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As one of the major pieces of Health Care Reform legislation (HCR), the Medical Loss Ratio (MLR)
provisions are intended to assure that health care coverage will be reasonably affordable.
However, by requiring health care policy issuers to limit their administrative expenses to no
more than 15% (large group) or 20% (small group) of premium, HCR opened Pandora’s Box. We
are about to see the results. Please note that the MLR rules apply to both group and individual
policies; however, we will limit our discussion in this Memorandum to group policies.

The Process
Step One. The issuers must calculate their administrative expenses for each calendar year
beginning with 2011, for each type of medical plan it offers (e.g. PPO, HMO, HDHP, etc.) for each
state or market in which the policies are issued. The issuers must also take into consideration
activities that improve health care quality by following the expense guidelines recommended by
the National Association of Insurance Commissioners (NAIC) and adopted by the Department of
Health and Human Services (HHS) in its December 7, 2011 Interim Final Rule.
Step Two. Issuers file their results in a report to HHS due by June 1, 2012.
Step Three. Upon conclusion of the review by HHS, issuers then must notify the policyholders
who will receive the rebate. The notice must include information about the concept of MLRs as
well as the standards used to calculate the amount of the rebate provided. The notice will vary
by policyholder based on whether the plan is subject to the Employee Retirement Income
Security Act (ERISA), not subject to ERISA (e.g. church plans), or a non-Federal governmental
plan (e.g. school districts, cities, or other public agencies).

In Brief
Generally speaking, the MLR rules will apply to insured group medical plans. They do not apply
to self-funded medical plans. The distinction between small group and large group for MLR
purposes is based on whether the plan has less than or more than 100 covered lives. This rule
may be inconsistent with small group rules promulgated at the state level (e.g. California). The
rules apply to both grandfathered and non-grandfathered plans. The rules will apply to minimed plans; however, the rules for mini-meds will include a risk adjustment factor beginning with

the 2012 MLR reporting year (calendar year). For expatriate plans, the Rules will contain a
similar risk adjustment factor.

Details
1. The Rebate. Issuers will make direct rebates to the group policyholders who paid the
premium. The rebate amount will be based on the class of business and not on any single
policy’s loss ratios. The Rules do not require the policyholder to share the rebates directly
with plan participants. It’s worth noting that a study by the Government Accounting Office
(in late 2011) concluded that most issuers will satisfy the loss ratio requirements and will
not be issuing rebates. The rebate can be in the form of a cash refund, dividend, etc. It
cannot be delivered by the issuer as a premium credit.
2. Who Gets the Rebate? Policyholders covered during the MLR reporting year, regardless of
their own loss experience who belong to a class of coverage (policy type, geographic
location, etc.) whose MLR exceeds the limitation (15%/20%) will be eligible for the rebate.
What the policyholder can do with the rebate depends on whether the plan is a non-federal
government plan, a church plan, or an ERISA plan (private employers including non-profits).
Special rules apply to multi-employer (union) plans and non-union MEWAs.
•

ERISA Plans. The Department of Labor (DOL) issued a Technical Release (TR 2011-04) in
December 2011 to clarify the duties of plan sponsors/fiduciaries with regard to the
treatment of rebates. Generally, under ERISA, plan fiduciaries must treat refunds as
“plan assets.” As such, the assets must be held in trust, cannot inure to the employer,
and must be used for the exclusive purpose of providing benefits under the plan (ERISA
Section 403). Assets held longer than three months must be held in a trust. The
Technical Release does, however, provide relief by easing the trust requirement in
situations where the rebate is distributed within 90 days except when the governing
documents otherwise require a trust, as occasionally found in bargaining agreements or
under Taft-Hartley arrangements.
Both the Technical Release and the Interim Final Rule (December 7, 2011) will allow a
portion of the rebate to benefit the employer (unless premiums are paid out of a trust).
For example, if the employer paid 20% of the total premium with the additional 30%
coming from employee contributions, the employer could use 70% for its own use, with
30% to be used for the benefit of plan participants (in the year the rebate is received).
It’s worth noting that the concept of sharing the rebate did not appear in the proposed
rule.
The plan sponsor of an ERISA plan may do any of the following:
» Reduce participant contributions;
» Enhance benefits; or,
» Give cash back to participants.
Although the Interim Final Rule will allow cash back, it provides no guidance on the
potential taxable event associated with a cash back option. Informally, it would appear
that the cash option may create a taxable event subject to reporting as income and
withholding of income tax. Any plan sponsor who considers this option should seek the
advice of its own tax counsel.

•

Non-federal Government Plans. If a single public agency itself is the policyholder, the
agency may qualify for the rebate. Public agencies who have entered into a joint powers
agreement, most likely won’t receive rebates directly. Issuers will pay the joint powers
authority directly, as the policyholder. The authority will determine how it will distribute
the rebate.
The Interim Final Rule will allow a non-federal governmental policyholder to do one of
the following:
» Reduce the annual premiums in the year in which the rebate is received;
» Reduce the annual premiums for the subsequent year but only for those agencies
who were in the plan in the MLR reporting year; or,
» Provide a cash refund.
The Interim Final Rule does not explicitly allow for benefit enhancements.

•

Church Plans. Since ERISA applies to all plans other than public agency plans and church
plans, this third category (non-ERISA and non-governmental plans) is narrowed to
church plans. The Interim Final Rule will allow church plans to reduce participant
premiums or provide cash refunds (again the Rules provide no tax advice here). The
Rules are silent, here as well, on the potential use of the rebate to enhance benefits. It is
important to note that church plans must provide issuers with written assurance that
the rebate will be used for the benefit of current plan participants, as a condition
precedent to receiving the rebate.

Action Plan
1. If the policyholder receives a notice of an impending rebate, it should analyze its options as
plan fiduciaries under ERISA (or its options as a public agency or church).
2. The policyholder should amend its written plan document to allow for rebates and the
treatment option(s) it has elected, regardless of whether it is an ERISA plan, public agency
plan, or church plan. Some issuers also are amending their group policies unilaterally to
allow for the treatment of rebates. This does not relieve the policyholder’s obligation to
amend its plan document.
3. Upon receipt of the rebate, the policyholder should notify plan participants as to its
disposition.
4. If the plan is an ERISA plan, the plan sponsor should implement the option within three
months of receipt of the rebate.
Plan sponsors should seek professional advice in this process.
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