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# INTRODUCTION

Marginal costing is the technique of controlling by bringing out the relationship
between profit and loss and volume. It is defined as the amount at any given volume
of output by which aggregate costs can be changed if the volume of output is
increased or decreased by one unit.

For example if a manufacturing firm produces 100 units at a cost Rs 300 and 101
units at a cost Rs 320 the cost of an additional unit will be Rs 20 which is marginal

cost.

Marginal cost = Variable cost

# Characteristics of marginal costing

All elements of costs are classified into fixed and variable components.
The marginal or variable costs are treated as the cost of product.

Under marginal costing the value of finished goods and work in progress is also
comprised only of margibl costs. Fixed cost are not considered for valuation of
closing stock of finished goods and closing work in progress.

Fixed costs are treated as period costs is charged to profit and loss account for
the period for which they are incurred.

Prices are determined with reference to marginal costs and contribution margin.

Profitability of departments and products is determined with reference to their
contribution margin.

# Advantages of marginal costing

Simplified pricing policy- Marginal cost per unit is constant from period to
period within a short span of time, firm decision on pricing can be taken.

Proper recovery ofoverhead- Overheads are recovered in costing on the basis of
predetermined rates. If fixed overheads are included on the basis of pre-
determined rates, there will be under recovery of overheads if production is less
orif overheads are more and vice-versa. Marginal costing avoids such under or
over recovery of overheads.
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e Shows realistic profit- The stock of finished goods and work in progress are
carried on marginal cost basis and the fixed expenses are written off to profit
and loss account as period cost. This shows the true profit of the period.

e More control over expenditure- Segregation of expenses as fixed and variable
helps the management to exercise control over expenditure. The management
can compare the actual variable expenditure with the budgeted variable
expenses and take corrective action through analysis of variances.

e Helps in decision making- It helps the management in taking a number of
business decision like make or buy, discontinuance of a product, replacement
of machines.

e Short term profit plannin- It helps in short term profit planning by BEP charts.

# Computation of unit product cost under marginal
costing method or variable costing method
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# Absorption costing

Absorption costing is a costing system which treats all cost of production as product
costs, regardless weather they are variable or fixed.

# Computation of unit product cost under
Absorption costing method or full costing method
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# Income comparison under variable and
Absorption costing:
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# LIMITATION OF MARGINAL COSTING

e Difficulties in classifying fixed and variable
elements.

e Dependence on key factors.
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e Scope for low profitability.
e Faulty valuation
e Unpredictable nature ofcost.

e Marginal costing ignores time factors and
investment.

e Understating of work in progress.
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