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When managing a complex organization, accurately allocating overhead costs is essential for financial
clarity, cost control, and strategic decision-making. One effective method for distributing overhead expenses
is the step-down approach, particularly useful when dealing with multiple nonrevenue centers. In this
article, we will explore how to use the step-down approach for allocation and demonstrate how to allocate
the overheads of three nonrevenue centers to other parts of the organization efficiently and accurately.

---

Understanding the Step-down Approach for Overhead Allocation

Before delving into the specifics of allocating nonrevenue centers, it's important to understand what the
step-down approach entails and why it is utilized.

What Is the Step-down Approach?

The step-down approach, also known as the sequential method, is a systematic process for allocating service
department costs to production or revenue-generating departments. It involves:

- Prioritizing service departments based on their level of service provided.
- Sequentially allocating overhead costs starting from the department that provides the most services to
others.
- Continuing down the list until all service department costs are allocated, excluding the costs of the final
departments.

This approach recognizes that some service departments support other support departments before
supporting revenue-producing units, thus providing a more accurate allocation of overhead costs.



Why Use the Step-down Approach?

- Accuracy: It considers the inter-service relationships among support departments.
- Simplicity: Easier to implement compared to reciprocal methods.
- Practicality: Suitable for organizations with multiple support departments that provide services to each
other and to production units.

---

Identifying the Nonrevenue Centers in Your Organization

In the context of overhead allocation, nonrevenue centers are departments that do not directly generate
revenue but provide essential services. Examples include:

- Maintenance Department
- Utilities Department
- Administrative Support Department

In our scenario, we focus on three nonrevenue centers:

1. Maintenance
2. Utilities
3. Administrative Support

Allocating their overhead costs accurately ensures that the true cost of production and service is reflected,
aiding in cost control and pricing decisions.

---

Step-by-step Process for Allocating Overheads of the Three
Nonrevenue Centers

The process involves several steps, from identifying costs to executing the allocations systematically.

Step 1: Gather Data on Overheads and Service Relationships



- Total overhead costs for each nonrevenue center.
- Service provided between departments (e.g., Maintenance may support Utilities, and Administrative
Support may assist Maintenance).

Example data:

| Department | Overhead Cost | Services Provided To (Estimated % of Service) |
|------------------------------|--------------|--------------------------------------------------------------|
| Maintenance | $100,000 | Utilities (30%), Admin Support (20%) |
| Utilities | $80,000 | Maintenance (10%), Admin Support (15%) |
| Administrative Support | $60,000 | Maintenance (25%), Utilities (25%) |

Note: These figures are illustrative.

---

Step 2: Determine Allocation Sequence

Decide on the order of allocation based on:

- The department that provides the most service to others.
- The department that supports the greatest number of departments.

In our example, the sequence might be:

1. Administrative Support
2. Maintenance
3. Utilities

This sequence ensures that the department providing the most support is allocated first, reducing the
residual overheads to be allocated in subsequent steps.

---

Step 3: Allocate the First Department’s Overheads

Start with the department that appears first in the sequence, allocating its overhead to the other
departments based on estimated service percentages.

Example: Allocating Administrative Support ($60,000)



- To Maintenance: 25% of Administrative Support services = $15,000
- To Utilities: 25% of Administrative Support services = $15,000
- Remaining in Administrative Support: $30,000 (not allocated)

Update the overheads:

| Department | Original Overhead | Allocation from Admin Support | New Overhead Total |
|------------------------------|------------------|--------------------------------|-------------------|
| Maintenance | $100,000 | $15,000 | $115,000 |
| Utilities | $80,000 | $15,000 | $95,000 |
| Administrative Support | $60,000 | - | $60,000 (final) |

---

Step 4: Allocate the Second Department’s Overheads

Next, allocate Maintenance’s overhead ($115,000) to Utilities and other departments based on their service
percentages.

- To Utilities: 30% of Maintenance services = $34,500
- Remaining in Maintenance: $80,500 (not allocated)

Update:

| Department | Overhead Before Allocation | Allocation from Maintenance | New Overhead Total |
|------------------------------|----------------------------|------------------------------|-------------------|
| Utilities | $95,000 | $34,500 | $129,500 |
| Maintenance | $115,000 | - | $115,000 (final) |

---

Step 5: Allocate the Final Department’s Overheads

Finally, allocate Utilities’ overhead ($129,500) to other departments, primarily focusing on the revenue-
generating units, or in some cases, to remaining support departments if applicable.

- To revenue centers (not specified here), allocate based on usage.
- For illustration, if Utilities support revenue centers, allocate accordingly.

If Utilities support revenue centers, the overheads are allocated based on usage percentages, completing the



process.

---

Integrating the Allocated Overheads into Cost Management and
Decision-Making

Once overheads of nonrevenue centers are allocated accurately, organizations can:

- Determine the true cost of products or services.
- Set appropriate pricing strategies.
- Identify cost-saving opportunities.
- Improve budgeting accuracy.

Effective allocation also enhances transparency and accountability, enabling better resource management
across departments.

---

Best Practices for Using the Step-down Approach

To maximize the benefits of this method, consider the following:

Prioritize Departments Carefully: Always allocate starting from the department providing the most
services.

Use Accurate Data: Ensure service percentages and overhead costs are precise.

Document Assumptions: Maintain clear records of allocation bases and sequences.

Review Regularly: Update allocations annually or as organizational structures change.

---



Limitations and Considerations

While the step-down approach offers simplicity and reasonable accuracy, it has limitations:

- Ignores reciprocal services among support departments in full detail (reciprocal method captures this
better).
- Sequence sensitivity: The order of allocation impacts the final overhead distribution.
- Complex organizations may require more sophisticated methods for precise allocations.

Organizations should evaluate their specific needs and resources when choosing the most appropriate
overhead allocation method.

---

Conclusion

Using the step-down approach for allocating overheads of the three nonrevenue centers—Maintenance,
Utilities, and Administrative Support—enables organizations to distribute indirect costs systematically and
logically. By carefully determining the sequence, estimating service percentages, and methodically
allocating costs, organizations gain a clearer picture of their true costs, facilitating better management and
strategic planning. While not without limitations, the step-down approach remains a practical and effective
method for overhead allocation, especially when support departments support each other in a hierarchical
manner.

Proper application of this method empowers organizations to improve cost control, enhance transparency,
and make informed decisions that drive operational efficiency and profitability.

Frequently Asked Questions

What is the step-down approach in overhead allocation?
The step-down approach is a method used to allocate service department overhead costs to production
departments by sequentially assigning costs starting with the highest or most centralized service
department and moving down to others, ultimately distributing costs to operational departments.

Why is the step-down approach preferred for allocating overheads from



nonrevenue centers?
The step-down approach simplifies the allocation process by systematically distributing service department
costs, making it easier to assign overheads from nonrevenue centers to revenue-generating departments
based on usage, thereby improving cost accuracy.

Which three nonrevenue centers are typically considered in overhead
allocation using the step-down approach?
Common nonrevenue centers include the maintenance department, the housekeeping department, and the
administration or management department.

How do you determine the sequence for allocating costs in the step-down
approach?
The sequence is usually based on the degree of service provided or consumed, starting with the
department that provides the most services to others, often the administrative or central service
department.

What is the main advantage of using the step-down approach for
overhead allocation?
Its main advantage is that it provides a systematic and relatively simple method to allocate service
department costs accurately, improving cost control and decision-making.

Are there any limitations to using the step-down approach for overhead
allocation?
Yes, it may not fully account for mutual services exchanged between service departments and can lead to
underestimation or overestimation of costs if the sequence of allocation is not carefully chosen.

How are overheads allocated from nonrevenue centers to revenue
centers in the step-down approach?
Overheads from nonrevenue centers are allocated to revenue centers based on predetermined allocation
bases, such as labor hours, machine hours, or usage metrics, following the sequence established in the step-
down process.

Can the step-down approach be used in activity-based costing (ABC)?
While the step-down approach is a traditional method, it can be integrated with ABC by using activity-



based measures as allocation bases, but ABC typically provides a more detailed and accurate allocation.

How does the step-down approach help in cost analysis for managerial
decision-making?
By accurately allocating overhead costs from nonrevenue centers to revenue centers, managers gain clearer
insight into the true costs of operations, aiding in pricing, budgeting, and efficiency improvements.

What steps are involved in applying the step-down approach for
allocating overheads from three nonrevenue centers?
The steps include identifying service departments, determining the order of allocation based on service
provision, allocating costs from the first service department to others and to revenue centers, then
proceeding to subsequent service departments, and finally assigning remaining costs to revenue centers.

Additional Resources
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Efficient cost management is fundamental for any organization aiming to optimize profitability and
operational effectiveness. One of the most widely adopted methods for allocating overhead costs, especially
in complex organizations with multiple service or support departments, is the step-down approach. This
technique systematically distributes the overheads of nonrevenue centers—departments that do not
directly generate revenue but support revenue-producing units—by recognizing the interdepartmental
relationships and hierarchies. Understanding how to effectively apply the step-down approach for
allocating overheads among three nonrevenue centers can significantly enhance managerial decision-
making, cost control, and overall financial accuracy.

---

Understanding the Step-down Approach in Cost Allocation

The step-down approach, also known as the sequential or successive allocation method, is a process where
service departments' costs are allocated to other departments in a predetermined order. This method is
particularly useful when dealing with multiple support departments that serve each other and the
operating departments. The primary goal is to assign overhead costs systematically, ensuring that each
department’s expenses are appropriately reflected in the costs of the revenue-generating units.



Key Features of the Step-down Approach:

- Sequential allocation: Costs are allocated in a sequence, starting with the department that provides the
most services to others.
- Partial recognition of interdepartmental services: The method recognizes that support departments often
serve each other, but it does not revisit departments once their costs are allocated.
- Bias towards simplicity: Compared to reciprocal methods, the step-down approach is less complex and
easier to implement.

Advantages of the Step-down Approach:

- Simplicity: Easier to understand and implement compared to reciprocal methods.
- Efficiency: Less computationally intensive, suitable for organizations with multiple support departments.
- Transparency: Clear sequence and allocation steps make it easier to trace how costs are assigned.

Limitations:

- Partial allocation of interdepartmental services: Does not fully recognize reciprocal services among support
departments, which can lead to less accurate cost allocations.
- Order dependency: The sequence chosen affects the final distribution of costs, potentially introducing bias.
- Less precise than reciprocal methods: For organizations with complex intersupport relationships, the step-
down approach might oversimplify.

---

Identifying The Three Nonrevenue Centers

Before applying the step-down method, it's crucial to identify the nonrevenue or support centers within
the organization. These typically include departments like:

1. Maintenance Department: Responsible for repairs, upkeep, and facility management.
2. Human Resources (HR): Handles recruitment, training, employee relations, and payroll.
3. Administration/General Office: Manages clerical tasks, record-keeping, and managerial support.

These centers do not directly generate sales or revenue but are essential for the smooth functioning of core
operations. Proper allocation of their overhead costs ensures that the true cost of products or services reflects
the support they receive.

---



Steps to Allocate Overheads of the Three Nonrevenue Centers
Using the Step-down Approach

Applying the step-down approach involves a sequence of steps:

Step 1: Determine the Total Overhead Costs for Each Nonrevenue Center

- Collect actual or estimated overhead costs for each support department.
- Include expenses such as salaries, supplies, maintenance, and other indirect costs.

Step 2: Establish the Allocation Sequence

- Decide which support department to allocate first based on criteria such as the extent of services provided,
size, or management preference.
- Usually, the department providing the most services to others is allocated first.
- For example, if Maintenance serves all departments extensively, it might be allocated before HR or
Administration.

Step 3: Allocate the First Support Department’s Costs

- Allocate the costs of the first department to all other departments, including the revenue centers, based on
appropriate allocation bases such as square footage, headcount, or usage metrics.
- For example, Maintenance costs might be allocated based on the number of square feet each department
occupies.

Step 4: Adjust the Remaining Support Departments’ Costs

- After allocating the first department’s costs, add the allocated amounts to the remaining support
departments’ overheads.
- This creates an adjusted total overhead for subsequent allocations.

Step 5: Allocate the Next Support Department’s Costs



- Use the adjusted totals to allocate the next support department’s costs, following the same basis.
- Continue until all support department costs are allocated.

Step 6: Allocate Remaining Costs to Revenue Centers

- Once all support departments’ costs are allocated, assign these costs to revenue-generating departments
based on relevant bases like sales volume, number of units, or direct usage.

---

Applying the Method to Three Nonrevenue Centers: Practical
Illustration

Suppose an organization has three support departments: Maintenance, HR, and Administration. Here’s how
the process might unfold:

- Initial Data:
- Maintenance: $100,000
- HR: $60,000
- Administration: $40,000

- Allocation Sequence:
- Maintenance (serves all departments)
- HR (serves all but Maintenance after it has been allocated)
- Administration

- Allocation Basis:
- Maintenance: square footage
- HR: number of employees
- Administration: number of transactions

- Step-by-step Allocation:
1. Allocate Maintenance costs to HR, Administration, and revenue centers based on space usage.
2. Add allocated Maintenance costs to HR and Administration.
3. Allocate HR costs to the remaining departments based on employee count.
4. Add allocated HR costs to Administration.
5. Allocate Administration costs based on transaction volume.
6. Finally, allocate all support costs to revenue centers.



This systematic approach ensures that overhead costs are distributed fairly, reflecting the support
departments’ contribution to revenue-generating activities.

---

Features and Considerations in Allocating Overheads Using the
Step-down Approach

Features:

- Hierarchical structure: Reflects organizational hierarchy, starting from the most service-intensive
department.
- Sequential process: Clear order makes implementation straightforward.
- Cost traceability: Allows management to trace costs back to specific support services.

Considerations:

- Order selection impacts accuracy: Changing the sequence can lead to different allocations.
- Partial recognition of reciprocal services: Some relationships among support departments may be
oversimplified.
- Suitability: Best suited for organizations with limited complexity or where reciprocal relationships are
minimal.

---

Pros and Cons of Using the Step-down Approach for Overhead
Allocation

Pros:

- Simple and easy to implement.
- Less resource-intensive compared to reciprocal methods.
- Suitable for organizations with moderate complexity.
- Enhances transparency in cost distribution.

Cons:

- Does not fully recognize mutual support among departments.



- Allocation results are sensitive to the sequence chosen.
- May lead to under- or over-costing of departments if the sequence is not optimal.
- Less accurate than more sophisticated methods like the reciprocal allocation approach.

---

Conclusion: When and Why to Use the Step-down Approach

The step-down approach remains a valuable tool for organizations seeking a balance between simplicity and
accuracy in allocating overhead costs, especially among nonrevenue centers. Its structured sequence allows
managers to assign indirect costs systematically, ensuring that support departments’ expenses are allocated
to revenue-generating units in a manner that reflects their true support contribution.

Organizations should consider using this method when:

- The interdepartmental support relationships are straightforward.
- Resources or expertise to implement more complex reciprocal methods are limited.
- Transparency and ease of understanding are priorities.
- The organization’s size and complexity do not justify more sophisticated models.

However, for organizations with highly reciprocal support relationships or complex cost structures,
alternative methods like the reciprocal allocation approach may provide more precise cost insights.

In summary, mastering the application of the step-down approach for allocating overheads of the three
nonrevenue centers can significantly enhance cost management practices, foster better managerial
decisions, and ultimately contribute to improved organizational efficiency and profitability.
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