the Commonwealth
Fund 2023 Health Care Affordability Survey,” The Commonwealth Fund, October 26, 2023,
https://doi.org/10.26099/bf08-3735.

4Noam N. Levey, 100 Million People in America Are Saddled With Health Care Debt,” KFF
Health News, June 16, 2022, https:/kffhealthnews.org/news/article/diagnosis-debt-investigation-
100-million-americanshidden-medicaldebt/.

5Centers for Medicare & Medicaid Services. “2025 Marketplace Open Enrollment Period Pub-
lic Use Files.” May 12, 2025. https://www.cms.gov/data-research/statistics-trends-reports/
marketplaceproducts/2025marketplace-open-enrollment-period-public-use-files.
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insurance premiumsskyrocket next year - more than double on average,® with many
paying not just hundreds butthousands of dollars more for health coverage - and
roughly four million people will lose coveragealtogether.?

The Aging Committee has a key role to play in discussing and advancing bipar-
tisan andcommonsense legislation that would remedy some of the most obvious
health system failings, andthe American people are eager to see action. A new poll
from Families USA and Hart ResearchAssociates shows that lowering health care
costs is the top priority for Americans acrossdemographics, even surpassing con-
cerns related to housing, jobs, crime, and immigration. Over 9in 10 voters think it
is important that Congress and the President act to lower health carecosts to reduce
stress on family budgets, bring down the cost of living, and to make healthcare more
affordable and accessible to millions of families around the country.®

Congress Must Act Now to Make Health Care Tax Credits Permanent

A top priority for this Committee and your colleagues in Congress must be to per-
manently extend the expiring enhanced premium tax credits to ensure millions of
people can continue to afford their health insurance. Millions of American workers
who don’t get coverage on-the-job or through Medicaid or Medicare qualify for pre-
mium tax credits for a plan on healthcare.gov or a state marketplace if their current
household income is at least $15,060 for an individual or $31,200 for a family of
four, and they do not have other options for affordable health coverage.® If Congress
does not intervene, these individuals and families will enter the annual open enroll-
ment period for health coverage on November 1 and be hit with premiums that may
be double or triple what they paid last year, with no guarantee that any tax credit
relief will be available to them later. The effect on families, communities, and local
economies will be devastating.

These tax credits are a lifeline for workers and their families, including those with
serious andchronic health conditions like diabetes, heart disease, and cancer who
need access to regular careto stay healthy and keep working when they don’t get
insurance through their job. If Congress failsto act, older adults would be some of
the hardest hit. For example, a couple in their early 60searning a combined income
of $90,000 will see their premiums spike by more than 250% - awhopping increase
of more than $26,000 per year. In some states, their premiums will increase byover
$50,000.10

The enhanced premium tax credits have been lifechanging for people like Amy
from New Castle,Colorado who runs a small print publishing business with her hus-
band that garners a householdannual income of about $40,000. While her husband
is covered by Medicare, Amy relies on themarketplace for the health insurance she
needs to manage her chronic health condition. Utilizingenhanced premium tax cred-
its, her monthly premiums dropped from a staggering $923 to just$1.57 each month.
Only with these credits can Amy get the coverage she needs to stay healthykeep
their small business open, and contribute to the local economy.11

6 Andrew Sprung. “Trump administration takes one more whack at the ACA marketplace.”
Xpostfactoid. September 4, 2025. https://xpostfactoid.substack.com/p/trump-administration-takes-
one-more

7Congressional Budget Office, The Effects of Not Extending the Expanded Premium Tax
Credits for the Number of Uninsured People and the Growth in Premiums, December 4,
2024.https://www.cbo.gov/system/files/202412/59230-ARPA..pdf.

8 Families USA, “New Poll: Crushing Health Care Costs Top Priority for Voters” October 22,
2025,}}ttps://familiesusa.org/press—releases/new—poll—crushing—health—care—costs—top—priority—for—
voters

9”Advance premium tax credit (APTC),” HealthCare.gov, U.S. Centers for Medicare & Med-
icaid Services, accessed July 25, 2025. https://www.healthcare.gov/glossary/advanced-
premiumtax-credit/ and 2024 federal poverty guidelines,https:/aspe.hhs.gov/sites/default/files/
documents/7240229f28375{54435c5b83a3764cd1/detailedguidelines- 2024.pdf. The minimum in-
come limits are slightly higher in Alaska and Hawaii due to those states’poverty guidelines. The
income limits will increase slightly for 2026 - people may qualify then if their incomes their in-
comes are above 2025 federal poverty guidelines, listed here:https:/aspe.hhs.gov/sites/default/
files/documents/ dd73d4f00d8a819d10b2fdb70d2547b/detailedguidelines-2025.pdf

10 Cheryl Fisch-Parcham, “Health Premiums To Spike for American Workers and Small Busi-
ness Owners If Enhanced Health Care Tax Credits Are Not Made Permanent” Families USA
https:/familiesusa.org/wpcontent/uploads/2025/10/National-ImportancePremiumTaxCredits-Fact-
Sheet—October-2025-Update.pdf

11TLauren Rubenstein, “Behind the Numbers: The Real Americans who will be Hardest Hit
if Congress Lets Premium Tax Credits Expire” Families USA, September 25, 2025 https:/
familiesusa.org/resources/behindthe-numbers-the-real-americans-who-will-be-hardest-hit-if-con-
gress-lets-premium-tax-credits-expire/
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Amy needs Congress to take immediate action, and she isn’t alone: Roughly three-
quarters ofAmericans polled from across the country - and across party lines - want
Congress to act toextend the enhanced credits.12

Committing to an Agenda that Addresses Root Causes of High Health Costs

Beyond providing immediate relief and certainty to families and older adults who
utilize theenhanced premium supports, this Committee and your colleagues in Con-
gress have an importantopportunity and responsibility to take on the corporate in-
terests and underlying drivers of highhealth care costs and advance pro-consumer
reforms to the health care system that put moneyback in people’s pockets. To that
end, almost all of below priorities have bipartisan and bicameralsupport in Congress
and would make important strides to begin addressing corporate abuses inhealth
care, and our new poll shows that voters across the political spectrum believe
thesebold actions will be most effective at immediately bringing down costs:13

eRequiring all hospitals to disclose rates they charge in dollars and cents
(91% support),

eProhibiting health systems from charging Medicare more for the same proce-
dure ifperformed at a hospital facility instead of a doctor’s office (84% support),

eProhibiting Medicare Advantage companies from exaggerating health risks
to get paid more(79% support),

eEliminating legal loopholes that allow health care providers to overcharge
(75% support),

eRestricting aggressive billing practices like surprise billing (73% support),

eReducing unnecessary middlemen between patients and providers, who in-
crease costs(72%),

*Closing legal loopholes that allow drug companies to raise prices by blocking
generics(87% support),

eAllowing Medicare to negotiate lower prices on more drugs (89% support),
and

eReforming the way doctors and providers are paid, so pay is based on keep-
ing peoplehealthy and quality of care rather than the number of procedures (80%
support).

Thank you again for holding this timely and critical hearing. Now, more than
ever, families acrossthe country are feeling the negative impacts of our nation’s af-
fordability crisis firsthand and areeager for Congress to pass legislation that pro-
vides meaningful relief and reaffirms that theirelected representatives are doing all
they can to deliver on their promises to lower costs andimprove health care. The
journey to fully transform our health care system so that it truly works forAmerican
families is long, but Congress holds the power to take the next critical steps.
FamiliesUSA stands ready to support you in this essential and urgently needed
work.

12 Families USA, "New Poll: Crushing Health Care Costs Top Priority for Voters” October 22,
2025, https:/familiesusa.org/press-releases/new-poll-crushing-health-care-costs-top-priority-for-
voters/

13 Families USA, “"New Poll: Crushing Health Care Costs Top Priority for Voters” October 22,
2025, https:/familiesusa.org/press-releases/new-poll-crushing-health-care-costs-top-priority-for-
voters/
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Federation of American Hospitals Statement

The Federation of American Hospitals (FAH) submits the following statement for
the record in advance of the Senate Special Committee on Aging hearing on
“"Modernizing Health Care: How Shoppable Services Improve Outcomes and Lower
Costs.” As the national representative of more than 1,000 leading tax-paying hos-
pitals and health systems throughout the United States, we strongly support efforts
to improve health care transparency and empower patients with actionable informa-
tion. Hospitals have been committed partners in implementing federal price trans-
parency requirements, investing significant resources to comply with evolving regu-
lations issued by the Centers for Medicare & Medicaid Services (CMS).

The FAH supports the goal of ensuring that patients have access to clear, accu-
rate and actionable cost-sharing information. Providing this information empowers
patients to make more informed decisions about their health care. Since the
issuance of the 2019 Executive Order on price transparency, hospitals have under-
taken a vast modernization effort to make pricing more accessible and understand-
able for patients. This effort has evolved from posting gross charges to publishing
complex, standardized data files that detail negotiated rates with insurers, dis-
counted cash prices, and estimated allowed amounts in a usable format. Further,
our members have developed price estimator tools to help patients plan for their
care and expanded resources to connect families with financial assistance programs.
These advances have required significant new investments in staff, technology, and
vendor support. While CMS initially projected hospitals would spend roughly $250
million on compliance from 2020 to 2025, actual investments have far exceeded that
figure-particularly for hospitals that stepped up early to meet changing federal rules
and lead the way on transparency.

We appreciate the current Administration’s results-oriented approach and active
engagement with hospitals when it comes to compliance with transparency regula-
tions. FAH members report that CMS is expeditiously closing enforcement actions
when an appropriate corrective action plan has been initiated and completed. Some
of these enforcement matters involve simple issues like unexpected website glitches,
and CMS’ approach to these cases has ensured that access to a compliant machine-
readable file is restored quickly through a cooperative enforcement process. The cur-
rent enforcement approach also maximizes compliance by including critical opportu-
nities for education. In particular, initial warning letters have opened up coopera-
tive dialogue between hospitals and CMS that allow both to develop a more sophisti-
cated understanding of hospital pricing and price transparency. This process also
provides the most expeditious path to promptly resolve minor and inadvertent
issues with machine-readable files. The FAH recommends maintaining the current
orientation toward education and impactful results in monitoring and enforcement
activities.

Given the significant progress hospitals have already made-and with new federal
transparency requirements taking effect on January 1, 2025-the FAH urges policy-
makers to support a period of regulatory stability. Constantly changing rules create
unnecessary costs and administrative burdens that pull resources away from patient
care, without meaningfully improving the information patients receive. Stability will
allow hospitals to strengthen existing systems, enhance data accuracy, and make
the most of the substantial investments they have already made-all while con-
fronting financial pressures, cybersecurity risks, and the growing costs of caring for
the uninsured.

The FAH also calls on Congress and CMS to bring balance to transparency efforts
by ensuring that health plans meet the same high standards now expected of hos-
pitals. The Transparency in Coverage Rule was designed to provide a full picture
of health care pricing, but enforcement and oversight of payer data have fallen be-
hind. Modernizing these requirements-so that payer data is complete, accurate, and
includes qualifying payment amounts under the No Surprises Act- is critical to
achieving our shared goal of promoting transparency and shoppability. A balanced
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approach that includes both providers and payers is in the best interest of patients,
employers, and taxpayers.

Hospitals have not just complied with transparency regulations-our members have
built the infrastructure that makes price transparency real for patients. We look for-
ward to working with Congress to ensure the successful implementation of trans-
parency measures across the health care system.
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New York State of Health Statement

The following stories came from consumer emails in reaction to recent announce-
ments regarding the impact of H.R. 1. on health coverage:

1) Trump is an absolute terror and my heart breaks for the people who are going
to suffer because of what he is doing. Republicans have blood on their hands. I am
praying that I can figure out an affordable solution to pay for health insurance-I
have a chronic condition that requires a lot of meds and testing, so people like me
are being disproportionately affected by this change. Shame on the GOP-I am dev-
astated.

2) New York State has been a leader in expanding healthcare access. I hope that
leadership will continue in the form of sustained resistance to federal policies that
undermine the health and wellbeing of your residents. Thank you for accepting and
considering these comments.

3) Only since the Affordable Care Act have I been able to get all the things I need
as a type 1 diabetic. Only since the Affordable Care Act have I even been able to
be covered by health insurance. Because of my “pre-existing condition” that I was
born with; I could never get coverage before. It is complete and utter bullshit that
millions of other Americans and I have to suffer because of the greed and ruthless-
ness of the federal government. Profit over patients; it’s sickening. I want to person-
ally thank Donald Trump and his puppets for the possible death sentence for myself
and millions of others.

4) Please stand up to this authoritarian administration. Especially those living
with HIV in this country. What are we supposed to do without coverage? Just die?
We'’re forced to pay high monthly premiums for nothing and now literally nothing.
Where’s the empathy? This is NYC! Don’t let the people that actually pay taxes for
the city be the ones to suffer. None of this makes sense.

5) I recently received an email stating that I would be losing my NYS Essential
Plan Health Insurance due to cuts at the federal level. This is extremely disheart-
ening as I have spent the last year battling stage three cancer. The Essential Plan
has saved my life as I would not have been able to pay the over a million dollars
in costs for chemotherapy, radiation, and surgery. I am 47 years old, a single moth-
er of four with some in college, hold a masters degree, and work full time as an
Executive Director of a Not for Profit. I am very concerned for my health moving
forward and how my family will be affected by my difficulties in paying for health
insurance and doctor’s bills. I hope that there is something that can be done to save
this critical health insurance for New Yorkers.

6) I have been covered under the United Healthcare Essential Plan which has
been a Godsend to me and my family. We have been able to receive the care we
need since the ACA Act was implemented. We just received the email about the
changes to this plan and it is incomprehensible. The Federal Government should
want to help people, not harm them.

7) It is my understanding that these cuts are being implemented to fund tax cuts
for the top 1% in this country. It makes no sense. Why do they want to punish peo-
ple who are already struggling? Food prices are higher than ever. People are being
laid off left and right. We see the Democrats are doing their best to bring Repub-
licans to the table for precisely this issue. We support them and hope this can be
resolved. Cutting healthcare subsidies for working people is not the answer. We
thank you for all you do, and we hope this horrifying new policy can be reversed.

8) I've been on the Essential plan for years, and I depend on my health insurance
for daily medication, frequent appointments and procedures. I'm a New Yorker that
has worked full time since I was 19 and still can’t get ahead in life. I have multiple
heath concerns, including an auto immune disease. It makes me sick to think my
coverage is ending because the president wants to play with the money. This is com-
pletely unacceptable and will likely result in people dying. This needs to be cor-
rected. I can’t afford to see my doctors (yes multiple) without insurance and my em-
ployer plan is completely unaffordable. What am I supposed to do? Come July I'm



317

just out of coverage with no options? This is absolutely sickening. Do better NY.
Trump is running this country.

9) I've just received an email stating that as of July 1, 2026, I will no longer be
covered by the Essential Plan in NY. I am incredibly upset and frustrated that the
political games being played by US Senate and House Republicans at the behest of
convicted felon and adjudicated rapist Donald Trump, and his advisors and authors
of Project 2025, such as Stephen Miller, who have no regard for the general public
and the citizens of this country whom they are supposed to protect, will now result
in myself and many, many other New Yorkers losing their health care. I work two
part-time jobs, neither of which offers benefits or health care, and cannot afford to
pay for monthly health care premiums offered by the New York State of Health pro-
gram. You can’t pull blood from a stone, and I can’t magically make money appear
that doesn’t exist in my paychecks. I need NY State, and our duly elected officials
who are meant to be working FOR US, the citizens who elected them, to find a way
to fix this, whether it be by passing a new healthcare plan, or repealing Trump’s
“Big Beautiful Bill” which is neither big, nor beautiful, and restoring my proper
healthcare. I am on medications for life, which I will not be able to afford to pay
for without insurance, and I am frankly absolutely disgusted with the state of our
elected representatives and their incredibly obvious lack of care about who they see
as their”enemies.” Something needs to be done, and I can promise you on my part,
I will never be voting for anybody affiliated with the Republican Party ever again,
as they clearly do not consider me and all those like me to be worth helping. I can
also promise you that I will not ever again be voting for anyone affiliated with the
Democratic Party who does not fight for my rights.

10) I will likely be one of the New Yorkers impacted. For the purposes of this com-
ment, I strongly prefer to remain anonymous. The changes due to H.R.1 feel per-
sonal. I can’t help but feel that it is as though America is turning its back on the
poor. When I initially qualified for Medicaid, I was very thankful, but I also didn’t
want to “abuse”the system, so I've kept my use to the absolute minimum, preventa-
tive appointments only. I try to keep well so that I don’t pull on an already bur-
dened system. Still, the results of the election sent a message. The message is that
the majority of Americans are not happy with people like me-- who are not fully
qualified for disability and also do not feel well enough to work. We are already
poor. It doesn’t feel right that we are also now kicked off of our medical insurance.
Also, I would like to point out that many other social support systems are tied to
Medicaid eligibility: rides to medical appointments, eligibility for food pantries, and
discounted shopping services. I'm facing losing all of this. I realize that NY is doing
all it can and I appreciate that. I'm not against the Basic Health Plan but I don’t
think T'll be able to benefit as I'm not part of the “working” NY. I believe it when
I hear that my Governor is trying to work for New Yorkers. I truly believe she
would listen if I described the difficult situation that I'm facing, but I find all of
this disappointing. Where is the kindness to the poor that New York is known for?
I pray that we will weather this storm.

11) Well, we all know how shitty Donald Trump is being but this one takes it.
Costing all of the poor-middle class ranged Americans their health insurance, so he
can continue to get richer since he went bankrupt so many times. Now....we all have
to pay for it. I can’t afford the ridiculous costs of health insurance this is going to
cost me.

12) Do I pay to be healthy and have coverage or feed my family, is what this
comes down to. 'm always going to choose my family. So now, if I go to the doctor
for my hemeplegic migraines or my diabetes or need emergency care, I'll have to
pay even MORE out of pocket because I don’t have healthcare because I can’t afford
the monthly premiums. MAKE AMERICA GREAT AGAIN! Let me know when this
happens.

13) We need to stand up to Trump and his disgusting administration by sticking
UP for New Yorkers. We are not like that. We do not abandon our neighbors. We
need to find a way. New Yorkers will not forget. If we’re left to suffer we will re-
member, but if we are supported, we will remember that too. Which do you prefer?
I'm so proud to live in New York, this is breaking my heart and spirit. Please recon-
sider terminating the 1332 waiver. Please.

14) I am submitting this comment in response to New York State’s request for
public input on the forced termination of Essential Plan coverage due to federal pol-
icy changes. As someone whose coverage will end on July 1, 2026, I want New York
State officials to understand the very real impact this decision will have on working
New Yorkers who have relied on this program.

I am a small business owner who relocated from Florida to New York City specifi-
cally to build my practice and life in a state that demonstrated a genuine commit-
ment to healthcare access. The Essential Plan has been essential to my ability to
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operate my business while maintaining the health security that allows me to serve
my clients and contribute to New York’s economy. That decision to move here now
feels undermined by federal policymakers who appear indifferent to the needs of
working people.

My academic training, which culminated in a PhD, taught me to evaluate policy
through evidence and impact. The evidence here is clear: terminating coverage for
individuals who qualify for and depend on this program will result in worse health
outcomes, increased financial stress, and decreased economic stability for thousands
of New York families.

I understand that New York State did not choose this outcome and is being forced
to implement a federal decision that contradicts our state’s values and priorities. I
appreciate that the state is providing advance notice and has committed to sup-
porting affected individuals through this transition. However, I want to emphasize
how inadequate any transition will be when the end result is a loss of comprehen-
sive, affordable coverage.

The federal government’s characterization of this decision as “deeply unfortunate”
does not capture what it means for people like me. It means anxiety about whether
I can afford the healthcare I need. It means uncertainty about whether an unfore-
seen health-related issue would bankrupt me. It means questioning whether I made
the right choice in building my life and business in New York when the federal gov-
f’ll"nment can arbitrarily strip away the healthcare access that made that choice via-

e.

I urge New York State officials to:
eAdvocate forcefully at the federal level for reversal of this policy decision.

eExplore every possible state-level option to maintain coverage or provide
comparable alternatives.

eEnsure that any transition process prioritizes continuity of care for individ-
uals managing serious health conditions.

eContinue to publicly document and communicate the harm this federal deci-
sion causes to New Yorkers.

15) The fight in Congress over the Republicans plan to discontinue the tax credits
for ACA premiums must continue. Premium tax credits make health insurance ac-
cessible for millions of U.S. citizens. Without the tax credits, cost of premiums will
skyrocket, rendering health insurance inaccessible for millions. Make no mistake -
access to health insurance directly equates to access to healthcare. Healthcare costs
in the U.S. are astronomical and would very easily bankrupt millions of average
U.S. households.

The ACA allows citizens who have no access to group insurance plans through
their employment, access to insurance. This includes the self-employed, contract/sole
proprietors (a fast-growing number of workers since online work has become so pop-
ular with companies and workers), freelance workers, and less than full-time W2
employees.

I am a self-employed, private practice psychotherapist. I worked long and hard
to earn a master’s degree at one of the nation’s top universities. I do not have access
to group insurance because I am a solo practice clinician. Although I am incor-
porated, group insurance plans for companies require two or more employees. Even
though my spouse does a great deal of administration for my business, spouses are
disqualified from counting towards that minimum. He is a contract employee/sole
proprietor, so he has no employer-based health insurance. Therefore, the ONLY ac-
cess to health insurance we have is the ACA.

NOTE: When workers have health insurance through their employers, the em-
ployer pays a share. Additionally, premiums are paid PRE-tax. Self-employed/small
business owners do not get these benefits. Premiums are paid fully out-of-pocket
POST-tax. Furthermore, premiums do not count as out-of-pocket healthcare costs,
so we are unable to claim them as an expense on our federal taxes. This is truly
unfortunate, since average health insurance premiums can easily be $1000/month
or more and would meet the 7.5% of total income to qualify as an itemized deduc-
tion on our federal taxes.

So, in summary, the thinly veiled excuse used by Republicans, that those needing
ACA premium tax credits are looking for “a handout” or want to “get something for
free” is not only incredibly insulting, but wholly untrue. Also, the indisputable lie
being propagated by the Trump administration and right wing/propaganda media
outlets that undocumented/illegal immigrants can get insurance through the ACA
(or Medicaid) needs to be loudly and adamantly disputed and disproved. This needs
to happen every day until their disinformation and propaganda messaging is shown
for what it is - an outright lie.
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U.S. SENATE SPECIAL COMMITTEE ON AGING

“"MODERNIZING HEALTH CARE: HOW SHOPPABLE SERVICES
IMPROVE OUTCOMES AND LOWER COSTS”

OCTOBER 22, 2025
STATEMENTS FOR THE RECORD

Purchaser Business Group on Health Statement

The Purchaser Business Group on Health ("PBGH”) applauds the committee for
holding this timely hearing on the most pressing issue in health care: Affordability.
Our members (one of whom is an expert witness during today’s hearing) agree. Cost
control and affordability emerged as the top issue for large employers and public
purchasers in PBGH’s 2025 Annual Survey" against a backdrop of escalating costs®
and growing fiduciary risk.”

We agree with the premise of this hearing, which is that while policy debates typi-
cally center around the problems of our health care system, we ought to focus pri-
marily on the solutions. PBGH and our members have developed thoughtful policy
solutions® - informed by the real-world experience of purchasers - to improve Amer-
ica’s health care system, including:

eStrengthening and codifying the Administration’s two price transparency
rules and ensuring purchasers have full access to their health care claims data
under federal law.

eProhibiting anticompetitive contracting practices in the health care industry,
which limit purchasers’ ability to direct contract, develop and use high performance
networks, or implement reference pricing strategies that leverage independent
sources of price data.l

eRemoving barriers to direct contracting for medical services, so purchasers
can exercise their buy-side market power to help employees shop for high-quality,
fairly priced care.

eSupporting direct/advanced primary care, to improve patient access to valu-
able preventive services and ensure that patients are appropriately referred to high-
quality, fairly priced specialist care through the unconflicted advice of their trusted
primary care physician.

eScrutinizing the role intermediaries (i.e., PBMs, TPAs) play in driving health
care costs up.

eReforming policies that directly or indirectly contribute to consolidation in
health care markets, which lessens choice and leads to higher prices without gains
in quality.In addition to these policy solutions, PBGH has been deeply engaged in
supporting employers to use the price transparency data to lower their health care
costs and improve health outcomes.

In addition to these policy solutions, PBGH has been deeply engaged in sup-
porting employers to use the price transparency data to lower their health care costs
and improve health outcomes.

The PBGH Health Care Data Demonstration Project

PBGH and our purchaser members have been at the forefront of using the data
made available under the Hospital Price Transparency ("THPT”) Rule as well as the
Transparency in Coverage (“TiC”) Rule with a first-of-its-kind data demonstration
project.” In January 2025, PBGH announced the deployment of this initiative,
which aggregates and analyzes the de-identified claims and demographic data from
five large purchasers across 10 regional markets alongside the price transparency
datasets. Through partnerships with Milliman, Embold, and Leapfrog, we also inte-
grated individual provider quality metrics and hospital safety scores, as high quality
of care is a top priority for our purchaser members.

1Traditionally, the prevailing reference for health care service pricing information has been
Medicare’s reimbursement rate, such that purchasers’ reference pricing strategies have
benchmarked to a multiple of Medicare (e.g., 150 or 200%). However, since hospitals and insur-
ers were required to publish their negotiated rates publicly, it is now also possible for pur-
chasers to compare the prices they are paying for health care services to the market rates for
those services that have been negotiated and agreed to between health care providers and pay-
ers / other purchasers.
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This demonstration project has delivered important insights to purchasers on how
the prices they pay compare to the market and what network selection and benefit
design opportunities exist. The findings of this project are being used now by the
participating purchasers to:

eDetermine what fair prices for health care services are in their regional mar-
ket and assess one’s own costs and quality against other networks in the market.

eIdentify high quality clinicians to develop Centers of Excellence, design high
performance networks, and steer employees to high-quality, fairly priced providers.

eValidate existing direct contracting relationships as well as identify opportu-
nities for new direct contracts.

eHold service provider partners accountable for competitive prices/rates, con-
tractual performance guarantees, and full compliance with federal price trans-
parency rules.

The results of this first iteration of PBGH’s demonstration project were recently
released to the public on September 24, 2025 and were announced via press re-
lease on October 16, 2025.” As a sign of our commitment to supporting this Com-
mittee in its important work to improve health care affordability and health out-
comes, we are enclosing a copy of the PBGH whitepaper “Leveraging Health Care
Price Transparency,” which details the findings, market implications, and policy im-
plications of the initial phase of the project.

PBGH sincerely appreciates the Committee’s attention and dedication to advanc-
ing policies that improve health care affordability and outcomes, and which facili-
tate purchasers’ ability to achieve these objectives on behalf of America’s workforce.

Sincerely,

/s/
Elizabeth Mitchell, President and CEO
Purchaser Business Group on Health

ENDNOTES

(1) PBGH (May 13, 2025) "PBGH Announces Jumbo Employers’ Top 5 Health Care
Priorities” Announcement [Link]

(2) Mitchell (Jul. 2, 2025) “Want to Lower the Price of Eggs? Start with Health Care
Costs” US News & World Report [Link]

(3) PBGH (Mar. 31, 2025) “"Purchaser Innovation and Policy Engagement Against
a Backdrop of Unaffordability and Fiduciary Risk” Issue Brief [Link]

(4) PBGH (Jan. 31, 2025) "Purchaser Policy Priorities in 2025” Issue Brief [Link]
(5) PBGH (Jan. 29, 2025) "PBGH Launches Groundbreaking Health Care Data

Project, Tackling Data Transparency Challenges and Strengthening Employer Fidu-
ciary Compliance” Announcements [Link]

(6) PBGH "Are We There Yet? Making Transparency Work for Purchasers and
Patients” Webinar [Link]

(7) PBGH (Oct. 16, 2025) "PBGH Unveils Breakthrough Data Demonstration
Project, Empowers Employers to Expose Hidden Costs and Hold Vendors
Accountable” Press Release [Link]
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U.S. SENATE SPECIAL COMMITTEE ON AGING

“"MODERNIZING HEALTH CARE: HOW SHOPPABLE SERVICES
IMPROVE OUTCOMES AND LOWER COSTS”

OCTOBER 22, 2025
STATEMENTS FOR THE RECORD

Small Business Majority Statement

As a leading representative of America’s 36 million small businesses, Small Busi-
ness Majority is pleased to submit this written statement for the record under-
scoring the urgent need to extend the Affordable Care Act’s (ACA) enhanced pre-
mium tax credits (EPTCs). The extension of these enhanced credits is essential to
ensure that the millions of small business owners, self-employed entrepreneurs, and
small business employees who rely on the ACA Marketplace can continue to access
affordable healthcare coverage.

Small Business Majority is a national small business organization that empowers
America’s entrepreneurs to build a thriving and equitable economy. From our 12 of-
fices across the country, we engage our network of more than 85,000 small busi-
nesses and 1,500 business and community organizations to deliver resources to en-
trepreneurs and advocate for public policy solutions that promote inclusive small
business growth. Our work is bolstered by extensive research and deep connections
with the small business community that enables us to educate stakeholders about
keys issues impacting America’s entrepreneurs, with a special focus on the smallest
and most under-resourced businesses.

Access to affordable, quality health insurance is essential to the growth and suc-
cess of small businesses nationwide, as it not only allows entrepreneurs to pursue
their ventures with the security of insurance coverage but also helps small busi-
nesses attract and retain talented employees. Due to the skyrocketing cost of em-
ployer-sponsored coverage options, however, most of our nation’s smallest businesses
cannot afford to offer health insurance to their employees. This is especially chal-
lenging for older individuals who are pursuing small business ownership as a means
to create income streams later in life. These individuals may be deterred from start-
ing businesses altogether without the availability of affordable healthcare options
provided by the ACA Marketplace.

Without access to coverage through an employer, millions of small business own-
ers and employees rely on individual coverage through the ACA Marketplace. In
fact, nearly half of all Marketplace enrollees under the age of 65 are either small
business owners, self-employed entrepreneurs, or employed by a small business with
less than 25 employees.1 Small business owners and self-employed entrepreneurs
are three-times more likely to enroll in the Marketplace and a projected 5 million
small business owners and self-employed entrepreneurs will have enrolled in cov-
erage through the Marketplace this year alone.2

Recent Marketplace enrollment growth over the last several years has been a di-
rect result of the successful expansion of premium tax credits approved by Congress
in 2021 and then extended in 2022. An analysis by the U.S. Department of the
Treasury found that 82% of all small business owners and self-employed entre-
preneurs enrolled in the Marketplace in 2022 (2.7 million individuals) claimed the
premium tax credit.3 This includes nearly 300,000 entrepreneurs with incomes
above 400% of the federal poverty level who would not have qualified for the credit
without these enhancements. The EPTCs have undoubtedly helped lower the cost
of coverage for millions of entrepreneurs who previously struggled to afford
healthcare and oftentimes went without coverage entirely just so they could keep
their business running.

While the EPTCs have lowered costs and expanded access to affordable coverage
for Main Street, millions of small business owners and employees enrolled in the
Marketplace stand to see their premiums skyrocket by an average of 75% next year
if Congress fails to extend the enhancements by the end of this year.4 Many small
business owners may ultimately face the difficult choice between closing their busi-
ness to access coverage through a larger employer or going without health insurance
altogether to keep their entrepreneurial dream alive. Small business owners under-
stand what’s at risk, and that’s why our polling found that 74% of small business
owners support extending the EPTCs.5

To highlight both the critical importance of the ACA and the EPTCs for small
business owners, as well as the impact their expiration would have, we have in-
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cluded several quotes from entrepreneurs in our network who rely on these credits
each month.

“I'm definitely glad to have some support from the federal government when it comes
to payingfor my health insurance, but even with that support it’s still a struggle. The
cost keeps going up,about $100 more every year. Back in 2010, I was paying $50,
maybe 375 or $100 per month formy health insurance. I'm single, no kids, and I'm
in fairly good health. I eat well, I exercise-soit’s frustrating to see the premiums rise
while the coverage and services seem to decline yearafter year. That said, I'm still
grateful the Affordable Care Act Marketplace exists, but with theenhanced premium
tax credits set to expire, I honestly won’t be able to afford my plan if thathappens.
Right now, I pay about $550 a month, and thats with tax credits covering
around50%. Without those credits, it would cost close to $1,000 a month-which I sim-
ply couldn’tafford. Before the ACA, I only had insurance now and then, when I could
scrape together themoney. As a freelancer, that was just the reality. The federal sub-
sidy is essential because smallbusinesses-collectively the largest employer in the coun-
try-are the backbone of our economy.We are the economic engine that drives growth
and opportunity nationwide.”

Karin Mckie, Owner of Tree Falls Productions in Chicago, IL

"With the enhanced premium tax credits, my $545 monthly premium is reduced to
$0.00.Without the tax credits, my monthly premiums could cost me close to $1000/
month. That’ssimply unaffordable. At that point, it would be more cost-effective for
me to drop my insuranceand self-insure, like I did for years before this year. If I have
to choose between health insuranceand a place to live and work, I'll choose a home.”

Nance L. Schick, Owner of Third Ear Conflict Resolution, VA

“I get my health coverage through Connect for Health Colorado and I receive the en-
hanced PTCwhich covers 90% of my $400 monthly premium. This is very important
as I need healthcoverage to recover from being hit by a car as a pedestrian. I'm able
to keep running mybusiness while receiving the healthcare I need.”

Sydney Jackson-Clockston, Owner of Citrine Unlimited in Fort Collins, CO

"As a self-employed individual, my premium is $340 per month. Without the tax
credits, I wouldpay over $1200 per month for my coverage. This is hugely important
to me as someone with amuscle disease, Spinal Muscular Atrophy, that requires
health insurance to treat. I'm onmedication that prevents its progression and without
it, I may lose the ability to walk.”

Courtney Vargas, Owner of Empower Independent Living Services in Santa Rosa, CA

"My name is Andrea Deutsch, and I am the mayor of Narberth, Pa., where I am also
the ownerof Spot’s - The Place for Paws, a pet store that I have created and worked
for the past 22 years. Iam also a Type 1 diabetic and must have health insurance
in order to get the medical care I needto remain alive and healthy. Thanks to the
Affordable Care Act, I can no longer be outrightdenied health insurance as a person
with a pre-existing condition. Thanks to the enhanced taxcredits, I still pay over $700
a month for my health insurance, but it is manageable. Without theenhanced tax
credits, I would be paying approximately $1,400 per month for my same plan.The
cost of the plan goes up every year, so it may even be more next year. Keep in mind,
thisplan is not for the care of an entire family. It is simply to cover a single indi-
vidual - me. Thiswould be incredibly burdensome for me as a small business owner
to sustain, and would beincreasingly difficult as costs rise. I am not alone in this
struggle. The crushing weight of thecost of health insurance, without the enhanced
tax credits, threaten the ability of smallbusinesses such as mine to exist. I am, con-
sequently, asking Congress to affirm theircommitment to stand with small business
and to continue to support the enhanced tax credits.”

Andrea Deutsch, Owner of Spot’s - The Place for Paws in Narberth, PA

As the open enrollment period for the ACA Marketplace is just days away, small
business owners will soon be met with catastrophic premium increases when they
go to re-enroll in coverage next month if Congress does not take immediate action
to extend the EPTCs. Allowing these enhancements to expire would be nothing
short of a disaster for our nation’s small business economy, which depends on access
to affordable, quality healthcare to keep its doors open. The expiration would also
create more barriers for older adults seeking to start and grow their own business,
many of whom may seek out these options to sustain their livelihood after retiring
from their prior careers. We call upon Congress to support our nation’s small busi-
ness community by ensuring that our nation’s job creators have the opportunity to
access quality and affordable healthcare options. Healthy businesses are sustainable
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businesses, and without support from Congress, our business community will pay
unimaginable debts to an already broken healthcare system.

For any questions or additional information, please contact our Government Af-
fairs Director, Alexis D’Amato.

Sincerely,
/s/

John Arensmeyer, Founder & CEO, Small Business Majority
O
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