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Don’t Forget Your 
INDIRECT Costs!

If you do, you’re selling your programs short.
B Y  R I C H A R D  S O L L O W A Y



INDIRECT Costs!

I m a g i n e
walking into a store
and asking to buy a
$200 bookcase for $75.
“I only want to pay for
the actual cost of the
bookcase–the wood,
nails, varnish, and
2.5 labor hours used to
build it,” you say.

The store manager looks at you
in disbelief. “At $75 we lose
money,” he protests. “The price has
to include a share of our indirect
costs–salaries, insurance, advertis-
ing, and store maintenance.” 

“I work in a nonprofit organi-
zation,” you reply, “and some of
our funders don’t pay for indirect
costs. So why should I?”  

It’s true that some nonprofit
organizations don’t charge for or
recover indirect costs. But the
above scenario reveals how ludi-
crous this stance is.

Let’s look at the hypothetical
example of XYZ Nonprofit. Its cen-
tral program rightfully pays its fair
share of indirect costs. However,
the organization charges some
small, incidental, ad hoc programs
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only for direct costs. For instance,
XYZ recently received a grant of
$40,000 to provide technical assis-
tance. The $40,000 covers the direct
costs for personnel and travel
expenses, but it does not include
funds to cover indirect costs.  

If you don’t include indirect
costs in your grant proposal, you
are selling your programs short.
You must be sure to ask for indirect
as well as direct cost reimburse-
ment. First, however, you need to
understand both types of costs.

What Are Direct Costs?
Direct costs are those which you

can relate directly to a specific pro-
gram or objective. For example, you
can easily relate the cost of new
welding equipment to a job training
program. The welding equipment
will benefit only that one program. 

What Are Indirect Costs?
Indirect costs are those which

you can’t identify with any single
program or activity but which are
attributable to a broad range of
activities and are necessary for the
organization’s existence. Nonprofit
organizations classify as indirect
costs such line items as: executive
director and staff salaries, legal
costs, utilities, rent, depreciation,
and board–related expenses—in
other words, costs that benefit more
than one program.

Because indirect costs are
shared by all the programs, they are
often called “shared costs.” Other
terms used synonymously with indi-
rect costs are “general and adminis-
trative (G&A) costs” and “over-
head.”

Glossary
AICPA: acronym for the American Institute of Certified Public

Accountants, an organization that sets accounting guidelines for
nonprofit organizations and state and local government.

Cost allocation method: method of deciding which indirect costs apply
to each of your programs.

Direct cost base: an amount (the base) used to calculate the indirect
cost rate. One of the following bases is used: (1) the amount of
the organization’s salaries, (2) the amount of salaries plus fringe
benefits, (3) the organization’s total direct cost base, or (4) the
organization’s total direct cost base, excluding capital expendi-
tures and other “distorting” items. 

Direct costs: costs that can be identified specifically with a particular cost
objective, such as a certain grant, project, service, or other
direct activity of a nonprofit organization.

Distorting costs: unallowable, nonreimbursable, or other indirect costs
for which you must make adjustments when computing a direct
cost base. Distorting costs include capital expenditures,
fundraising costs, in–kind rent, entertainment expenses, and
lobbying expenditures. The federal government requires you to
classify such costs as direct rather than indirect costs.

General and administrative (G&A) costs: another term for indirect
costs.

Indirect cost rate: the ratio of indirect costs to a direct cost base,
expressed as a percentage.

Indirect costing method: another term for cost allocation method.

Indirect costs: costs that benefit more than one program in a nonprofit
organization.

Overhead: another word for indirect costs.

Shared costs: another term for indirect costs.



Why Is It Important
to Distinguish Direct 
from Indirect Costs?

Classifying costs into direct and
indirect costs is a way to measure
the full expense of each program.
If you don’t include indirect costs
in your calculations, you’ll be like
the store manager who sells furni-
ture for the cost of wood and nails
and forgets to add overhead.

In theory, you could charge
indirect costs directly to each of
your programs. This approach,
however, is usually impractical and
too expensive. A better way is to
group all indirect costs into a com-
mon pool. Then you can use an
allocation process to distribute a
share of the pool to each activity.
To do this, you must calculate your
indirect cost rate.

How Do You Calculate 
Your Indirect Cost Rate?

The indirect cost rate is the
ratio of indirect costs to a direct
cost “base.” Thus, before you can
calculate your indirect cost rate,
you must decide on a direct cost
base. 

The base you select must have
a beneficial or causal relationship
with the indirect costs and produce
an equitable distribution of indi-
rect costs. You have a choice of
four direct cost bases to use in cal-
culating the indirect cost rate:

1. Salaries and Wages,
Cost of Labor Only.

2. Salaries and Wages,
Cost of Labor and Fringes. 
If your accounting system provides
enough detail to calculate the cost
of fringe benefits, we recommend
that you use “labor and fringes”
rather than “cost of labor only” as
your direct cost base.  

3. Total Direct Costs with
No Adjustments.

4. Total Direct Costs with
Capital Expenditures and
Other “Distorting” Items
Excluded.
Grantmakers will probably require
you to use this alternative rather
than “total direct costs with no
adjustments,” because they usually
want certain nonreimbursable indi-
rect costs excluded. For example,
federal grantmakers will ask you to
exclude such indirect costs as
fundraising, entertainment, lobby-
ing, equipment, subcontracts, and
in–kind rent.

For an example of how to cal-
culate indirect cost rates, see the
table on page 50. The table shows
four different indirect cost rates,
each expressed as a per-
centage. You find
this per-

centage by dividing indirect costs
($1,000,000 in the table example)
by one of the four types of direct
cost bases discussed above: labor,
labor and fringes, total direct costs,
or adjusted direct costs.

Since the federal government
requires you to adjust for certain
costs when calculating your indi-
rect cost rate, you may end up with
more than one indirect cost rate.
For example, you may have one 
for the federal government and
another for private donors and
foundations.

What Is the Best 
Indirect Costing Method?

There is no one method of
calculating indirect costs
that is best or “right”
for all organiza-
tions. Each
method
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The way you present your financial

information affects the way people

assess your organization’s health.
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results in different allocations and
financial report presentations and
may influence staff and outsiders
differently. Consequently, it is
important to look beyond the rate
when evaluating an organization’s
financial status or cost proposal.
This is important since indirect costs
are not an easy measure of an orga-
nization’s efficiency or stewardship.

To choose the best indirect
costing method for your organiza-
tion, ask yourself the following
questions, realizing that these ques-
tions may create conflicting
demands:

• What is the “fairest” way to
attribute your indirect costs to
all the programs that benefit
from them?

• What allocation method will
make it easiest for you and
others within your organiza-
tion to communicate about
indirect costs and reach an
understanding about such
costs?

• What method will help you
recover the most overhead
costs while assuring funders
that they’re not paying more
than their fair share of indi-
rect costs?

• What allocation method will 
be the easiest for outsiders to
understand and provide the
truest picture of your organi-
zation’s costs?

•   How can you attribute the
most indirect costs to the 
programs that can best afford
them?

• How can you attribute the
most indirect costs to the 
programs most likely to
receive support of the
general public?

Sample Indirect Cost Rate Calculation
This table shows the four main ways you may calculate indirect

cost rates. You may choose a direct cost base formulated on: (1) direct
salaries and wages, labor only; (2) direct salaries and wages, labor and
fringes; (3) total direct costs with no adjustments; or (4) total direct
costs, adjusted for “distorting” items. The four resulting indirect cost
rates are expressed as percentages.

Indirect Costs $1,000,000 (a)

Direct Costs
Labor $2,100,000 (b)
Fringe Benefits 353,000 (c)
Materials 121,000
Other Direct 227,000
Subcontracts    199,000

TOTAL DIRECT COSTS $3,000,000 (d)

Labor Rate 47.6% (a)÷(b)

Labor and Fringes Rate 40.8% (a)÷[(b)+(c)]

Total Direct Cost Base $3,000,000
Equipment (26,000)
Subcontracts (199,000)

TOTAL ADJUSTED 
DIRECT COSTS $2,775,000 (e)                         

Total Direct Cost Rate 33.3% (a)÷(d)

Adjusted Direct Cost Rate 36.0% (a)÷(e)



• Can you minimize indirect
costs and increase direct costs
by having each program buy
its own supplies?

After answering these questions,
you should have a good idea of the
method to use in calculating your
organization’s indirect cost rate. As
you can see, the process is not as
easy as it seems at first glance, since
so many factors must be considered.
However, once you select a method,
you will use it year after year, and
thereafter the calculation is basically
mathematical.

As noted earlier, these ques-
tions may represent conflicting
demands. The important thing is to
decide which demands are most
pressing for your organization.

Clearly, it is crucial that you
have a working knowledge of indi-
rect costs and the best way to allo-
cate them. The way you allocate
costs affects your staff, board, fun-
ders, auditors, donors, clients, and
the public. All these groups will

assess your organization’s health
based on how you present your
financial information. Thus, your
choice of allocation method has an
important impact on decision–mak-
ing. 

Grantmakers and others who
read your financial statements are
likely to measure your organiza-
tion’s efficiency by looking at your
indirect costs. The better managed
your organization is, the lower your
indirect costs should be––but only
up to a point. Too low a proportion
of indirect costs may actually indi-
cate poorly managed resources.
Imagine, for example, an organiza-
tion which required each of its pro-
grams to hire its own bookkeeper
and purchase its own equipment.
Such an organization would have
no indirect costs at all, but would
certainly be less efficient than if the
programs shared bookkeeping costs
and equipment.

Whatever your final indirect
cost rate turns out to be, it will be
an important measuring tool for
your organization. Once you have

calculated the cost rate, you
can apply it to each of

your projects and deter-
mine the amount of

indirect costs
applicable to

each proj-
ect. You

w i l l

therefore be able to compare proj-
ects and to be sure you have not
missed any hidden costs. You will
also be sure that everyone who
reads your financial statements and
budget proposals will gain a clear
and accurate picture of your 
organization. ■
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Grantmakers are likely to measure

your organization’s efficiency by

looking at your indirect costs.


