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Abstract 

The environment in which businesses operate is ever changing. The market has become global 

and the technological advancement has changed the way business is done. The resulting impact 

of globalization is fierce competition that has altered the business landscape. Firms are 

increasingly employing various techniques in order to remain relevant and competitive. The 

strategies include product differentiation, cost reduction, pricing among others. The subject of 

cost management is of interest to stakeholders especially the shareholders. Shareholders would 

maximize the wealth if revenue is maximized and cost managed properly in a firm set-up.  How 

will managers manage costs effectively? This calls for thorough understanding of the all the 

costs in a business. When senior management is in a cost-cutting spree the usual culprit is the 

indirect costs or overheads. Indirect costs arise mainly from the support services. The support 

services aid the delivery of the core business of the firm. The support services include human 

resource management, accounting, legal, information services, procurement etc.  How should 

indirect costs be allocated in the firm in way that will create value for the firm? The problem of 

allocating indirect costs is compounded in very big organizations that are scattered all over the 

world. 

 

From the review of literature and empirical evidence, we find that internal markets provide a 

promising basis of allocating indirect costs in a corporate environment. It is not just about cost-

cutting but it fundamentally changes how internal service providers view their job. However, 

further research can be done to explore other ways of allocating indirect costs. The chaos theory 

can offer a new perspective (Parker & Stacey, 1994). 
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Introduction 

 

The environment in which businesses operate is ever changing. The market has become global 

and the technological advancement has changed the way business is done. The resulting impact 

of globalization is fierce competition that has altered the business landscape. Firms are 

increasingly employing various techniques in order to remain relevant and competitive. The 

strategies include product differentiation, cost reduction, pricing among others. The subject of 

cost management is of interest to stakeholders especially the shareholders. Shareholders would 

maximize the wealth if revenue is maximized and cost managed properly in a firm set-up.  How 

will managers manage costs effectively? This calls for thorough understanding of the all the 

costs in a business. When senior management is in a cost-cutting spree the usual culprit is the 

indirect costs or overheads. Indirect costs arise mainly from the support services. The support 

services aid the delivery of the core business of the firm. The support services include human 

resource management, accounting, legal, information services, procurement etc.  How should 

indirect costs be allocated in the firm in way that will create value for the firm? The problem of 

allocating indirect costs is compounded in very big organizations that are scattered all over the 

world.  

 

Ellig (1993) observes that a number of companies use internal markets to coordinate the 

production of services used by internal customers. The internal market system has evolved from 

the traditional decentralization system. Firm decentralization dichotomizes a firm into business 

units and support units. The business units are involved directly in the production of the goods 

and services while support units aid the business units in achieving their objectives. The scope of 
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internal pricing expanded broadly in the 1980s, when innovative companies started thrusting the 

support activities into internal markets and letting internal customers choose which services they 

want to buy. These sub-components of the firm trade with each other hence internal markets. The 

internal markets are an alternative to the external markets that have traditionally governed 

transactions. A firm that sources goods or services from outside faces high transaction costs 

since the other market participants are profit maximizing entities. A firm can eliminate these 

market transactions by allowing for trade within the firm (internal markets). Internal marketing 

takes place when the cost of transacting in the market is higher than that of organizing activities 

within the firm 

 

It is, therefore, implied that the legal services offered internally by the legal department to 

say the production department should be priced. The pricing should be competitive to the price 

of legal services offered in the external markets. This completely redefines how service 

departments view their contribution to the overall wellbeing of the organization. They are not 

just a cost centre but are expected to be competitive. This concept of internal markets provides a 

framework for allocating indirect costs in corporate environment.  

 

The objective of this paper is to explore the basis of allocating indirect costs in a 

corporate environment. The paper is organized as follows: Firstly, is the presentation and 

discussion of the facts, conclusion, recommendations and areas of further research. 
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Presentations and discussion of the facts 

 

Internal Markets 

Ellig (1993) explores the internal pricing of corporate services under the internal markets 

framework.  In the internal public utility model, support units are expected to provide services to 

any internal business unit that needs them. Given that the users do not pay prices for the services, 

the corporation has to find some other way to figure out which needs are the most important. In 

most cases, a corporate service group submits a budget to upper management that reflects several 

types of perceived need: 

• Services that upper management believes are important for the company; 

• Services that various company divisions think are important to the company; 

• Services that the provider group thinks are important, even if no one else does; 

• Services that no one thinks are important, but someone requests anyway because they are 

available anyway; 

• Services that no one thinks are important and no one requests, but the service group seeks to 

provide because of its own expansion agenda (Ellig, 1993). 

 

The service departments use the allocated budget to provide the services within the firms. 

The problem here is that the service departments may grow uncontrollably besides wasting time 

and money working on low-value projects. The internal market proposition is poised to combat 

this problem. The internal markets mobilize the knowledge in different parts of the business to 

generate more intelligent decisions. By ensuring that the core business units pay for support 

services, internal markets provide powerful incentives to eliminate unprofitable projects. Instead 
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of paying for services through an arbitrary allocation, internal customers buy the services they 

need, just as they buy materials and services from the outside suppliers. If no one is willing to 

pay for a service, the internal service provider has to do away with it or find a way to perform it 

more efficiently. 

 

Therefore, internal markets become a powerful tool of allocating resources internally. It rid 

the firm of unprofitable projects and sheer waste of resources. Rinehart (1991) points out how 

Clark Equipment, a diversified manufacturing company, turned five executive staff units-legal, 

accounting, data processing, trucking, and printing into separate, profitable units between 1982 

and 1984. The remaining corporate staff in the company focused on activities where they 

believed they could add more value to the company. Personnel and purchasing responsibilities 

were transferred to the Clark operating companies. The resulting impact was that the corporate 

staff shrunk from 500 to less than 75. 

 

Kanter (1991) gives the example of Bell Atlantic. The CEO of Bell Atlantic credited its internal 

market initiative, called “Client Service Groups,” with holding spending on staff relatively level, 

while most other expenditures increased. The CEO noted that the impact on corporate decisions 

stretches beyond mere cost-cutting; it fundamentally altered the way that internal service 

providers think of their jobs. 

The initiative helped contain Bell Atlantic’s overall expenditures, it also changed their 

composition. The company spent more money on operations support programming, because 

internal customers wanted more of it. The company’s business research unit, on the hand, saw its 

budget decline due to reduced demand. 
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Some companies organize the service groups or departments as profit centers or cost 

centers still within the framework of internal markets. The profit centers generate profit from 

sale of the services to other core business units. The cost centers pass the entire cost of providing 

the service to the business units that consume those services. The proponents of cost center 

approach view the profit centers groups nothing but redistribution of the profits within the firm. 

Ellig (1993) points out that cost based prices can distort input choices, inflate costs and deter 

improvement.  

 

Internal markets and the theory of the firm 

The growing importance of internal markets raises critical questions within the context of the 

theory of the firm. If markets work well within firms, why are there firms at all? Why does not 

all allocation take place on external markets? Is a collection of entities that charge each other 

prices for most products and services still a firm? Ellig (2001) seeks to answer these questions by 

viewing the firm as a membership club rather than a command structure.  

 

Members join the firm and pay its membership fee when the value of the local public 

service they receive exceed the opportunity cost of joining. In a club, members share the costs of 

goods and services through membership fees. Non-members are excluded from enjoying theses 

services. In a club setting, there is no competition among members for consumption of goods and 

services. The degree of competition for consumptions helps in defining the optimal size of the 

club. Adding members reduces cost per member (benefit) but increases congestion (cost).  
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The theory of clubs describes how internal markets systems work. The firm’s head office 

acts as a primary source of the firm’s capabilities. The head office may source capital at low cost 

on behalf of the sub-entities. It may coordinate research and development that may lead to 

development of competitive advantage. Capabilities may also be created through interactions of 

employees or business units. The firm like the clubs can exclude non-members from benefiting 

from its capabilities. The optimal size of a club depends on the trade-off between benefits of 

having more members (cost sharing) and the costs of congestion. The congestion costs include 

reputation, capabilities and political/regulation costs. The firm risks losing reputation as it 

increases the number of business units thus deviating from its core business that earned it the 

reputation. The cost of transferring or transmitting the knowledge and capabilities across 

business units is higher as the number of business units increase. As the firm grows into a huge 

empire, it begins to attract the attention of politicians and regulators. This will call for high costs 

to defend the firm.   

 

As with a club, the optimal size and scope of the firm depends on a marginal trade-off. 

Potential new members are willing to pay something to join, but a potential member willingness 

to pay fall as the perceived value falls. The firm reaches optimal size and scope when the fee a 

prospective member is willing to pay just balances the additional congestion costs it imposes on 

the rest of the organization. Viewing firms like membership clubs is an important step towards 

understanding how indirect costs should be allocated. The cost benefit trade-off should be done 

with the indirect costs. The indirect costs should only be incurred as long as there is an additional 

benefit. This is the crux of internal markets system. 
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Costs management considering lead time and price strategies 

In a bid to increase market share many companies set competitive lead time for the delivery of 

products or services to customers. The longer the delivery time the lower the demand and the 

selling price and vice-versa. Saibal and Jewkes (2004) model demand rate as a function of the 

guaranteed delivery time offered to the customers and of market price. The market price is also 

modeled as a function of the delivery time meaning that a firm can charge higher price for 

shorter delivery time. According to So and Song (1998), companies use three main strategies to 

utilize speed to attract customers: To serve customers as fast as possible; To encourage potential 

customers to get a delivery time “quote” prior to ordering; and to guarantee a uniform delivery 

lead-time for all potential customers. 

 

As the market share increase, there is a risk that demand may exceed the firm’s capacity 

to respond. This may impact adversely on customer retention. It is imperative that firms have in 

place a strategy to ensure that the guaranteed delivery times are adhered to. Investments directed 

at increasing capacity may help firms make their promise on delivery times good. 

 

What is the implication of this modeled relationship in strategy formulation? The model 

takes into cognizance the relationship between price and delivery time as an additional 

relationship. This is crucial in the decision making process. It is important to understand or know 

your customers. Are they price sensitive or time sensitive or both? Managers must first establish 

whether they are competing for primarily lead time sensitive (LTS) or price sensitive (PS) 

customers when deciding their delivery time strategy. 

 



Basis of Allocation of Indirect Costs in Corporate Environment                                                                        11 
 

 
 

A firm serving LTS customers and mildly PS customers will seek to increase lead time 

thus reduce demand and hence the investment requirement. Firms with highly PS customers may 

reduce lead time leading to increased prices which reduces demand and ultimately the 

investment costs. A firm with low unit costs (m) and PS customers should have long delivery 

time. This will lead to a low market price, high demand and ultimately maximized profits. Firms 

with low unit costs with LTS customers should compete based on time in order to capture 

maximum price premium. For high unit cost firms, the profit maximizing strategy should be the 

reverse. Therefore companies with the same operating costs may choose to compete on a 

different basis if they are aware of their customer preferences 

 

There are lessons from Saibal and Jewkes (2004) as far as the allocation of indirect costs 

is concerned. The firm may allocate costs if they understand whether their customers are lead 

time sensitive or price sensitive. These characteristics of the customers as modeled by them can 

be used either to increase or reduce investment or other costs as explained earlier. 

 

Allocating marketing costs and effort 

Previous analysis of the various instruments that constitutes a firm’s marketing policy have  had 

little regard to the integration of the various trade-offs among these instruments that shape the 

policy (namely advertising, product development & price) in its pursuit of profit maximization 

and ultimately, competitiveness (Kolberg, n.d). 

 

Dorfman and Steiner (1954), in exploring the problem of joint profit maximization with 

respect to market price, advertising & product development, restricted nature of product 
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development to improvement in product quality and production cost impacts of product quality 

improvement to changes in average total costs. According to Kolberg (n.d), their analysis, as has 

been the norm among other analysts, attempted to separately develop profit maximizing rules for 

(price &  Advertising),(price and product development) and a  combination of these two sets of 

variables without any regard to a clear relationship between price, advertising and product 

development in the firm’s marketing mix. They all point towards a positive correlation between 

advertising expenditures and product development budget in a firm’s marketing strategy as tied 

to the use of advertising by the firm to signal product quality to consumers. The assumption here 

is that advertising as a contributor to profit maximization triggers the application of capital inputs 

towards product development (at the least possible cost) with the setting of the price in response 

to the customer expectations being given little consideration in the entire marketing mix. 

 

Kolberg (n.d) attempts to develop a positive analysis of non-price competition in the 

context of setting price, advertising and product development by firms. Advertising and product 

development’s places in the firm’s marketing mix are first investigated before incorporating 

price without referring to any assumptions on signaling. Sales Isoquants (sales expansion graphs) 

are the tools applied in deriving a least cost marketing mix for a profit maximizing firm with 

both advertising and product development budgets (firm’s marketing effort) as decision 

determinants of its own and rivals demand with price being introduced to the mix. Advertising in 

this context refers to actions of a firm that are designed to provide information to, or promote 

interest among prospective buyers of a good or service that possess a given set of attributes. 

Product development on the other hand is a set of actions of a firm that serve to augment, 

enhance, adjust or change the set of attributes of a product that the firm sells. With two non-price 
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instruments available, there may be a variety of different ways to generate the same volume of 

sales. A company may follow a strategy that focuses on advertising with only a small budget 

allocated for product development. Alternatively the same sales volume may be achieved by 

focusing on product development, with only a small budget allocated to advertising. Kolberg 

(n.d) views these two set of non- price marketing instruments as closely related (even as 

complementary) and can be varied to generate the same volume of sales. The aim here is to find 

the best allocation strategy that allows for maximum sales volumes at the lowest costs. 

 

Kolberg (n.d) analyses the product development activities and spin-off costs, and 

advertising activities and resulting spin-off costs. Some product development activities have little 

or no spin-off production costs effects. Others may generate spin-off production effects primarily 

impacting capital production inputs. Some may generate spin-off production effects primarily 

affecting labour production inputs. The assumption made is that there exists a direct relationship 

between advertising and demand for the firm’s products. Some advertising activities have little 

or no spin-off production costs effects. Others may generate spin-off production effects primarily 

impacting capital production inputs. Some may generate spin-off production effects primarily 

affecting labour production inputs. An efficient marketing strategy is the particular combination 

of advertising and product development expenditures that achieve a given sales goal with the 

minimum possible marketing effort. This point is achieved as the slope of the cost minimizing 

the ISO marketing effort line at the point of tangency. It is clear that there are an infinite number 

of possible marketing effort strategies to generate any given sales level. Out of all these 

possibilities, only one strategy qualifies as the least-effort marketing strategy.  
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Kolberg (n.d) also analyses the joint profit maximization over price & marketing effort. 

The objective is to derive a rule for joint profit maximization over both setting price for 

allocating funds to the firm’s marketing effort. A generalized Dorfman-Steiner Theorem states 

that profits are maximized when the firm engages marketing effort (with advertising and product 

development restricted to the firm's sales expansion path) to the point where the value of the 

marginal product of marketing effort per dollar spent equals the firm’s price elasticity of 

demand. Whenever the value of marginal sales tied to reducing the price per dollar spent is less 

than the value of marginal sales tied to marketing effort per dollar spent, then the firm should 

increase marketing effort and its price, even if demand is price elastic. On the hand if the value 

of marginal sales tied to reducing the price per dollar spent (the firm’s price elasticity of demand) 

is greater than the value of marginal sales tied to marketing effort per dollar spent, then the firm 

should reduce price and reduce its marketing effort. 

 

In conclusion, any restriction of marketing effort to advertising and product development 

expenditures that lie on the firm's expansion path allows for an unambiguous connection between 

dollars allocated to marketing effort and the corresponding upper limit on sales. An efficient 

marketing strategy is the particular combination of advertising and product development 

expenditures that achieve a given sales goal with the minimum possible marketing effort. This 

gives a powerful insight into how indirect costs should be allocated. 

 

Accounting for intangible costs 

There are various ways in which expenditure on intangible are accounted for in firms. The 

problem is as a result of the varying prescriptions by the accounting standards. How intangibles 
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are accounted for may have an impact on various stakeholders. The importance of intangibles 

may not be appreciated if they are not captured well in the financial statements of firms. This 

may further distort how the expenditure on intangible is allocated. Laurie, Webster & Wyatt 

(2008) seek for a unifying measurement feature on which to base a systematic and possibly, 

more comprehensive analysis of expenditure on intangibles. This is achieved through: Analysis 

of characteristics of intangibles from economic and accounting perspectives, presenting evidence 

on the extent that firms account separately for expenditures on intangibles in the absence of 

GAAP guidance and presenting the implications of these analyses for accounting practice. Laurie 

et al. (2008) argues on the importance of expenditure on intangibles as a source of production 

assets and benefits. The expenditure is motivated by the quest to build internal competencies that 

enable the firm to take advantage of emerging opportunities and meet profitable goals. Also, 

invest in intangibles so as to differentiate the firm to make the firm’s resources and routines hard 

for rival firms to imitate. 

As mentioned earlier there is a disparity in the way intangibles are accounted for based 

on the accounting standards. Laurie et al. (2008) points out that the relevant accounting standard 

for intangibles in Australia is AASB 138 Intangibles Assets which is largely equivalent to 

international accounting standard IAS 38 Intangible assets. The two standards provide guidance 

on recognition and measurement of expenditure on intangible. The guidance given depends on 

the mode of acquisition of the intangibles. Intangibles purchased externally are deemed to be 

intangibles and can be recognized in the balance sheet of the organization. Intangibles generated 

internally are subjected to strict tests before they can be recognized in the balance sheet. This 

disparity in treatment of intangibles based on the mode of acquisition is an impediment towards 

unifying measurement of intangibles. 
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Overall, AASB 138 Intangible Assets encompasses three basic themes: First, expenditure 

on purchased intangibles (separately acquired or as part of an acquisition) that meet the 

definition of an intangible asset are deemed to be recognizable as intangible assets; second, all 

other expenditure on intangibles come under the internally generated intangible asset provisions 

and are classifiable only as either research or development (R&D); and thirdly, of the R&D 

expenditure only the development expenditure that meet the intangible asset definition and 

recognition of six tests in AASB 138 Intangible Assets paragraph 57 are recognizable as 

intangible assets. Because the six tests in paragraph 57 are stringent, few intangible assets would 

be recognized under paragraph 57 if the accountant adheres to the intent of the standard. 

 

There are two issues that arise with the GAAP as it stands. Whether accounting standards 

can form the basis for systematic separation and analysis of expenditures on different types of 

intangibles. Secondly, the basis for the capitalization test for intangible assets. The downside of 

seeking a unifying approach is the need for elaborate disclosure. Managers would not want to 

disclose propriety information associated with intangibles. This would be called for if the assets 

were to be recognized as per the standards (Laurie et al., 2008). 

 

Laurie et al., (2008) carried out a survey of chief accountants. As noted earlier, the 

accounting standards may exclude some intangibles from being recognized. In order to assess 

what effect this exclusion is having on actual firm behaviour, a survey was conducted during 

2007 that covered a variety of organizations including listed companies, unlisted companies and 

not-for-profit organizations. It was observed; on average chief accountants do not think in 
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concrete terms of expenditure allocated to the activities, products and processes that the firm 

expects will generate value. The research suggests that listed companies are more likely than the 

other firm types, to separate out expenditure on different types of intangibles. The unlisted 

companies are the least likely to undertake this task. Managers should therefore focus or give 

consideration to expenditure on intangibles if they are to allocate costs properly. 

 

Theory of Chaos and Costs allocation  

 

Chaos is a creative state in which order and disorder mingle. Chaotic view of the world is 

currently preferred by many researchers over the previously famous orderly view in explaining 

how the world works.” A simple view of how the world works is being replaced by an essentially 

complex and paradoxical one” (Parker & Stacey, 1994, P. 11). In this chaotic world, 

disequilibrium is the norm and comes along with both threats and opportunities that have 

economic implications subject to the reactions of entrepreneurs, hence economic progress. 

Human systems including business organizations and economies are non-linear feedback systems 

because they exhibit both stability and instability at the same time. Chaotic theory posits that 

while economic forecasting and econometric model-building are at best hazardous pursuits, this 

does not rule out useful observations about economic relationships. Chaotic theory only 

questions idea that these relationships (e.g. law of demand) can be quantified with any real 

precisions. The conclusion is that the simple linear relationships may not be the perfect basis for 

allocating indirect costs. Nevertheless, the firm should consider possible non-linear relationships 

as posited by the theory of chaos. However, this complex costs allocation analysis should bear in 

mind the cost benefit analysis. 
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Conclusions 

 

Internal markets may revolutionalise the allocation of indirect costs. Instead of paying for 

services through an arbitrary allocation, internal customers buy the services they need, just as 

they buy materials and services from the outside suppliers. If no one is willing to pay for a 

service, the internal service provider has to do away with it or find a way to perform it more 

efficiently. Therefore, internal markets become a powerful tool of allocating resources internally. 

It rids the firm of unprofitable projects and sheer waste of resources. 

 

Viewing firms like membership clubs (see Ellig, 2001) is an important step towards 

understanding how indirect costs should be allocated. The cost benefit trade-off should be done 

with the indirect costs. The indirect costs should only be incurred as long as there is an additional 

benefit. This is the crux of internal markets system. 

 

Laurie et al. (2008) observed that on average, chief accountants do not think in concrete 

terms of expenditure allocated to the activities, products and processes that the firm expects will 

generate value. The unlisted companies are the least likely to undertake this task. Managers 

should therefore focus or give consideration to expenditure on intangibles if they are to allocate 

costs properly. 

 

There are lessons from Saibal and Jewkes (2004) as far as the allocation of indirect costs 

is concerned. The firm may allocate costs if they understand whether their customers are lead 



Basis of Allocation of Indirect Costs in Corporate Environment                                                                        19 
 

 
 

time sensitive or price sensitive. These characteristics of the customers as modeled by them can 

be used either to increase or reduce investment or other costs as explained earlier. 

 

For marketing costs, an efficient marketing strategy is the particular combination of 

advertising and product development expenditures that achieve a given sales goal with the 

minimum possible marketing effort. The aim here is to find the best allocation strategy that 

allows for maximum sales volumes at the lowest costs. This gives a powerful insight into how 

indirect marketing costs should be allocated. 

 

From the review of literature and empirical evidence, we find that internal markets 

provide a promising basis of allocating indirect costs in a corporate environment. It is not just 

about cost-cutting but it fundamentally changes how internal service providers view their job. 

However, further research can be done to explore other ways of allocating indirect costs. The 

chaos theory can offer a new perspective (Parker & Stacey, 1994). 
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Recommendations 

 

Laurie et al. (2008) observed that on average, chief accountants do not think in concrete terms of 

expenditure allocated to the activities, products and processes that the firm expects will generate 

value. The unlisted companies are the least likely to undertake this task. Managers should 

therefore focus or give consideration to expenditure on intangibles if they are to allocate costs 

properly. The accounting standards should also offer unified approach in accounting for 

intangibles as opposed to the existing disparity based on mode of acquisition. 
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Areas for further research 

 

Saibal and Jewkes (2004) model demand rate as a function of the guaranteed delivery time 

offered to the customers and of market price. The market price is also modeled as a function of 

the delivery time meaning that a firm can charge higher price for shorter delivery time. 

Extending this work in a competitive framework such as the presence of multiple-firm 

competition and how different market characteristics would affect the optimal delivery time 

strategies. Rather than assuming service level to be a constraint, make it a decision variable (it 

will perhaps model the small, repetitive customers as well). Also, further research should model 

the dependence of demand on price and delivery time and price on delivery time in a non-linear 

fashion. 

 

Parker and Stacey (1994) shed light on the relationship of chaos, management and 

economics. The conclusion is that the simple linear relationships may not be the perfect basis for 

allocating indirect costs. Nevertheless, the firm should consider possible non-linear relationships 

as posited by the theory of chaos. A further research may be done on this front to theorize a new 

framework for cost allocation. 
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