
MARGINAL COSTING 

 

The term marginal cost implies the additional cost involved in producing an 

extra unit of output, which can be calculated by total variable cost assigned to 

one unit.  

From the Cost Accountant’s view point: Marginal Costing is the Aggregate of 

all variable costs. The Marginal cost can me calculated as follows: 

 

 

 

 

As per CIMA,(London) : “Marginal costing is the ascertainment of marginal cost 

and the effect on profit due to changes in volume(or type) of output by 

differentiating fixed costs and variable cost.” 

 

Advantages of Marginal Costing 

The advantages of marginal costing are as follows: 

• Easy to operate and simple to understand. 

• Marginal costing is useful in profit planning; it is helpful to determine 

profitability at different level of production and sale. 

Marginal Cost = Direct Material + Direct Labour + Direct Expenses + 

Variable Overheads 

Or Prime Cost + Variable Overhead 

 

 



• It is useful in decision making about fixation of selling price, export 

decision and make or buy decision. 

• Break even analysis and P/V ratio are useful techniques of marginal 

costing. 

• Evaluation of different departments is possible through marginal costing. 

• By avoiding arbitrary allocation of fixed cost, it provides control over 

variable cost. 

• Fixed overhead recovery rate is easy. 

• Under marginal costing, valuation of inventory done at marginal cost. 

Therefore, it is not possible to carry forward illogical fixed overheads 

from one accounting period to the next period. 

• Since fixed cost is not controllable in short period, it helps to concentrate 

in control over variable cost. 

Disadvantages of Marginal Costing: 

Despite its superiority over absorption costing, the marginal costing technique has its own 

limitations. 

(a) Segregation of all costs into fixed and variable costs is very difficult. In practice, a major 

technical difficulty arises in drawing a sharp line of demarcation between fixed and variable 

costs. The distinction between them hold good only in the short run. In the long run, however, 

all costs are variable. 

(b) In marginal costing, greater importance is attached to the sales function thereby relegating 

the production function largely to a secondary position. But, the real efficiency of a business 

is to be assessed only by considering the selling and production functions together. 

(c) The elimination of fixed costs from the valuation of inventories is illogical since costs are 

also incurred in the manufacture of goods. Further, it results in the understatement of the 

value of stock, which is neither the cost nor the market price. 

(d) Pricing decision cannot be based on contribution alone. Sometimes, the contribution will 

be unrealistic when increased production and sales are effected, either through extensive use 

of existing machinery or by replacing manual labour by machines. Another possibility is that 

there is danger of too many sales being affected at marginal cost, resulting in denial to the 

business of inadequate profits. 

(e) Although the problem of over or under absorption of fixed overheads can be overcome to 

a certain extent, the same problems still persists with regard to variable overheads. 

(f) The application of the technique is limited in the case of industries in which, according to 

the nature of business, large stocks have to be carried by way of work-in-progress (e.g. 

contracting firms). 



 

Managerial Uses of Marginal Costing: 

The following may be listed as specific managerial uses: 

 

(a) Cost Ascertainment: 

Marginal costing technique facilitates not only the recording of costs but their reporting also. 

The classification of costs into fixed and variable components makes the job of cost 

ascertainment easier. The main problem in this regard is only the segregation of the semi-

variable cost into fixed and variable elements. However, this may be overcome by adopting 

any of the methods in this regard. 

(b) Cost Control: 

Marginal cost statements can be understood easily by the management than those presented 

under absorption costing. Bifurcation of costs into fixed and variable enables management to 

exercise control over production cost and thereby affect efficiency. 

In fact, while variable costs are controllable at the lower levels of management, fixed costs 

can be controlled at the top level. Under this technique, management can study the behaviour 

of costs at varying conditions of output and sales and thereby exercise better control over 

costs. 

(c) Decision-Making: 

Modern management is faced with a number of decision-making problems every day. 

Profitability is the main criterion for selecting the best course of action. Marginal costing 

through ‘contribution’ assists management in solving problems. 

Some of the decision-making problems that can be solved by marginal 

costing are: 

(a) Profit planning 

(b) Pricing of products 

(c) Make or buy decisions 

(d) Product mix etc. 

SUMMARY OF FORMULA: 

 

1. Sales – variable cost = Contribution 

2. Contribution  = Fixes Cost + Profit 

3. Sales – variable cost = Fixes Cost + Profit 

4. P/V ratio (C/S ratio) = Cont./ Sales 

OR, Cont.p.u / Saling price p.u 



OR, Change in Cont./Change in Sales 

OR, Change in Profit / Change in Sales 

Or, Profit/ Margin of Safety 

5. Contribution = Sales x P/v ratio 

6. Sales = Cont./P/V ratio 

7. Variable Cost = sales x Complement of P/V ratio 

OR, Sales x (1- P/V ratio) 

OR, Sales x (100 – p/v Ratio %) 

8. Profit = (Sales x P/v ratio) – Fixed Cost 

OR, P/V ratio x Margin of Safety 

9. Break-even point (in units) = Total Fixed Cost / Cont. p.u 

10. Break-even point (in sale value) = Total Fixed cost / P/V ratio 

11. Margin of Safety =  Profit/ P/V ratio 

OR, Actual Sales – Break- even sale ( sale at break-even point) 
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