
	

https://ritivujilazof.pofezaf.com/662788954712535319084366312877934962708136?lexetaluberidutuxukumabepofosoxosevet=fiziwuwoderomomotoladimijudesobixezuxowivumedimurexobafepunaposibosotevamopajowirexosexikegopigasejapinalawobuxipepaxisesowafirefeledakimidugalolitemadodajemiwalutevegiperakuzejilegolajitujazikanakupidaroki&utm_kwd=cost+allocation+methods&lipatuwuvaxijirupexuruferajedadomasusewikexepemisofofofovisefinetupirugagodorejemamoja=debimeziwizalaxedibaniguvosizibilinajawaronefomumotikonokaruvomuwupazopoxavemeniropefevabarajunokibijutiren




Cost	allocation	is	like	assigning	costs	to	specific	activities	or	items	called	"cost	objects,"	which	can	include	products,	research	projects,	customers,	or	even	departments.	This	process	helps	with	financial	reporting	and	calculating	profitability	at	different	levels,	such	as	within	a	department	or	subsidiary.	It's	also	used	in	determining	transfer	prices
between	subsidiaries.	A	good	example	of	this	is	the	African	Bongo	Corporation	running	its	own	power	station	and	allocating	the	costs	to	its	six	operating	departments	based	on	how	much	electricity	each	uses.	The	goal	of	cost	allocation	is	to	spread	the	cost	fairly	or	even	influence	behavior	by	using	various	bases	like	square	footage,	headcount,	or	asset
usage.	In	some	cases,	companies	might	allocate	costs	to	minimize	taxable	income	in	divisions	located	in	high-tax	areas.	To	ensure	compliance	with	local	regulations,	they	often	work	with	legal	experts.	Best	practices	for	cost	allocation	include	documenting	the	process,	choosing	a	method	that's	both	justifiable	and	easy	to	use,	and	applying	it
consistently	over	time.	However,	there	are	also	valid	reasons	not	to	allocate	costs	if	the	recipient	has	no	control	over	them.	Cost	Allocation	Methods	in	Accounting:	A	Critical	Concept	Cost	allocation	is	a	vital	concept	in	accounting	that	involves	assigning	business	costs	to	specific	activities	or	departments	within	an	organization.	This	process	helps
entities	distribute	costs	fairly	and	accurately.	In	this	article,	we	will	delve	into	various	cost	allocation	methods,	including	activity-based	costing	(ABC),	time-driven	activity	based	costing	(TDABC),	rate-based	activity	based	costing	(rate-based	ABC),	overhead	cost	allocation,	reciprocal	allocations,	and	the	step-down	method.	Activity-Based	Costing	---------
----------	Activity-based	costing	is	an	approach	that	assigns	costs	to	activities	within	an	organization.	It	identifies	the	activities	driving	costs,	including	overheads	and	indirect	costs.	This	method	helps	companies	understand	their	unit	costs	and	assign	values	to	each	activity	consistently	across	all	products.	For	example,	a	furniture	manufacturing
company	uses	its	cutting	actions	as	the	basis	for	its	"cutting	station"	allocations.	Cost	Allocation	Methods	----------------------	Several	cost	allocation	methods	are	used	in	accounting,	including:	*	Activity-based	costing	(ABC)	*	Time-driven	activity	based	costing	(TDABC)	*	Rate-based	activity	based	costing	(rate-based	ABC)	*	Overhead	cost	allocation	*
Reciprocal	allocations	*	The	step-down	method	Each	of	these	methods	has	its	unique	characteristics	and	is	used	in	specific	situations.	Understanding	these	concepts	is	crucial	for	accurate	cost	accounting	and	making	informed	business	decisions.	Practical	Examples	-----------------	To	illustrate	each	concept,	we	will	use	practical	examples.	For	instance,
consider	a	furniture	manufacturing	company	with	three	assembly	line	stages:	Cutting	Wood	Assembly	Prime	&	Paint.	We	can	map	the	costs	to	these	activities	accordingly:	*	Picnic	table:	*	Cutting	Wood	(50	actions)	-	$0.50	per	action	*	Assembly	(3	hours)	-	$50	per	hour	*	Painting	(2	litres)	-	$40	per	litre	*	Dining	Table:	*	Cutting	Wood	(200	actions)	-
$0.50	per	action	*	Assembly	(2	hours)	-	$50	per	hour	*	Painting	(1	litre)	-	$40	per	litre	By	assigning	costs	to	specific	activities,	companies	can	accurately	allocate	business	costs	and	make	informed	decisions	about	resource	allocation.	Conclusion	----------	Cost	allocation	is	a	critical	concept	in	accounting	that	involves	assigning	business	costs	to	specific
activities	or	departments	within	an	organization.	Understanding	various	cost	allocation	methods,	including	activity-based	costing,	time-driven	activity	based	costing,	rate-based	activity	based	costing,	overhead	cost	allocation,	reciprocal	allocations,	and	the	step-down	method,	is	essential	for	accurate	cost	accounting	and	making	informed	business
decisions.	Using	Activity-Based	Costing	(ABC)	to	Calculate	Product	Costs	The	furniture	company	can	accurately	calculate	assembly	line	costs	using	ABC,	which	considers	various	factors	like	machinery	costs,	labor,	and	fixed	overheads.	For	example:	-	Picnic	table:	Cutting	of	wood	($50	x	100	pieces),	Assembly	($150),	Painting	($40)	Total	cost:	$215	-
Dining	table:	Cutting	of	wood	($200	x	100	pieces),	Assembly	($100),	Painting	($40)	Total	cost:	$240	However,	when	including	raw	material	costs	for	wood	on	a	direct	basis,	the	total	cost	becomes:	Picnic	table:	$215	+	$50	(wood)	=	$265	Dining	table:	$240	+	$200	(wood)	=	$440	In	rate-based	activity-based	costing	(ABC),	we	don't	focus	on	detailed
calculations	like	traditional	ABC	requires.	Instead,	we	rely	on	general	cost	drivers,	such	as	$100	per	hour	for	assembly	rates,	rather	than	precise	estimates	down	to	the	cent.	This	method	allows	for	a	faster	implementation,	but	may	sacrifice	some	granularity	in	cost	assignments.	Organizations	looking	to	benefit	from	activity-based	costing	without
managing	extensive	data	collection	can	consider	rate-based	ABC.	When	allocating	costs,	it's	essential	to	distinguish	between	direct	and	indirect	cost	allocation	methods.	Direct	costs	are	expenses	directly	tied	to	specific	cost	objects,	like	raw	materials	used	in	product	manufacture.	Indirect	costs,	however,	cannot	be	directly	traced	to	a	single	product
or	object,	including	shared	expenses	for	energy,	administrative	staff	salaries,	or	factory	overheads.	Both	push	and	pull	allocations	can	be	applied	to	various	cost	allocation	methods.	Push	allocations	involve	"pushing"	costs	from	central	pools	(like	IT	departments)	to	specific	cost	centers	or	products	using	drivers	like	expected	invoices	processed	or	new
employment	contracts.	Pull	allocations,	on	the	other	hand,	use	actual	output	or	resource	consumption	data	to	allocate	costs.	In	this	method,	costs	are	"pulled"	by	specific	products	or	services	from	the	resources	that	provide	needed	productivity.	A	furniture	company	might	allocate	administrative	labor	overhead	based	on	expected	hours	used	per
product	using	pull	allocations.	In	contrast,	push	allocations	could	involve	allocating	office	rent	to	departments	based	on	square	footage	occupied.	By	choosing	between	these	approaches,	organizations	can	find	the	best	fit	for	their	needs	and	optimize	cost	allocation	processes.	A	company	can	allocate	labor	costs	based	on	the	number	of	products	each
site	produces,	using	pull	allocations,	which	are	useful	when	costs	depend	on	activity	levels.	This	method	is	used	for	accurate	profitability	analysis,	comparing	actual	and	expected	costs	based	on	volumes.	Pull	allocations	involve	costing	based	on	measured	rates	of	activity,	rather	than	expectations	or	averages.	For	example,	a	furniture	company	uses
actual	production	time	per	table	to	apply	Activity-Based	Costing	(ABC).	Step-down	costing	is	another	method	that	allocates	indirect	costs	in	organizations	with	multiple	departments,	distributing	shared	overhead	costs	sequentially.	In	the	furniture	company	example,	management	allocates	overheads	from	service	departments	to	production
departments,	ranking	them	first.	The	IT	department	is	ranked	first	as	every	section	of	the	business	uses	its	services,	followed	by	the	HR	department	and	then	the	maintenance	team.	The	annual	IT	costs	are	allocated	to	these	departments,	with	20%	going	to	HR,	40%	to	maintenance,	30%	to	chair	production,	and	10%	to	table	production.	The	HR
budget	is	then	allocated	based	on	the	number	of	full-time	employees	(FTE)	in	each	department,	with	the	maintenance	team	getting	20%,	chair	production	getting	60%,	and	table	production	getting	20%.	Finally,	the	shared	maintenance	team's	budget	is	allocated	among	the	remaining	departments	using	a	Time-Driven	Activity-Based	Costing	(TDABC)
allocation.	Cost	allocation	methods	vary,	including	step-down	costing	and	reciprocal	allocations.	Step-down	costing	ranks	departments	by	impact	on	others,	while	reciprocal	allocations	consider	interdepartmental	services,	where	one	department	provides	support	to	another,	and	the	costs	are	allocated	in	return.	Reciprocal	allocations	add	complexity
with	algebraic	equations	but	are	crucial	for	accurate	cost	allocation.	Organizations	like	CostPerform	offer	robust	systems	for	enterprise-level	cost	management,	generating	value	through	flexible	and	accurate	methods.	The	process	of	transforming	materials	or	resources	into	finished	goods	involves	various	departments	within	a	company.	These
departments	often	provide	services	and	support	to	one	another,	but	accounting	professionals	need	to	allocate	expenses	based	on	predetermined	grounds.	Management	considers	factors	like	service	types,	benefits,	and	impartiality	when	deciding	which	grounds	to	use	for	cost	allocation.	Some	common	bases	used	include	the	percentage	of	workers,
machine	hours,	labor	costs,	space	area,	and	power	consumption.	Three	methods	can	be	employed	to	allocate	costs	from	service	departments	to	manufacturing	departments:	direct	method,	step	method,	and	reciprocal	method.	A	company	incurs	various	expenses	that	need	to	be	assigned	to	specific	"cost	items"	such	as	commodities,	programs,
functions,	or	services.	These	costs	include	everything	from	floor	mopping	to	functional	equipment.	Revenue	must	surpass	total	costs	for	the	corporation	to	cover	overhead	expenditures.	The	direct	allocation	technique	is	one	of	several	methods	used	to	allocate	indirect	costs	to	activities	and	is	often	widely	applied	due	to	its	simplicity.	It	assumes	that
service	departments	do	not	provide	facilities	or	services	to	each	other	and	instead	allocates	their	costs	directly	to	manufacturing	departments	using	a	suitable	rate	of	allocation.	This	approach,	however,	overlooks	the	services	provided	by	service	departments	to	their	employees	and	other	support	departments.	Using	this	method,	operational
departments	are	completely	charged	with	overhead	expenditures	for	which	they	are	accountable,	even	if	there	may	be	cross-costs	between	service	departments.	For	example,	the	cleaning	crew	provides	sanitation	services	to	all	business	buildings,	while	the	maintenance	department	oversees	machinery,	and	the	information	technology	department
handles	computer	network	maintenance.	If	a	service	Department	1	uses	some	of	the	facilities	provided	by	Service	Department	2,	costs	are	still	allocated	directly	to	manufacturing	units	without	considering	cross-costs	between	support	departments.	This	method	helps	companies	fully	transfer	excess	costs	from	service	departments	to	inventories,	but	it
may	not	accurately	reflect	the	complexity	of	interdepartmental	services	and	costs.	The	direct	allocation	technique	is	often	considered	less	precise	than	indirect	methods	due	to	its	simplicity	and	lack	of	assignment	to	specific	cost	components.	However,	it	provides	a	straightforward	method	for	writing	off	indirect	expenses	as	department	expenditures.
This	approach	can	be	time-consuming	but	serves	as	a	reminder	that	services	like	IT	and	repair	have	costs	associated	with	them.	Direct	allocation	lacks	the	ability	to	shift	expenditures	between	departments,	which	may	lead	to	inefficiencies	if	not	managed	correctly.	For	instance,	if	an	HR	department's	support	expenditures	are	assigned	solely	through
direct	allocation,	the	maintenance	department	would	bear	all	of	these	expenses	without	receiving	any	contribution	back.	This	could	lead	to	uneven	distribution	of	costs	and	necessitates	careful	assessment	of	when	additional	expenses	from	human	resources	should	be	allocated.	The	step	technique	is	another	method	for	distributing	service	department
expenses.	In	this	approach,	expenses	are	sequentially	allocated	to	operational	departments	and	other	service	departments.	Critical	phases	include:	-	Prioritizing	services	that	offer	the	most	extensive	support	to	other	service	departments.	-	Distributing	remaining	expenses	across	operational	divisions.	-	Allocating	expenses	from	the	second-highest
supportive	service	department.	-	Ensuring	all	company	expenses	have	been	assigned	to	operational	divisions.	When	assigning	expenses	to	various	departments	within	an	organization,	there	are	several	methods	used	to	determine	how	much	each	department	contributes.	One	such	method	is	the	step	allocation	process.	This	approach	involves	starting
with	the	service	departments	that	either	have	no	other	service	departments	absorbing	their	expenses	or	have	the	lowest	proportion	of	expenses	absorbed	by	these	departments.	The	procedure	continues	until	all	allotment	has	been	made.	The	percentage	of	a	firm's	expenditures	that	are	absorbed	by	other	service	departments	can	be	used	to	evaluate
their	performance.	According	to	an	analysis,	the	finance	department	performs	best,	followed	closely	by	the	legal	department	and	then	HR.	For	instance,	if	$70,000	is	allocated	to	the	finance	department,	this	amount	might	include	$40,000	for	the	legal	department	and	$30,000	for	HR.	The	legal	department	would	then	add	these	allocations	to	its
expenses.	Meanwhile,	the	HR	department	receives	a	separate	allocation	of	$7,000	from	the	legal	department.	The	key	principle	behind	step	allocation	is	that	once	expenses	are	distributed	among	departments,	no	further	reciprocating	distribution	occurs	between	them.	This	means	if	one	department	allocates	expenses	to	another,	it	won't	receive	any
expenses	back.	For	example,	even	if	the	legal	department	is	found	to	be	more	efficient	than	HR,	the	legal	department	can	assign	its	costs	to	HR	but	not	vice	versa.	While	this	method	might	lack	conceptual	accuracy	due	to	its	inability	to	accurately	account	for	cross-departmental	services,	many	companies	still	use	it	because	of	its	simplicity	and	speed.
This	ease	of	execution	makes	it	appealing	to	supervisors	looking	to	minimize	record-keeping	time	and	accounting	report	preparation.	However,	the	approach	can	be	less	precise	in	distributing	costs	between	departments.	One	area	where	step	allocation	falls	short	is	when	dealing	with	cross-departmental	services	–	services	offered	by	two	or	more
service	departments	to	each	other.	The	reciprocal	method	offers	a	solution	to	this	issue	by	properly	acknowledging	these	cross-departmental	operations	and	providing	a	more	accurate	distribution	of	costs	among	departments.	The	reciprocal	approach	allocates	expenses	incurred	by	support	departments	among	other	departments	through	numerical
methods,	distributing	resources	according	to	requirements,	acknowledging	correlations	between	departments.	This	method	is	infrequently	applied	due	to	time-consuming	calculations	and	lack	of	technological	advancements	in	increasing	its	popularity.	However,	it	provides	accurate	expense	distribution,	including	cross-departmental	services,	making
it	a	precise	technique	compared	to	other	approaches.	The	goal	of	cost	allocations	in	service	teams	is	to	establish	correct	prices	for	products,	services,	and	customer	interactions.	The	reciprocal	approach's	significant	advantage	lies	in	fully	incorporating	cross-departmental	services,	making	it	essential	to	employ	this	method	whenever	possible.	Service
department	expenses	are	computed	as	total	expenses	plus	assigned	expenses	from	fellow	service	departments.	However,	users	may	face	difficulties	resolving	reciprocating	expenses	across	multiple	service	departments.	Despite	initial	apprehensions	among	accounting	professionals	and	learners,	the	reciprocal	approach	offers	numerous	benefits,
including	determining	product	costs,	limiting	internal	service	demands,	and	evaluating	department	efficiency.	A	precise	grasp	of	service	department	expenses	is	crucial	for	organizational	processes	and	can	lead	to	evaluations	of	removal	or	optimization	opportunities.	The	true	cost	of	a	service	provided	by	an	external	provider	exceeds	the	offered	price,
leaving	the	internal	company	with	a	financial	burden.	Imagine	being	in	the	HR	department	and	facing	budget	cuts	due	to	low	demand	and	no	revenue	generation.	To	justify	your	department's	expenses,	you	must	effectively	communicate	its	value	to	the	organization.	Cost	allocation	is	a	method	of	passing	expenses	forward	to	others.	Although	the	cost
of	manufacturing	remains	constant,	different	techniques	distribute	expenses	across	various	divisions.	Companies	use	three	main	methods:	direct,	sequential,	and	reciprocal.	Each	has	its	benefits	and	limitations,	and	the	choice	depends	on	the	business	nature,	resources,	and	available	time.	The	most	convenient	methods	are	direct	and	sequential,	while
the	reciprocal	method	is	more	difficult	to	implement	and	rarely	used.	There's	no	one-size-fits-all	solution,	as	each	organization	chooses	a	method	based	on	its	specific	needs.	By	transferring	expenses	from	service	departments	to	manufacturing	departments,	it	becomes	possible	to	calculate	individual	overhead	rates	for	each	department.
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