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® Horngren, C.T and G. Foster, "Cost accounting : a managerial emphasis” , 6th ed, N.J. : Prentice Hall,c1987 p413-414

... The criterion chosen in a specific decision should be guided by the dominant purpose to be served by the cost allocation. This text
emphasizes the superiority of the cause-and-effect criterion when the purpose of cost allocation is related to resource allocation
decisions or motivation. ...

EXHIBIT 12-2 Criteria to Guide Cost Allocation Decisions

1. Cause and effect. This criterion identifies the outputs of the cost pool ... and allocates the costs in proportion to the services provided. ...

2. Benefits received. This criterion identifies the beneficiaries of the outputs of the cost pool and allocates the costs in proportion to benefits received. ...

3. Fairness or Equality. This criterion is often cited in government contracting where cost allocations are the means for establishing a mutually satisfactory price. ...

4. Ability to bear. This criterion advocates allocating costs in proportion to the cost objective’s ability to bear. An example of is the allocation of corporate
executive salaries on the basis of divisional profitability; the presumption is that the more profitable divisions have a greater ability to absorb corporate
headquarters’ costs. Note the similarity of this criterion to the justifications given by legislators of progressive income tax rates.
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