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departments, the cost of the administration department is allocated to other departments first. 
The base for the allocation is the proportion of departmental direct costs relative to all depart-
ments other than general administration, whose cost will be distributed to other departments. 
This can be calculated by dividing departmental direct cost into the total costs of all depart-
ments, except for the administration department, whose cost is to be allocated in a way similar to 
the direct allocation method discussed earlier in this module. The results are listed in Table 5.2 
in the Administration/Base column. Multiplying the cost of administration (the cost pool) by the 
distribution base, the amount of the cost of the administration department to be allocated to 
other departments is calculated as shown in the Administration/Allocation column.

Cost Centers Direct Cost Support—Administration Support—Finance

Base Allocation Subtotal Base Allocation Subtotal

Support
Administration
Financial

$75,000
$60,000 17% $12,500 $72,500

Program
Meals
Pick Up Clothes

$200,000
$100,000

56%
28%

$41,667
$20,833

$241,667
$120,883

67%
33%

$48,333.33
$24,166.67

$290,000
$145,000

Total Cost $435,000 100% $75,000 $435,000 100% $72,500 $435,000

Table 5.2

Step-Down Allocation of Indirect Costs

The first step of the step-down method is the allocation of the administration department’s 
costs to the other departments. As shown in the table, the finance department is allocated 
$12,500 out of the $75,000 cost of the administration department, and $41,667 and $20,833 are 
allocated to meals and picking up clothes, respectively. Adding the allocated costs, the subtotal 
costs for the three receiving departments are $72,500, $241,667, and $120,833 for finance, meals, 
and picking up clothes, as shown in the table under Administration—Subtotal.

The next step in the step-down method is the allocation of the subtotal of the finance depart-
ment’s costs (the second and last support center costs) to program departments. The process 
follows the same logic and procedure, and the results are shown in Table 5.2 under the Finance—
Allocation columns.

Adding the amount of allocated indirect costs from support departments, the full costs of 
meals and picking up clothes are costed out. The full costs for the two programs are $290,000 
and $145,000 for the two departments, respectively, as derived through the step-down allocation 
method. The step-down method generates a more accurate allocation of indirect costs, as it takes 
into consideration multiple service usages among program centers.

Summary

Both public and private organizations need to know the full costs of the goods and services they 
provide. Allocating indirect costs to direct costs is the process of arriving at full costs. This mod-
ule has discussed the concepts of indirect cost and cost accounting, and it has introduced the 
direct and step-down methods of allocating indirect costs. Although the step down method is 
more precise, it is more costly to implement.


