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The step-down method, also known as the sequential method, is a commonly
employed technique in cost accounting and managerial accounting to allocate
service department costs to production or operating departments. This method
enables organizations to assign overhead costs more accurately by recognizing
the inter-service department relationships, yet it simplifies the complex
process of cost distribution. A critical aspect of this method is determining
which service department's costs are allocated first, as this choice can
significantly influence the overall cost structure and profitability
analysis. Typically, the service department whose costs are allocated first
is often the one that provides the most extensive or foundational support to
other departments within the organization.

This article explores the nuances of the step-down method, focusing on the
criteria determining the sequence of cost allocation, the implications of the
allocation order, and best practices in applying this method for accurate
cost management.

---

Understanding the Step-down Method in Cost
Allocation

What Is the Step-down Method?

The step-down method is a systematic approach used for allocating service
department costs to production or operating departments. Unlike the direct
method, which allocates service costs directly to operating departments
without considering inter-service department relationships, or the reciprocal
method, which fully recognizes mutual services among departments, the step-
down method strikes a balance by recognizing some level of inter-service
support, but in a simplified, sequential manner.

The process involves:

- Selecting a sequence for allocating service department costs.
- Allocating the chosen service department’s costs to other service



departments and operating departments.
- Continuing the process until all service department costs are allocated to
operating departments, leaving no unallocated overheads.

The key feature of this method is its ordered approach, where costs are
allocated in a specified sequence, hence the name "step-down."

Why Use the Step-down Method?

Organizations prefer the step-down method because it offers:

- Simplicity: Easier to implement than the reciprocal method.
- Moderate recognition of inter-service support: Accounts for some
relationships among service departments.
- Improved accuracy over the direct method: By recognizing that some service
departments support others, resulting in more refined cost allocations.

---

Determining Which Service Department’s Costs
Are Allocated First

Criteria for Selecting the First Service Department

The sequence in the step-down method is crucial because it influences the
final cost allocations. The general rule is to start with the service
department that:

- Provides the most extensive support to other departments.
- Has the highest total costs.
- Offers the most critical or foundational services within the organization.

This approach ensures that the most significant or central support functions
are allocated first, reducing their costs to other departments before moving
on to less involved service departments.

Common Bases for Selection

Organizations often consider the following criteria when choosing the first
department:

- Total costs: The department with the highest costs is typically allocated



first.
- Support level: The department that provides the most support to other
service departments or operating units.
- Inter-department relationships: The department that supports or supplies
services to other service departments.

Practical Examples of First Department Selection

- In a manufacturing setting, the maintenance department that supports both
the production lines and other service departments might be allocated first
due to its extensive support role.
- In a hospital, the housekeeping department that services multiple units
could be the first to be allocated if its costs are the highest.
- In a corporate office, the IT department providing broad infrastructure
support might be allocated first.

---

Implications of Allocation Order in the Step-
down Method

Impact on Cost Accuracy

The sequence of allocation affects the final distribution of costs.
Allocating a service department with higher costs or broader support
responsibilities first often results in:

- More accurate reflection of the true costs of operating departments.
- Reduced distortion of costs for departments that receive support from
multiple service departments.

Conversely, allocating less significant departments first could lead to less
precise cost allocations, affecting managerial decision-making.

Influence on Department Costing and Decision-Making

Since cost allocations influence pricing, budgeting, and performance
evaluation, the order can:

- Affect the perceived profitability of departments.
- Impact decisions related to outsourcing, process improvements, or cost
control.



- Influence resource allocation within the organization.

Example Scenario

Suppose a company has two service departments: Maintenance and IT.
Maintenance costs are $200,000, supporting multiple departments, while IT
costs are $100,000, primarily supporting the same departments. If Maintenance
is allocated first, it distributes its higher costs to other departments,
potentially increasing their allocated costs more significantly than if IT
were allocated first. This reflects the importance of choosing the sequence
based on support levels and costs.

---

Best Practices in Applying the Step-down Method

Steps for Effective Allocation

1. Identify all service and operating departments.
2. Determine the sequence based on criteria such as support level and costs.
3. Allocate the costs of the first service department to all other
departments (both service and operating).
4. Reduce the costs of the first service department to zero after allocation.
5. Repeat the process for the next service department in the sequence.
6. Continue until all service department costs are allocated to operating
departments.

Considerations for Choosing the Allocation Sequence

- Prioritize the department that provides the most support or has the highest
costs.
- Consider the inter-service support relationships to avoid circular
allocations.
- Use managerial judgment alongside quantitative data to determine the most
logical order.

Advantages of Following Best Practices

- Ensures more accurate and meaningful cost data.
- Facilitates better managerial decision-making.
- Simplifies the allocation process while maintaining a reasonable level of



accuracy.

---

Conclusion

The step-down method remains a vital tool in cost accounting for allocating
service department costs due to its balance of simplicity and improved
accuracy over more straightforward methods. The key to its effective
application lies in the careful selection of the sequence in which service
department costs are allocated. The service department whose costs are
allocated first is typically the one that provides the most extensive or
foundational support to other departments—often the one with the highest
costs or broadest support functions.

By understanding the criteria for selecting the first department and
recognizing how the allocation order influences overall cost distribution,
organizations can enhance the reliability of their cost data. This, in turn,
supports better managerial decision-making, cost control, and pricing
strategies. Proper implementation of the step-down method ensures that
overhead costs are allocated in a manner that reflects the true resource
consumption of each department, ultimately contributing to more accurate
financial analysis and operational efficiency.

---
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Frequently Asked Questions

When is the step-down method typically used in cost
allocation?
The step-down method is used when allocating service department costs to
production or operating departments, especially when service departments
provide services to each other and the goal is to allocate costs
systematically.

In the step-down method, which service department's
costs are allocated first?
The costs of the service department that provides the most services to other
departments or the one that has the largest total service costs are often



allocated first.

Why is the sequence of allocating service department
costs important in the step-down method?
Because the order affects how costs are distributed, the sequence determines
the extent to which service costs are allocated to other departments,
influencing the accuracy of total cost allocations.

Does the step-down method allocate service
department costs to production departments or other
service departments first?
The method allocates costs first to other service departments and then to
production departments, following a specific sequence based on service levels
or cost size.

What is a key limitation of the step-down method
regarding the allocation sequence?
A key limitation is that once a service department's costs are allocated, it
does not receive any further allocations, which can oversimplify complex
service interactions and potentially misstate costs.

Additional Resources
When The Step-down Method Is Used, The Service Department Whose Costs Are
Allocated First Is Often The starting point for understanding a crucial step
in cost allocation within organizations that utilize activity-based costing
or departmental cost accounting. This method ensures that overhead costs are
systematically and logically distributed to production or operating
departments, providing a clearer picture of actual costs and aiding in more
accurate pricing, budgeting, and financial analysis.

---

Understanding the Step-down Method: An Introduction

The step-down method—also known as the sequential method—is a technique used
in cost accounting to allocate service department costs to operating
departments. It is especially useful when organizations have multiple service
departments that support production or operational units but do not directly
generate revenue or profit themselves.

The core concept behind the step-down method is to recognize that service
departments provide support to each other as well as to operating
departments. Therefore, costs are allocated in a stepwise fashion, starting



with the service department that provides the most support or incurs the
highest costs, and then moving sequentially to the next, until all support
costs are assigned.

---

When Is the Step-down Method Used?

The step-down method is typically employed in the following scenarios:

1. When Service Departments Provide Support to Each Other

Organizations with multiple service departments—such as maintenance, human
resources, IT, or administration—often need to allocate their costs to
production departments. When these service departments also support each
other, the step-down method becomes appropriate because it recognizes the
support relationships among service departments.

2. When It Is Necessary to Simplify Complex Cost Allocation

Compared to the more comprehensive reciprocal method (which fully recognizes
mutual support among service departments), the step-down method offers a
simpler, less complex approach. It is often used when organizations seek a
practical approximation of costs without the intensive calculations required
for the reciprocal method.

3. When Hierarchies or Priorities Exist Among Service Departments

The step-down method allows management to determine an order of allocation
based on factors such as the size of costs, the degree of support provided,
or strategic importance. This hierarchy ensures that the most significant
support departments are allocated first, which can influence cost behavior
and management decisions.

4. When Cost Data is Limited or When Speed is Needed

In many real-world situations, organizations need a quick and reasonably
accurate allocation of costs. The step-down method, being less
computationally demanding than the reciprocal method, is suitable for this
purpose.

---

The Key Principle: The First Service Department to Allocate

The service department whose costs are allocated first is often the one that
provides the greatest support to other departments or incurs the highest
costs. This approach reflects the logical flow of support services within the
organization.

Why Is the First Service Department Usually the Largest?



- Support Intensity: The department with the most extensive or critical
support activities is allocated first because its costs are likely to impact
multiple departments significantly.
- Cost Magnitude: The department with the highest total costs generally
influences the overall overhead, so allocating its costs first ensures that
subsequent allocations are based on a more accurate reflection of support
relationships.
- Support Relationships: Sometimes the order is determined by which
departments support others rather than the size of costs alone.

Example

Imagine a manufacturing company with three service departments:

- Maintenance
- Human Resources
- Information Technology

If Maintenance supports all departments, including HR and IT, and incurs the
highest costs, it might be allocated first. Then, HR's support to other
departments is considered, and finally, IT's support is allocated.

---

Step-by-Step Process of the Step-down Method

1. Identify Service and Operating Departments

- Service Departments: Departments that provide support but do not directly
produce goods or services.
- Operating Departments: Departments involved in the core production or sales
activities.

2. Determine the Order of Allocation

- Based on which service department provides the most support or has the
highest costs.
- Alternatively, based on managerial judgment regarding support
relationships.

3. Allocate the First Service Department’s Costs

- Use an appropriate allocation base (e.g., direct labor hours, square
footage, number of employees).
- Allocate the entire support department’s costs to other departments,
including other service departments and operating departments.

4. Adjust Remaining Service Departments’ Costs

- After allocation, the first service department’s costs are considered
distributed.



- The remaining service departments now have adjusted costs, which include
their original costs plus the allocated support from the first department.

5. Repeat the Process

- Continue with the next service department in the predetermined order.
- Allocate its adjusted costs to remaining departments (both service and
operating).
- Repeat until all support costs are allocated to operating departments.

6. Final Allocation to Operating Departments

- After all service departments’ costs are allocated, the remaining costs
associated with operating departments represent the total overhead assigned
to production or service units.

---

Advantages and Disadvantages of the Step-down Method

Advantages

- Simplicity: Easier to implement and understand compared to reciprocal
methods.
- Efficiency: Less computationally intensive, suitable for quick decision-
making.
- Logical Flow: Reflects the support hierarchy, especially when the order is
based on managerial judgment.

Disadvantages

- Partial Recognition of Mutual Support: Does not fully account for the
support that service departments provide to each other, which can lead to
less accurate cost allocations.
- Order Sensitivity: The sequence of allocation affects the final costs;
different orderings can produce different results.
- Potential for Bias: The chosen order might favor certain departments,
affecting cost accuracy and fairness.

---

Practical Example: Applying the Step-down Method

Imagine a company with the following departments:

- Service Departments:
- Maintenance ($100,000)
- IT ($50,000)
- Operating Departments:
- Assembly
- Packaging



Suppose Maintenance provides support to both IT and operating departments,
while IT supports only the assembly and packaging departments.

Step 1: Decide the order. Since Maintenance provides support to all, it is
allocated first.

Step 2: Allocate Maintenance costs based on direct labor hours:

- Assembly: 40%
- Packaging: 40%
- IT: 20%

Maintenance costs allocated:

- Assembly: $40,000
- Packaging: $40,000
- IT: $20,000

Step 3: Adjust IT’s costs:

- Original IT costs: $50,000
- Plus allocated Maintenance costs: $20,000
- Total: $70,000

Step 4: Now, allocate IT costs to assembly and packaging:

- Based on the same basis:

- Assembly: 50%
- Packaging: 50%

- Allocation:

- Assembly: $35,000
- Packaging: $35,000

Step 5: Final costs:

- Assembly: initial + maintenance + IT support
- $100,000 (original) + $40,000 + $35,000 = $170,000
- Packaging: same approach

This simplified example demonstrates how the step-down method systematically
allocates support costs, giving a clearer picture of each department’s true
cost.

---

Conclusion: The Significance of the First Service Department

When The Step-down Method Is Used, The Service Department Whose Costs Are



Allocated First Is Often The Department That Provides the Greatest Support or
Incurs the Highest Costs. Recognizing this helps managers understand the flow
of support activities and ensures that overhead costs are allocated in a
logical, consistent manner. While the method has limitations, particularly
regarding the order sensitivity and partial recognition of mutual support, it
remains a practical and widely used approach in many organizations for cost
allocation.

Understanding when and how to use the step-down method enables organizations
to improve their cost control, pricing strategies, and overall financial
management. Proper application ensures that each product or service bears a
fair share of overhead costs, leading to more accurate financial insights and
better strategic decisions.
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