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total occupancy costs—including rental, maintenance, insurance, utilities, etc.—is $500,000 per 
year. What amount should be allocated to the police department to cover occupancy costs?

Plug the data into this formula:
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Then the indirect occupancy cost to the police department is $500,000 × 10% = $50,000.
The above procedure allocated one indirect cost (occupation cost) to one program center (the 

police department), using square footage of space occupied as the base. Other indirect costs also 
need to be allocated, using appropriately chosen bases. For instance, the purchasing depart-
ment’s cost could be allocated based on the percentage of purchases made for each program 
center. For contracting services or federally sponsored programs, an indirect cost ratio, pooling 
all indirect costs, can be calculated. US Office of Management and Budget (OMB) Circulars 
A-122, A-87, and others provide guidelines for the calculation of indirect cost rates for dif ferent 
government departments under dif ferent circumstances. Please visit the OMB’s website at 
http://www.whitehouse.gov/omb/ for a review.

Here is another example of the cost allocation method, this time in tabular format, for Mid-
Town, a nonprofit organization that provides meals and picks up clothes.

As shown in the table, there are four cost centers: two for support and the other two for the 
program. The costs of the two support centers are allocated using the program’s direct cost as 
the base. Two thirds of the program costs are for meals, and one third is for clothes. The full cost 
for the program centers includes the sum of the program’s direct cost plus the allocated costs 
from the two support centers.

Although the direct allocation method 
is simpler in concept and application, its 
accuracy may not be sufficient for the 
cost measurement needs of some gov-
ernment agencies. Therefore, the step-
down method is another approach to 
allocating indirect costs.

Step-Down Method
The step-down method transfers the 

cost from a support center to other sup-
port centers that use the first support 
center’s ser vice and then to mission 
centers, following a step-by-step work-
flow map. The workflow starts from the 
support center that provides services to 

the largest number of other support centers and programs. The allocated costs are combined 
with the direct costs of the support centers in the second tier and are then allocated to the third 
tier of support centers, if any. The final step is to allocate all the costs from support centers to 
program centers. This method can be illustrated by the following example.

Step-Down Method of Allocating Indirect Costs to Programs (Goods or Services)
Given the need for accurate cost accounting, Mid-Town uses the step-down method to allocate 

indirect costs. Because its general administration department provides services to all other 

Table 5.1

Direct Distribution of Indirect Costs

Cost Centers Direct Cost
Support:

Administration
Support:
Financial Total

Support:
Administration
Financial

$75,000
$60,000

($75,000)
$0

($60,000) $0
$0

Program:
Meals
Pick Up Clothes

$200,000
$100,000

$50,000
$25,000

$40,000
$20,000

$290,000
$145,000

Total Cost $435,000 $0 $0 $435,000


