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Hidden Profits? How Accounting Conventions and 
Vertical Consolidation Can Obscure PBM Profitability

KEY TAKEAWAYS
•	 PBM profit margins may be misleading due to accounting choices. Current accounting rules allow PBMs to choose 

whether to count pass-through payments (like rebates) as revenue – a choice that can make their profit margins appear 
artificially low without affecting actual profitability. 

•	 Vertical integration hides where profits are generated. As major PBMs have merged with insurers and pharmacies, 
their financial results are bundled together in broad business segments. This limits the degree to which research can be 
conducted on PBM profitability.  

•	 Low margins don’t necessarily mean fierce competition. When the same PBM business can show either razor-thin 
or robust margins depending solely on accounting treatment, reported margins become unreliable indicators of market 
competitiveness or efficiency. 

SUMMARY
This paper introduces two accounting frameworks for reporting revenues in financial statements—known as the principal 
and agent models—and explores their implications for pharmacy benefit manager (PBM) profitability. We then extend 
these frameworks to a more contemporary accounting and market environment to reflect extensive vertical integration in 
the pharmaceutical supply chain. The results suggest that the historically low profit margins in the PBM industry result 
from discretionary accounting practices that allow recognition of pass-through payments rather than a competitive PBM 
marketplace.

POLICY CONTEXT
The PBM market has become increasingly consolidated, with the top three PBMs now controlling nearly 80% of the U.S. 
prescription drug market. Some argue that PBM reform might have a limited impact on drug prices or insurance companies that 
contract with PBMs because PBMs already operate at relatively low profit margins. This paper adds to the policy discussion by 
exploring how accounting practices could potentially mask the true profitability of PBMs by presenting three stylized examples, 
one of which considers the additional role of vertical integration. We suggest the following policy considerations:

•	 Implement financial reporting transparency reform that addresses pass-through payments and revenue sources: A 
requirement for PBMs to report revenues net of pass-through payments would result in better insight into their profitability. 
However, as PBMs shift to a business model where more of their revenues are earned from fees rather than rebates or other 
pass-through payments, full visibility into PBM profitability drivers requires knowledge into the source of their income streams. 

•	 Take vertical consolidation into account when developing PBM reforms: The largest PBMs are now part of extensive 
healthcare conglomerates, which means their financial reporting is aggregated into broader business segments containing other 
functions such as specialty pharmacy. Requiring more disaggregation of financial reporting would provide better transparency 
into PBM profitability for policymakers. 

https://schaeffer.usc.edu/programs/center-for-health-policy-and-economics/programs-center-for-health-policy-and-economics-annual-reports/
https://schaeffer.usc.edu/wp-content/uploads/2026/01/PBM_Profitability_Authors_QA_disclosure.pdf
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1. Introduction

The top three pharmacy benefit managers (PBMs) now control 
nearly 80% of the U.S. prescription drug market1 and manage 
hundreds of billions of dollars in prescription spending each 
year.[1] Despite this scale and influence, historically their 
reported profit margins have been strikingly low—typically 
between 4% and 7%.2[2,3] Low margins are generally suggestive 
of relatively inefficient operations, aggressive price competition 
or limited market power.[4–6] Theory also suggests that low 
margins, and the vigorous competition that drives them, result 
in more value accruing to consumers and less to shareholders. 
Notably, however, PBMs maintain slim margins with a high 
degree of market consolidation. This paradox has fueled a 
growing debate over PBMs’ apparent efficiency and whether it 
reflects a competitive, consumer-driven PBM marketplace or 
some other cause, perhaps related to accounting conventions 
that may obscure the level of economic profitability.[2,7]

Apart from concerns regarding market consolidation, 
policy debate around PBMs has largely focused on their lack 
of transparency, spread pricing and rebate practices, and the 
extent to which the aforementioned issues play a role in high 
drug prices.[1,8–16]  Some argue that PBM reform might 
have a limited impact on drug prices or insurance companies 
that contract with PBMs because PBMs already operate at 
relatively low profit margins.[3,17,18] However, profitability 
is often linked to market power. Importantly, PBMs have used 
their historically low profit margins to minimize scrutiny from 
the Federal Trade Commission (FTC).[3] When the entities 
managing most of the nation’s drug spending appear less 
profitable than retail grocers, it raises a fundamental question: 
How do we reconcile PBM profit margins with other evidence 
of PBM market concentration and power?

McLean and Garis (2005) present a stylized example to 
demonstrate PBM profitability under Generally Accepted 
Accounting Principles (GAAP), which are the rules for 
how firms report revenues and expenses when preparing 
financial statements.[19] They then show that PBMs—which 
predominantly serve as middlemen that manage transactions 
between insurers and pharmacies—would have higher 
profitability rates if they followed an accounting reporting 
framework that better aligned with this role. This result 
stems from the fact that while the level of profits is the same 
irrespective of the chosen accounting principles, profit margins 
(i.e., the ratio of profits and revenue) are deflated when pass-
through payments are recorded in financial statements. While 
McLean and Garis (2005) present a well-executed analysis of 
PBM accounting and profitability, their study was published 
in an era where the major PBMs operated as stand-alone 

1. Measured by total claims processed. 
2. Given the degree of vertical consolidation between PBMs and insurers/pharmacies since 2017, it has become more difficult to discern PBM profit margins. 
3. While our paper’s scope narrowly focuses on the interaction between accounting principles and PBM profitability, there is a growing economic literature 

related to PBMs that may be of interest to some readers. A working paper by Brot-Goldberg et al. (2022) provides a good summary of the economic 
research.[20] More recent work has used economic models to explore whether PBMs affect drug prices and spending [21,22] and the role of vertical 
integration on drug access.[23]

4. We point readers who are interested in a full depiction of financial flows, product flows and contractual arrangements to Drug Channels.

companies. Furthermore, their financial presentation did not 
include an important role of PBMs: rebate negotiation. 

This paper introduces the primary accounting concepts 
and their implications for PBM profitability following the 
simplified conceptual framework of McLean and Garis (2005). 
Next, we extend the conceptual framework to incorporate 
manufacturer rebates. Finally, we position financial flows within 
the contemporary accounting and market environment to reflect 
extensive vertical integration. Our analysis demonstrates that 
the profitability effects identified by McLean and Garis (2005) 
persist—and have arguably intensified—as vertical integration 
in the healthcare sector has led to PBMs becoming subsidiaries 
of diversified healthcare conglomerates that also own insurers, 
specialty pharmacies and rebate aggregators. By translating these 
accounting mechanics into a transparent framework, this paper 
provides clarity around how GAAP-compliant reporting can 
obscure the true economic returns of PBMs and motivation for 
potential reform in financial disclosures and oversight.3 

The remainder of our paper is structured as follows. Section 2 
provides a refresher on the flow of funds in the pharmaceutical 
supply chain and explains how these flows change with realistic 
vertical consolidation. Section 3 introduces key accounting 
principles and revenue recognition in a stylized PBM industry 
using conceptual diagrams to demonstrate the flow of funds. 
Section 4 expands these diagrams with illustrative accounting 
statements to show how different accounting frameworks 
interact with pharmacy and rebate pass-throughs and 
intercompany transactions in vertically integrated healthcare 
conglomerates. Finally, Section 5 concludes by summarizing the 
policy implications of PBM accounting and profitability and by 
providing direction for future research.

2. A Refresher on the Flow of Funds in the 
Pharmaceutical Supply Chain

Before examining the accounting treatment of PBM revenues, 
it is useful to revisit the flow of funds within the pharmaceutical 
supply chain. The reality is complex: Dollars move among 
manufacturers, wholesalers, pharmacies, insurers and PBMs 
through a mix of rebates, discounts and reimbursement 
arrangements that vary by product and payer. The purpose of this 
section is not to capture every contractual nuance but to clarify 
the broad financial relationships that underlie drug pricing. We 
first present the pharmaceutical supply chain in its traditional, 
horizontally organized form, then contrast it with the vertically 
integrated structures that now dominate the market. In both 
cases, we focus on the payments and other financial flows that 
get captured in financial statements.4

Insurance 
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Figure 1. Pharmaceutical supply chain financial flows

Notes: GPOs and pharmacy services administrative organizations (PSAOs) are not shown since they have contractual arrangements but no direct financial flows in 
the horizontal setup.
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Notes: Orange arrows denote financial flows that represent internal transfers within the vertically integrated conglomerate, rather than transactions between different 
firms as depicted in Figure 1. Orange arrows are observed by the vertically integrated conglomerate, but typically not reported in publicly available financial statements.

Figure 2. Vertically integrated pharmaceutical supply chain financial flows

Figure 1 shows the financial flows in the pharmaceutical 
supply chain. This diagram clarifies the role of PBMs as 
intermediaries—they reimburse pharmacies on behalf of 
insurers and negotiate rebates with manufacturers on behalf 
of insurers. When the supply chain is horizontally organized, 
each stakeholder operates as a distinct company that files its 
own financial statements, providing visibility into its overall 
profitability. However, even in this context, specific transaction-

5. DIRs usually occur in Medicare Part D plans and are any fee or payment adjustment between pharmacies and PBMs that occurs after the point of sale.[25] 

level details remain opaque because individual financial flows are 
usually aggregated within total revenues or expenses rather than 
reported as separate line items. For PBMs, copay clawbacks—
which can be a significant source of PBM revenue [24]—direct 
and indirect renumeration (DIR)5, and rebates are examples of 
flows obscured by aggregate reporting.  

https://www.drugchannels.net/p/about-blog.html
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When the supply chain becomes vertically integrated, the 
financial flows still represent real transfers of revenues and costs 
within a single corporate structure, but become less transparent 
externally because they are often invisible in consolidated 
financial reporting. Figure 2 demonstrates this in a supply chain 
where the vertically consolidated healthcare conglomerate 
includes the insurer/health plan, a PBM that owns a group 
purchasing organization (GPO) handling rebates and a specialty 
or mail-order pharmacy. All the financial flows from Figure 1 
are present, but the orange arrows represent internal transfers 
between business segments of a single company. Another 
practical implication of vertical integration is that it may result 
in PBMs taking physical control of drugs, which can impact 
their accounting decisions. We will return to this issue in the 
next section.

Although conglomerates sometimes report segment-level 
financial metrics, these segments often contain multiple 
functions (e.g., the PBM, GPO and specialty pharmacy are 
combined into a single reporting segment), which can mask the 
profitability of each component within a segment. Additionally, 
our diagram does not capture forms of integration such as 
in-house healthcare providers (e.g., CVS Minute Clinic) and 
manufacturer subsidiaries (e.g., Quallant Pharmaceuticals) that 
are now common among major conglomerates. As support 
for these conclusions, in the appendix we provide a summary 
of vertical integration across the four major healthcare 

conglomerates (CVS, Cigna, UnitedHealth Group and 
Humana) and their financial structures. 
 
3. Background: PBM Accounting Principles and 
Revenue Recognition
3.1. Simplified Conceptual Framework of PBM 
Transactions and Accounting
To introduce key accounting concepts in a simplified framework, 
we start by assuming PBMs perform a single function: serving 
as intermediaries between insurers/health plans and pharmacies.6 
In particular, PBMs process prescription drug claims from 
pharmacies and obtain appropriate reimbursement from 
insurers. The basic conceptual framework with the flow of funds 
relevant to PBM accounting is shown in Figure 3. 

In addition to the drug cost, the pharmacy may charge an 
administrative fee, which we illustrate as a per-prescription 
payment, though it could also be structured as a flat fee. This 
administrative fee is passed through to the insurer so that the 
total cost of each prescription (i.e., the total reimbursement 
amount) is the drug cost plus the administrative fee. In exchange 
for processing each claim, the PBM usually collects a transaction 
fee from the insurer. Additionally, the PBM may charge the 
insurer a markup on the total reimbursement amount, which 
generates revenue; this is also referred to as “spread pricing” for 
the PBM.7[28] The PBM keeps any transaction and markup fees 
from the insurer and transfers the drug reimbursement from the 

insurer to the pharmacy—these transfers are known as “pass-
through payments” and are denoted by dashed lines in the figure. 

To highlight how this conceptual framework can translate 
into different reported revenues (and therefore profit margins) 
for PBMs, we need to understand two different accounting 
frameworks that PBMs can use and their specific implications. 
Of particular relevance is the treatment of pass-through 
payments in financial reporting. 

3.2. Overview of Accounting Standards and 
Revenue Reporting
All companies, regardless of industry (this includes PBMs and 
healthcare conglomerates), currently follow a unified approach 
to revenue recognition, outlined in Accounting Standards 
Codification (ASC) 606, which we revisit later in this section.
[29] Prior to 2014, there were separate pieces of GAAP and 
industry-specific guidance, but the Financial Accounting 
Standards Board (FASB) had not issued specific guidance or 
regulations related to PBMs. As a result, PBMs historically 
drew guidance from EITF 99-19 and SAB 101 to justify their 
accounting methods.[19] 

EITF 99-19 provided guidance on whether companies should 
report revenues on a gross or net basis, which we will refer to 
as the principal and agent frameworks, respectively.[30] In the 
PBM context, a principal framework implies that pass-through 
payments should be counted as revenues in financial statements. 
However, in the agent framework, any cash transfers between 
insurers and pharmacies that are managed by the PBM (i.e., 
pass-through payments) are not recognized as revenues of the 
PBM. In this framework, only transaction fees and markups are 
recorded as revenues. The differing treatment of revenues across 
these two frameworks ultimately affects public reports of firm 
profitability. 

Whether PBMs should follow a principal or agent model 
under EITF 99-19 is less clear. In practice, a firm could justify 
using the principal framework by demonstrating that it assumed 
general risk from transactions.[31] This could include taking 
physical possession of goods (e.g.,  inventory risk), incurring 
credit risk (e.g.,  financial liability if the transaction failed), or 
having discretion in price setting. However, EITF 99-19 noted 
that these were qualitative indicators as opposed to a strictly 
enforced checklist, and ultimately the selected framework 
remained partly at the discretion of the firm.8[30] On the 

8. From EITF 99-19: “The Task Force reached a consensus that whether a company should recognize revenue based on (a) the gross amount … or (b) the 
net amount … is a matter of judgment that depends on the relevant facts and circumstances and that the factors or indicators set forth below should be 
considered in that evaluation. The Task Force reached a consensus that none of the indicators should be considered presumptive or determinative; however, 
the relative strength of each indicator should be considered.”[30]

9. In the case where a PBM is fully integrated with both the insurer and pharmacy, this justification for using a principal approach becomes weaker, since 
the reimbursements correspond to within-company transfers. 

10. The effective date for ASC 606 was for reporting periods beginning after December 15, 2017, for publicly traded companies and after December 15, 
2018, for nonprofits and private companies.[33] 

11. Control refers to the ability to direct the use of a good or service and obtain substantially all of its benefits before transfer to the customer.
12. In its 2010 annual 10-K report, CVS noted that it determines whether it is the principal or agent for its retail pharmacy network transactions on a 

contract-by-contract basis and have determined that it is the principal in the majority of its contracts.[32] It is possible that other PBMs have either 
relied solely on an agent framework or used a mix of principal and agent accounting over time, but a systematic review of all historic annual 10-K filings is 
outside the scope of this paper. Table 4 in the appendix provides details related to revenue recognition as reported by four large healthcare conglomerates 
in their 10-K annual filings for 2024. 

one hand, PBMs rarely physically handle the drugs sold in 
their pass-through transactions and thus would seem to fit 
the “agent” framework more closely. However, one could still 
justify a principal approach by asserting transactional or pricing 
risks—for example, by reimbursing pharmacies before receiving 
repayment from the insurer.9[32] 

In 2014, the FASB introduced ASC 60610, which provided a 
unified framework for revenue recognition across all industries, 
including how to determine whether to take a principal or agent 
approach. Prior to ASC 606, firms had to demonstrate that they 
assumed “enough” risk to justify taking a principal approach. In 
comparison, under ASC 606, firms had to determine whether 
they controlled11 the good or service before it went to the 
customer.[31] While firms can still apply discretion under ASC 
606, the control-based standard aimed to provide consistency 
across industries compared with the risk-based logic from 
previous GAAP standards. 

In the case of PBMs, the concept of control is inherently 
ambiguous. The most intuitive interpretation of control would 
be a case in which PBMs physically take control of and store 
drugs on behalf of insurers, which in reality is rare unless a PBM 
is integrated with a pharmacy. Even though they do not own or 
store drugs for insurance beneficiaries, control can be interpreted 
to stem from PBMs’ ability to dictate where and how 
prescriptions are filled, since they can select which pharmacies 
are in-network or set formularies. Historically, PBMs have 
followed the principal framework for revenue recognition 
[2,19], which can inflate reported revenues by hundreds of 
billions of dollars annually given the scale of pass-through 
payments in the pharmaceutical supply chain (see appendix 
Table 4 for current revenue recognition statements for the major 
healthcare conglomerates).12 In practice, the choice of a principal 
framework shapes how PBM performance appears in financial 
statements and, by extension, how policymakers and analysts 
interpret their profitability. Moreover, the vertical integration 
of PBMs into healthcare conglomerates further complicates 
transparency in reported PBM margins. The next section 
illustrates these effects by linking the conceptual framework in 
Figure 3 with simplified accounting statements. 

Transaction 
fees

Reimbursement to 
pharmacy for drug cost

Pharmacy pass-through payments

Other financial flow
(irrelevant to PBM accounting)

Other payments

Reimbursement to 
PBM for drug cost

Reimbursement 
to PBM for per- 

script admin fee

Per-script 
admin fee

Markup payment 
to PBM

Manufacturer

PBM

Insurer/health plan

Pharmacy Patient

Wholesaler

Notes: Each red and blue arrow corresponds to a line item in the corresponding PBM accounting statement. Dashed arrows represent flows that may be excluded from 
the accounting statement depending on which accounting framework is used (discussed in Section 3.2). GPOs and PSAOs are not shown since they have contractual 
arrangements but no direct financial flows.

Figure 3. Simplified conceptual framework for PBM accounting

6. In Section 4, we expand this framework to incorporate other PBM functions such as negotiating rebates as well as the impact of vertical integration. The 
functionality of PBMs in our simplified framework corresponds to PBMs in their earliest form, which served to process drug claims.[11] 

7. It is worth noting that the role of spread pricing as a contributor to PBM profits has declined since 2016 [26]. This may reflect the proliferation of state-
level legislation to prohibit the use of spread pricing in Medicaid and state-regulated plans.[27]
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Per-script 
transaction fee

Reimbursement to 
pharmacy for drug 

cost (AWP)

Pharmacy pass-through payments

Other financial flow
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accounting)

Other payments

Reimbursement 
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Reimbursement to 
PBM for per-script 
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Figure 4. Flow of funds for PBM accounting and assumptions (simplified framework)

Notes: GPOs and PSAOs are not shown since they have contractual arrangements but no financial flows. Dashed arrows represent flows that may be excluded from the 
accounting statement depending on whether the principal or agent accounting framework is employed.

Assumptions: 
Drug costs
•	WAC = $300
•	AWP = $360 (WAC + 20%)

PBM and pharmacy contract details
•	AWP = $360
•	Per-script admin fee = $3

PBM and insurer/health plan contract details
•	Per-script transaction fee = $10
•	10% pass-through markup (=(360+3)*10%)

Internal PBM parameters
•	Operating expense (per script) = $8

Table 1. PBM accounting statement (corresponds to framework and assumptions in Figure 4)

Principal framework Agent framework

Revenues Expenses Revenues Expenses

AWP payment $360 $360

Pharmacy per-script admin fee $3 $3

Pharmacy pass-through markup $36.30 $36.30

Transaction fee $10 $10

Operating expenses $8 $8

Total revenues $409.30 $46.30

Total expenses $371 $8

Net income $38.30 $38.30

Profit margin 9.4% 82.7%

Notes: Example PBM accounting statement following conceptual framework and assumptions shown in Figure 4. Color coding of text in the accounting 
statement matches the figure.

4. Accounting Conventions and Reported PBM 
Profitability: A Stylized Comparison of Principal 
and Agent Frameworks

We now illustrate the implications of accounting rules for 
reported profitability by means of a simple numerical example. 
We begin with the simplified conceptual framework as 
presented in Figure 3. Next, we expand it to incorporate rebates 
that reflect how PBMs manage pass-through payments between 
pharmacies and insurers, as well as between manufacturers and 
insurers.13 Finally, we explore the implications of the PBM as 
part of a vertically integrated healthcare conglomerate, which 
hides many of these pass-through payments from view in 
financial statements. 

 
 

4.1. Comparison of Revenue Reporting Under a 
Simplified Framework
Figure 4 shows a more detailed version of the conceptual 
framework from Figure 3 including a full set of numeric 
assumptions. Next, we enter the various payments shown in 
Figure 4 into the PBM’s accounting statement under both 
the principal and agent frameworks (Table 1). Irrespective of 
the accounting framework, all payments denoted with blue 
arrows (non-pass-throughs) are recorded as revenue. Under the 
principal framework, pass-through payments from the insurer to 
the PBM are counted as revenues, and pass-through payments 
from the PBM to the pharmacy are recorded as expenses 
(costs). In contrast, under the agent model, pass-through 
payments are not recorded on the accounting statement because 
they simply represent cash flows between the insurer and the 
pharmacy, not revenues or expenses for the PBM.  

The choice of accounting framework does not affect the 
PBM’s net income (total revenues minus total costs) because 
pass-through payments represent money exchanged between 
the insurer and the pharmacy, with the PBM serving as the 
intermediary. However, by recording pass-through payments as 
revenues and expenses under the principal model, the PBM’s 
profit margin (net income divided by total revenues) appears 
almost an order of magnitude lower—only 9.4% in comparison 
with 82.7% under the agent framework. 

4.2. Comparison of Revenue Reporting: 
Incorporating Manufacturer Rebates
We can extend the previous example by assuming that, in 
addition to processing claims, PBMs also negotiate rebates 
between manufacturers and insurers. In this case, the PBM will 
handle funds passed from manufacturers to insurers and from 
insurers to pharmacies. Figure 5 incorporates manufacturer 
rebates and pass-through payments into the conceptual 
framework and assumptions. In addition to comparing the 
principal and agent frameworks in the accounting statement 
(Table 2), we also show how PBMs could use a mix of principal 
and agent frameworks for reporting manufacturer and pharmacy 
pass-through payments (“mixed framework”).14 As in the 
simplified example, how PBMs decide to handle pass-through 
payments in their financial statements does not affect their 
net income, but it does change how their profitability will be 
reported. 

4.3. Vertical Integration and Impact on the 
Visibility of PBM Profitability
Our final example demonstrates how vertical consolidation 
obscures PBM profitability. Following the vertically integrated 

flow of funds presented in Figure 2, we assume the vertically 
integrated healthcare conglomerate consists of an insurer/
health plan, a PBM that owns a GPO that handles rebates, and 
a specialty or mail-order pharmacy. Figure 6 presents the PBM 
revenues and expenses under three accounting perspectives: the 
principal framework under a horizontal market configuration, 
the internal financial statement for the PBM segment of a 
vertically consolidated firm and the external financial statement 
for the PBM segment of a vertically consolidated firm. For 
reference, we also provide example financial statements for all 
internal segments in the appendix, but these are not relevant to 
demonstrating PBM profitability. 

Total revenues, total costs, net income and profit margins for 
the PBM are identical between the horizontal configuration 
and vertically consolidated internal reporting. The key difference 
is that all financial flows between the PBM and the specialty 
pharmacy and insurer are internal transfers in the vertically 
integrated firm, whereas they would represent flows between 
three different firms in a horizontal configuration. Internal 
transfers are not shown in the external financial statements for 
the vertically integrated firm, which further understates the 
PBM segment’s profitability. Finally, it is important to note 
that, in reality, the PBM will likely not be its own segment but 
will be grouped with other segments for reporting purposes, 
which further masks its particular financial flows. For example, 
in their most recent 10-K filings, CVS and Cigna report that 
their PBM is contained in the same segment as their specialty 
and mail-order pharmacies and their care-delivery organizations, 
and Humana’s PBM is in the same segment as its insurance 
operations (see Table 5 in the appendix for details on business 
segments for the four major healthcare conglomerates).[35–37] 

13. While we do not consider an example with DIR payments, this extension would modify the payments from the example with rebates. 

 14. To simplify the exposition, we log the collected rebates from the manufacturer as PBM revenues and the rebate pass-through payments to the insurer 
as expenses. However, in reality, firms may record the values differently in their financial statements. For example, the footnotes of Express Scripts’ 2016 
financial statements mention that “rebates and administrative fees earned for the administration of this [rebate] program, performed in conjunction 
with claims processing and home delivery services provided to clients, are recorded as a reduction of cost of revenues and the portion of the rebate and 
administrative fees payable to customers is treated as a reduction of revenues.”[34]
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for retail 
pharmacy drug 
costs + fees
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Reimbursement for 
specialty drug costs 
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Assumptions: 
Drug costs
•	Retail WAC = $300
•	Retail AWP = $360 (WAC + 20%)
•	Specialty WAC = $500
•	Specialty AWP = $600 (WAC +20%)

PBM and specialty pharmacy contract details
•	AWP = $600
•	Per-script admin fee = $5

PBM and retail pharmacy contract details
•	AWP = $360
•	Per-script admin fee = $3

GPO/PBM and manufacturer contract details
•	Rebate amount (retail) = $150 (50% of WAC)
•	Rebate amount (specialty) = $250 (50% of WAC)

PBM and insurer/health plan contract details
•	Per-script transaction fee = $10
•	10% pass-through retail markup (=(360+3)*10%)
•	10% pass-through specialty markup (=(600+5)*10%)
•	Rebate pass-through (90%) = $135 (retail); $225 (specialty)
•	Retained rebate (10%) = $15 (retail); $25 (specialty)

Internal PBM parameters
•	Operating expense (per script) = $8

Figure 6. Flow of funds for a vertically integrated healthcare conglomerate and assumptions

Notes: PSAOs are not shown since they have contractual arrangements but no financial flows. Dashed arrows represent flows that may be excluded from 
financial statements depending on whether the principal or agent framework is used. Internal transfers (denoted by orange lines) are tracked as part of 
internal firm bookkeeping but will be excluded from public financial statements.

Table 2. PBM accounting statement (corresponds to framework and assumptions in Figure 5)

Principal framework Mixed framework Agent framework

Revenues Expenses Revenues Expenses Revenues Expenses

AWP payment $360 $360 $360 $360

Pharmacy per-script admin fee $3 $3 $3 $3

Pharmacy pass-through markup $36.30 $36.30 $36.30

Transaction fee $10 $10 $10

Manufacturer rebates collected ($15 + $135) $15 $15

Manufacturer rebates passed 
through $135

Operating expenses $8 $8 $8

Total revenues $559 $424 $61

Total expenses $506 $371 $8

Net income $53.30 $53.30 $53.30

Profit margin 9.5% 12.6% 87.0%

Notes: Under the principal framework, we assume all pass-through payments (manufacturer and pharmacy) are reported as revenues and expenses. Under 
the mixed framework, we assume a principal framework is applied to pharmacy pass-throughs and an agent framework is applied to manufacturer rebate 
pass-throughs. 

Reimbursement to 
pharmacy for drug 

cost (AWP)

Per-script 
admin fee

PBM

Insurer/health plan

Pharmacy Patient

Manufacturer

Wholesaler

Markup payment to 
PBM (% of all pharmacy 

pass-through 
payments) + per-script 

transaction fee

Pharmacy pass-through payments

 Other financial flow 
(irrelevant to PBM accounting)

Other payments

Reimbursement 
to PBM for drug 

cost (AWP)

Reimbursement to 
PBM for per-script 

admin fee

Payment for drug 
acquisition 

(AWP = WAC plus 20%)

Retained rebate
Rebate pass-through

Rebate
pass-through

Manufacturer pass-through payments

Notes: GPOs and PSAOs are not shown since they have contractual arrangements but no financial flows. Dashed arrows represent flows that may be excluded from 
financial statements depending on whether the principal or agent framework is used.

Assumptions: 
Drug costs
•	WAC = $300
•	AWP = $360 (WAC + 20%)

PBM and pharmacy contract details
•	AWP = $360
•	Per-script admin fee = $3

PBM and pharmacy contract details
•	Rebate amount = $150 (50% of WAC)

PBM and insurer/health plan contract details
•	Per-script transaction fee = $10
•	10% pass-through markup (=(360+3)*10%)
•	Rebate pass-through = $135 (90% of rebate)
•	Retained rebate = $15 ($150-$135)

Internal PBM parameters
•	Operating expense (per script) = $8

Figure 5. Flow of funds for PBM accounting and assumptions with rebate negotiations
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5. Discussion
This paper demonstrates that relatively low profitability in the 
PBM industry is potentially an artifact of accounting choices 
made when compiling public-facing financial statements. 
Moreover, limited transparency into true PBM profitability has 
been further masked by widespread vertical consolidation among 
companies in the pharmaceutical supply chain. Because public 
financial statements only report aggregated totals for revenues 
and expenses, policymakers and analysts cannot determine how 
much PBM cash flow reflects pass-through payments rather 
than actual earnings. As a result, historically “thin” margins likely 
reflect accounting conventions rather than true profitability. 

From an accounting perspective, we do not offer any 
judgments regarding the correct approach to accounting for 
PBMs, but we note one peer-reviewed paper arguing for the 
agent framework.[19] However, since profit levels are unchanged 
by how pass-through payments are treated, accounting principles 
do not affect profitability from an economic perspective. As a 
result, metrics that rely on profit levels rather than margins will 
provide an accounting-invariant measure of PBM profitability. 
To get a better sense of whether individual PBM profits are high 
or low across the industry, profit levels can be compared against 
total market revenue. Additionally, wide swings in profit margins 
caused by changes to accounting rules suggest that reported 
profit margins may not provide a strong basis for inferences 
about market power or industry concentration. Our findings 
also warrant caution when interpreting PBM financial metrics, 
especially absent more transparent financial reporting regarding 
funds flowing through PBMs.

To increase transparency in PBMs’ financial reporting, 
policymakers could mandate PBMs report revenues net of all 
pass-through payments, which effectively treats PBMs as agents 
for accounting purposes. Regulators have introduced analogous 
reporting requirements in other industries to help distinguish 
principal and agent activity. However, in the case of PBMs, this 
sort of reform would have a limited impact because many PBMs 
are shifting to a business model where an increasing share of 
profits is generated through fees, not pass-through payments 
such as rebates.[38] Between 2012 and 2020, the share of gross 
profits generated by rebates decreased from 46% to 14% while 
the share generated by fees and GPOs increased from 5% to 
21%.[26] Beyond fees, PBMs generate expenses and revenue 
from a range of services that do not involve pass-through 
payments such as claims processing, formulary management, 
adherence programs and prior authorization, and therefore 
would not be affected by changes to accounting requirements. 
Moreover, in a vertically consolidated setting, PBMs can also 
direct profit streams by shifting prescriptions to PBM-owned 
specialty pharmacies.[39] Transparency reforms must therefore 
address the source of income streams in addition to pass-
through accounting. 

15. We should be cautious using disaggregated reporting to compare vertically integrated PBMs with stand-alone ones since internal transfer prices within 
a vertically consolidated firm might not be reflective of the “true” commercial prices faced by stand-alone PBMs.[42]  

16. The figure is the gross-to-net bubble, which is the gap between list and net prices. 

Beyond the principal/agent classification of revenues, 
additional reforms might focus on disaggregating reporting 
by business segment within vertically consolidated health 
conglomerates. Current reporting requirements permit firms to 
combine their PBM operations with other segments (e.g., the 
“pharmacy services” segment might include specialty pharmacy, 
GPO and PBM), limiting visibility into each component’s 
financial contribution to profitability. Policymakers could 
require separate reporting for each unique business function, 
including disclosure of internal transfers and pass-through 
payments. This would provide clarity around where profits are 
generated within the pharmaceutical supply chain, even in an 
environment with substantial vertical integration. The financial 
sector provides precedence for disaggregated revenue reporting, 
where companies must separately report interest income, trading 
gains and underwriting.[40,41] In addition to improving 
transparency in financial reporting, disaggregated reporting 
would allow for direct comparisons of PBM profitability across 
vertically consolidated firms.15 Rebate payments are often 
significant items in the financial statements of PBMs and 
branded pharmaceutical companies, so, in general, the SEC and 
other regulators may wish to explore the merits and drawbacks 
of requiring more detail around where and how these cash flows 
are directed. For example, these details may improve corporate 
governance and investor oversight. On the other hand, they may 
also introduce new layers of complexity.

Our paper has focused on a unique PBM accounting issue, yet 
this represents only one part of the equation for pharmaceutical 
supply chain dynamics and drug prices. Even if the U.S. 
adopted the PBM reforms we propose, the role of rebates—
which corresponded to $356 billion in price concessions for 
branded drugs16 in 2024 [43]—in rising drug prices, formulary 
placement, and manufacturer and middlemen financial outcomes 
would remain opaque. To better understand the true flow of 
funds, additional transparency requirements for pharmaceutical 
companies’ financials is necessary. Beyond providing aggregate 
rebate totals, firms would need to report details on where rebates 
are being paid including which organizations are receiving them, 
on which drugs and so on. This detailed degree of transparency 
would give policymakers and shareholders better insight into a 
major element of manufacturers’ business operations and serve 
to minimize “surprises.” 

In general, while we expect additional transparency will lead 
to more efficient business decisions and provide policymakers 
with better information to develop effective regulations and 
policies, it may also lead to worse market outcomes in some 
cases. For example, detailed reporting of their contractual 
details by PBMs could lead to tacit collusion and reduce price 
competition as well as reduce incentives to encourage lower-
cost generic drug utilization, further exacerbating growing drug 
costs.[42] Similarly, full transparency on net drug prices by 
manufacturers could potentially reduce incentives for innovation, 

Table 3. PBM accounting statement under horizontal and vertically consolidated configurations 
(corresponds to framework and assumptions in Figure 6)

Flow 
category Financial flow

Horizontal configuration 
(principal 

framework)

Vertically integrated configuration

Internal PBM/GPO 
segment reporting

External PBM/
GPO segment 

reporting

Revenues Expenses Revenues Expenses Revenues Expenses

Pharmacy 
interactions

Retail drug acquisition 
cost (AWP) $360 $360 $360 $360 $360

Retail pharmacy admin fee $3 $3 $3 $3 $3

Retail pharmacy pass-
through markup (plan pays 
PBM)

$36.3 $36.3

Retail pharmacy 
transaction fee (plan pays 
PBM)

$10 $10

Specialty drug acquisition 
cost (AWP) (pharmacy 
pays manufacturer)

$600 $600 $600 $600

Specialty pharmacy admin 
fee (PBM pays pharmacy) $5 $5 $5 $5

Specialty pharmacy pass-
through markup (plan pays 
PBM)

$60.5 $60.5

Specialty pharmacy 
transaction fee (plan pays 
PBM)

$20 $20

Manufacturer 
interactions

Rebates collected (retail 
drugs) $15 + $135 $15 + $135 $150

Rebates passed through 
(retail drugs) $135 $135

Rebates collected 
(specialty drugs) $25 + $225 $25 + $225 $250

Rebates passed through 
(specialty drugs) $225 $225

Internal Operating expenses $16 $16 $16

Subtotal (internal) $1494.8 $1344

Eliminated flows (internal transfers) $1094.8 $965

Total flows (external) $400 $379

Total revenues $1498.4 $1498.4 $400

Total expenses $1344 $1344 $379

Net income $150.8 $150.8 $21

Profit margins 10.1% 10.1% 5.3%

Notes: Under the principal framework, we assume all pass-through payments (manufacturer and pharmacy) are reported as revenues and expenses. 
Internal transfers are denoted by orange text and are not reported in external financial statements. The grey rows are provided to demonstrate that the total 
external flows are equal to the total internal flows minus internal transfers (in other words, the flows in the internal and external accounting reports are 
equivalent); these rows would not be reported as part of the financial statement 
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PBMs have used their historically low profit margins to 
minimize scrutiny from the FTC.[3] The sensitivity of these 
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accounting frameworks and pass-through payments play in 
profitability.

https://www.ftc.gov/reports/pharmacy-benefit-managers-report
https://www.ftc.gov/reports/pharmacy-benefit-managers-report
https://www.bloomberg.com/news/articles/2017-03-31/drug-middlemen-have-slim-profit-margins-just-ask-them
https://www.bloomberg.com/news/articles/2017-03-31/drug-middlemen-have-slim-profit-margins-just-ask-them
https://www.bloomberg.com/news/articles/2017-03-31/drug-middlemen-have-slim-profit-margins-just-ask-them
https://www.brookings.edu/articles/the-concentration-margins-relationship-reconsidered
https://www.brookings.edu/articles/the-concentration-margins-relationship-reconsidered
https://www.ftc.gov/reports/specialty-generic-drugs-growing-profit-center-vertically-integrated-pharmacy-benefit-managers
https://www.ftc.gov/reports/specialty-generic-drugs-growing-profit-center-vertically-integrated-pharmacy-benefit-managers
https://www.ftc.gov/reports/specialty-generic-drugs-growing-profit-center-vertically-integrated-pharmacy-benefit-managers
https://oversight.house.gov/report/pbm-report
https://oversight.house.gov/report/pbm-report
https://schaeffer.usc.edu/research/flow-of-money-through-the-pharmaceutical-distribution-system
https://schaeffer.usc.edu/research/flow-of-money-through-the-pharmaceutical-distribution-system
https://schaeffer.usc.edu/research/flow-of-money-through-the-pharmaceutical-distribution-system
https://www.commonwealthfund.org/publications/explainer/2025/mar/what-pharmacy-benefit-managers-do-how-they-contribute-drug-spending
https://www.commonwealthfund.org/publications/explainer/2025/mar/what-pharmacy-benefit-managers-do-how-they-contribute-drug-spending
https://www.commonwealthfund.org/publications/explainer/2025/mar/what-pharmacy-benefit-managers-do-how-they-contribute-drug-spending
https://www.brookings.edu/articles/richard-g-franks-testimony-on-the-role-of-pharmacy-benefit-managers
https://www.brookings.edu/articles/richard-g-franks-testimony-on-the-role-of-pharmacy-benefit-managers
https://www.brookings.edu/articles/richard-g-franks-testimony-on-the-role-of-pharmacy-benefit-managers
https://www.brookings.edu/articles/a-brief-look-at-current-debates-about-pharmacy-benefit-managers/
https://www.brookings.edu/articles/a-brief-look-at-current-debates-about-pharmacy-benefit-managers/
https://www.brookings.edu/articles/a-brief-look-at-current-debates-about-pharmacy-benefit-managers/
http://www.nber.org/papers/w29959
https://doi.org/10.3386/w32790
https://bfi.uchicago.edu/working-papers/pharmacy-bene%EF%AC%81t-managers-and-vertical-relationships-in-drug-supply
https://bfi.uchicago.edu/working-papers/pharmacy-bene%EF%AC%81t-managers-and-vertical-relationships-in-drug-supply
https://bfi.uchicago.edu/working-papers/pharmacy-bene%EF%AC%81t-managers-and-vertical-relationships-in-drug-supply
https://schaeffer.usc.edu/research/overpaying-for-prescription-drugs
https://schaeffer.usc.edu/research/overpaying-for-prescription-drugs
http://www.healthaffairs.org/do/10.1377/forefront.20210714.70749/full
http://www.healthaffairs.org/do/10.1377/forefront.20210714.70749/full
https://nephronresearch.com/trends-in-profitability-and-compensation-of-pbms-and-pbm-contracting-entities
https://nephronresearch.com/trends-in-profitability-and-compensation-of-pbms-and-pbm-contracting-entities
https://nephronresearch.com/trends-in-profitability-and-compensation-of-pbms-and-pbm-contracting-entities
https://www.ncsl.org/state-legislatures-news/details/this-years-prescription-drug-bills-aim-to-reduce-consumer-costs
https://www.ncsl.org/state-legislatures-news/details/this-years-prescription-drug-bills-aim-to-reduce-consumer-costs
https://www.ncsl.org/state-legislatures-news/details/this-years-prescription-drug-bills-aim-to-reduce-consumer-costs
https://www.healthaffairs.org/content/forefront/cantwell-grassley-pbm-bill-much-needed-but-more-can-done
https://www.healthaffairs.org/content/forefront/cantwell-grassley-pbm-bill-much-needed-but-more-can-done
https://www.healthaffairs.org/content/forefront/cantwell-grassley-pbm-bill-much-needed-but-more-can-done
https://dart.deloitte.com/USDART/home/publications/archive/deloitte-publications/accounting-spotlight/2019/revenue-recognition-evaluating-whether-an-entity
https://dart.deloitte.com/USDART/home/publications/archive/deloitte-publications/accounting-spotlight/2019/revenue-recognition-evaluating-whether-an-entity
https://dart.deloitte.com/USDART/home/publications/archive/deloitte-publications/accounting-spotlight/2019/revenue-recognition-evaluating-whether-an-entity
https://www.statnews.com/pharmalot/2018/08/16/rebates-fees-drug-prices
https://www.statnews.com/pharmalot/2018/08/16/rebates-fees-drug-prices
https://dart.deloitte.com/USDART/home/publications/deloitte/additional-deloitte-guidance/roadmap-sec-comment-letter-considerations
https://dart.deloitte.com/USDART/home/publications/deloitte/additional-deloitte-guidance/roadmap-sec-comment-letter-considerations
https://dart.deloitte.com/USDART/home/publications/deloitte/additional-deloitte-guidance/roadmap-sec-comment-letter-considerations
https://www.drugchannels.net/2025/07/gross-to-net-bubble-hits-356b-in.html.
https://www.drugchannels.net/2025/07/gross-to-net-bubble-hits-356b-in.html.


The mission of the Leonard D. Schaeffer Center for Health Policy & Economics 
is to measurably improve value in health through evidence-based policy 

solutions, research excellence, and private and public sector engagement. 
A unique collaboration between the Sol Price School of Public Policy at the 

University of Southern California (USC) and the USC Mann School of Pharmacy 
and Pharmaceutical Sciences, the Center brings together health policy experts, 

pharmacoeconomics researchers and affiliated scholars from across USC and other 
institutions. The Center’s work aims to improve the performance of healthcare 

markets, increase value in healthcare delivery, improve health and reduce 
disparities, and foster better pharmaceutical policy and regulation. The Center is 

one of two flagship programs at the Leonard D. Schaeffer Institute for Public Policy 
& Government Service, formed in 2024 to develop evidence-based solutions to 

policy issues and educate future generations of public service leaders.

Stephanie Hedt
Director of External Affairs 

hedt@usc.edu
213.821.4555


