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FIGURE   I

Percent of Federal Medicaid  
Funds vs. Percent of Poverty

Source:  Author’s calculations based on 2004 estimated population 
data from the U.S. Census Bureau and Medicaid expendi-
ture data from Kaiser Family Foundation.

Vt. Nev.Alaska Maine

0.72%

0.36%

0.13%

0.31%

0.17%

0.36%

0.80%

0.42%

Federal Medicaid  
Funding Reform
by Pamela Villarreal

Medicaid is a joint federal-state health care program, 
primarily for the poor.  At the federal level, Medicaid is 
an entitlement, implying that each enrollee has a right 
to benefits, regardless of the state in which he or she 
resides.  However, federal funds are not distributed 
equally.  Each state budgets its own Medicaid spending, 
but receives federal funds based on a matching formula.  
Wealthy states that spend more on Medicaid receive 
more federal funds, while 
poor states, which tend to 
have larger poverty popu-
lations, receive less.  Why 
are there such disparities in 
the Medicaid program, and 
what should be done?

Where Medicaid Dol-
lars Go.  The states spent 
about $112 billion on Med-
icaid in 2004; of the total 
cost, more than half ($176 
billion) was paid from 
federal coffers.  Federal 
funds are distributed based 
on a matching formula that 
takes into account each 
state’s personal income 
per capita relative to the 
national average.  Using 
this method, many states 
receive far more or far 
fewer Medicaid dollars 
than they would if funds 
were allocated based on a 
state’s poverty population.  
In 2004, for example:
■ New York, with 7.9 percent of the nation’s poverty 

population, received almost 13 percent of federal 
Medicaid dollars. 

■ In contrast, Texas had 10.3 percent of the nation’s 
poverty population, but received only 6 percent of 
federal Medicaid dollars.

■ Vermont, Alaska and Maine received twice as much 
as they would if funds were allocated based on their 
poverty distribution, while Nevada received half as 
much.  [See Figure I.]
Overall, 23 states received less than their share of 

the poverty population would merit, while 27 states 
received more.  In fact, one-in-four federal Medicaid 
dollars (roughly $44 billion) would have been allocated 
to different states if funding was based on the poverty 
distribution alone.  

Why Some States Get More Funds Than Oth-
ers.  In theory, the federal funding formula is designed 
to narrow the disparities in the ability of states to fund 

Medicaid by giving poorer 
states a higher matching 
rate for every dollar they 
spend.  However, there 
is no cap on the amount 
that the federal govern-
ment matches.  Therefore, 
the more a state spends, 
the more it receives.  In 
practice, states with above-
average per capita incomes 
are likely to spend more 
on Medicaid and receive 
more federal dollars.  For 
example:
■ In 2004, New York, 
with an above-average in-
come per capita, spent more 
than five times as much 
in state funds per poverty 
person (those at or below 
the federal poverty level) 
as Alabama — $6,390 
compared to $1,252.  [See 
Figure II.]

■ Even though New York’s federal matching rate is lower 
than Alabama’s, it received more than twice as much 
funding per poverty person — $8,248 compared to 
$3,550 for Alabama.
Arguably, spending per poverty person is not the 

appropriate standard to measure federal spending, since 
many states cover many individuals above the poverty 



BRIEF ANALYSIS   
No. 566
Page 2

Note: Nothing written here should be construed as necessarily reflecting the views of the National Center for Policy Analysis 
or as an attempt to aid or hinder the passage of any legislation.  

The NCPA is a 501(c)(3) nonprofit public policy organization.  We depend entirely on the financial support of individuals, corporations and foundations that 
believe in private sector solutions to public policy problems.  You can contribute to our effort by mailing your donation to our Dallas headquarters or log-

ging on to our Web site at www.ncpa.org and clicking “An Invitation to Support Us.”

level, while others do not. In fact, the disparities between 
states with above-average per capita incomes and states 
with below-average per capita incomes are even wider 
when comparing spending per enrollee.  For example:
■ New York, Connecticut, Massachusetts, New Jersey 

and New Hampshire spent more than $4,000 in state 
funds per enrollee, 
and each received 
$5,000 per enroll-
ee from the federal 
government — thus 
they spent more than 
$9,000 per enrollee!

■ On the other hand, 
Arkansas, Alabama 
and South Carolina 
spent less than $1,100 
of their own funds per 
enrollee; combined 
with federal fund-
ing, spending per 
enrollee was less than 
$4,000. 
Higher health care 

costs do not explain 
the higher spending.  
Comparing New York 
City, where living costs 
are much higher than 
the national average, to 
Columbus, Ohio, where 
the local cost of living is 
at the national average: 
■ In fiscal year 2003-2004, Medicaid spending in New 

York City averaged $9,842 per enrollee, almost twice 
as much as the $5,082 spent in Franklin County (Co-
lumbus).

■ Adjusted for the cost of living in each area, New York 
City spending per enrollee was still twice as high as 
in Columbus, Ohio. 
An Equitable Solution.  The goal of Medicaid is to 

provide health care for the poor, but the federal govern-
ment has made it into a “free-for-all” for states, reward-

ing those that spend the most.  Bringing some common 
sense to the funding method would help contain spend-
ing growth by removing the incentive of states to spend 
more.  It would also distribute federal funds for the poor 
more equitably.
■  Federal funds could be allocated to states based on 

their poverty distribu-
tion; if a state has 10 per-
cent of the nation’s pov-
erty population, it would 
receive 10 percent of 
Medicaid funds. 
■  States could choose 
to cover optional popu-
lations with their own 
funds.
■  Federal funding per 
poverty person could be 
capped, so that states do 
not have an incentive to 
spend more simply to 
receive more funds.

States should have 
the flexibility to use their 
federal funds as they 
choose.  For instance, 
they could provide 
vouchers for Medicaid 
enrollees to purchase 
private health insurance, 
fund Health Savings Ac-
counts or pay premiums 
for employer-provided 

insurance.
Conclusion.  The goods news is that the Deficit 

Reduction Act of 2005 allows states to use their funds 
to experiment with Medicaid program modifications.  
But the matching formula needs to be changed as well.  
Distributing federal funds on the basis of need would 
help equalize Medicaid funding and encourage states to 
moderate their spending growth.

Pamela Villarreal is a graduate student fellow with 
the National Center for Policy Analysis.

FIGURE   II

State and Federal  
Spending per Poverty Person

Source:  Author’s calculations based on 2004 estimated population 
data from the U.S. Census Bureau and Medicaid expenditure 
data from the Kaiser Family Foundation.  
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