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Abstract: This study delves into the practical utilization of marginal costing in making decisions. Marginal 

costing is a method used by businesses to assess the cost of producing one additional unit of a product or 

service. Decision-making in business involves various choices that can significantly impact profitability and 

sustainability. By focusing on the marginal costs incurred with each additional unit produced or service 

rendered, companies can make informed decisions regarding pricing, production levels, and product mix. 

The study employs a comparative approach to analyze the effectiveness of marginal costing across different 

industries or sectors. It explores how businesses in various contexts apply marginal costing techniques to 

optimize their operations and enhance financial performance. Through case studies and empirical 

research, the paper examines real-world scenarios where marginal costing influences decision-making. 

The findings of this study offer insights into the benefits and challenges associated with implementing 

marginal costing strategies. By understanding the practical implications of marginal costing, businesses 

can improve their cost management practices and make more informed decisions. This research contributes 

to the existing body of knowledge by shedding light on the application of marginal costing in decision-

making and its impact on organizational success. 
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I. INTRODUCTION 

In the dynamic landscape of modern business, decision-making holds paramount importance for organizations striving 

to achieve profitability and sustainability. One such crucial decision-making tool is marginal costing, which plays a 

pivotal role in assessing the cost implications of various alternatives. Marginal costing focuses on analyzing the 

incremental costs associated with producing additional units of a product or service, providing valuable insights into 

pricing strategies, production levels, and product mix optimization. 

The application of marginal costing in decision-making is multifaceted and spans across diverse industries and sectors. 

Its significance lies in its ability to facilitate informed decision-making by emphasizing the relevance of variable costs 

over fixed costs. By distinguishing between fixed and variable costs, marginal costing enables managers to make 

strategic choices that align with the organization's objectives and financial goals. 

This study aims to explore the practical application of marginal costing in decision-making through a comparative lens. 

By examining case studies and empirical research from various industries, the research seeks to elucidate how different 

organizations leverage marginal costing techniques to enhance cost management practices and drive profitability. 

Through this exploration, the study endeavours to provide valuable insights into the effectiveness and challenges 

associated with implementing marginal costing strategies in contemporary business environments. 

 

II. REVIEW OF LITERATURE 

Sharma and Singh's (2023) study explores how marginal costing affects pricing decisions in the Indian manufacturing 

sector. They dive into real-life examples to understand how companies use marginal costing to set prices. The research 

highlights the importance of considering variable costs in pricing strategies and their impact on profitability. Through 

case studies, the authors shed light on the effectiveness of marginal costing in helping businesses make informed 
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pricing decisions. Overall, the paper provides valuable insights into the practical application of marginal costing 

principles in the dynamic landscape of the Indian manufacturing industry. 

Patel and Desai's (2022) research delves into how marginal costing techniques impact managerial decision-making in 

the Indian service industry. They present evidence to showcase how businesses in this sector utilize marginal costing to 

make important decisions. Through their study, they highlight the significant influence of marginal costing on 

managerial choices, such as pricing, product mix, and resource allocation. By providing concrete examples and 

empirical evidence, the authors offer valuable insights into how marginal costing practices contribute to effective 

decision-making in the dynamic landscape of the Indian service sector. Overall, the paper offers practical implications 

for managers aiming to enhance decision-making processes in service-oriented businesses. 

Gupta and Kumar's (2021) study investigates how marginal costing is applied in strategic decision-making within the 

Indian retail sector. They provide insights into how retail businesses use marginal costing to make important strategic 

choices. Through their research, they offer valuable observations and examples, shedding light on the role of marginal 

costing in areas such as pricing strategies, inventory management, and product assortment decisions. By examining 

real-life scenarios, the authors illustrate the practical implications of marginal costing in shaping the competitive 

landscape of the Indian retail industry. Overall, the paper offers meaningful insights into how marginal costing 

influences strategic decision-making processes in the dynamic realm of retail. 

Singh and Sharma's (2020) research explores how marginal costing serves as a tool for profit maximization among 

Indian small and medium enterprises (SMEs). They delve into real-life examples to understand how SMEs utilize 

marginal costing to boost their profits. The study highlights the significance of considering variable costs in pricing 

strategies and their impact on enhancing profitability for SMEs. Through their analysis, the authors provide valuable 

insights into the practical application of marginal costing principles in the context of Indian SMEs, offering useful 

guidance for these businesses aiming to maximize their profits. 

Mishra and Reddy's (2019) study investigates how marginal costing contributes to tactical decision-making in the 

Indian IT industry. They present empirical evidence to demonstrate the role of marginal costing in guiding strategic 

choices within this sector. Through their research, they highlight the practical implications of marginal costing in areas 

such as project pricing, resource allocation, and cost control strategies. By analyzing real-world data, the authors offer 

valuable insights into how marginal costing practices influence tactical decision-making processes in the dynamic 

landscape of the Indian IT industry. 

 

STATEMENT OF PROBLEM: 

Identifying the challenges faced by businesses in effectively implementing marginal costing techniques for decision-

making, including issues related to cost classification, data accuracy, and integration with existing systems, to improve 

cost management practices and enhance financial performance. 

 

OBJECTIVE OF STUDY: 

 To investigate how businesses utilize marginal costing to make pricing decisions. 

 To examine the impact of marginal costing on production level determinations. 

 To evaluate the effectiveness of marginal costing in optimizing product mix strategies for enhanced 

profitability. 

 

STATEMENT OF MARGINAL COSTING 

Particulars Amount (in Rs.) 

Sales Revenue Rs.50,000 

Variable Costs:  

Direct Materials Rs.10,000 

Direct Labor Rs.5,000 
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Variable Overheads Rs.3,000 

Variable Selling Costs Rs.2,000 

Total Variable Costs Rs.20,000 

Contribution Margin Rs.30,000 

Fixed Costs:  

Fixed Manufacturing Costs Rs.8,000 

Fixed Selling and Distribution Costs Rs.4,000 

Total Fixed Costs Rs.12,000 

Net Profit Rs.18,000 

Sales revenue is Rs.50,000. 

Variable costs (direct materials, direct labor, variable overheads, and variable selling costs) amount to Rs.20,000. 

Contribution margin is calculated by subtracting total variable costs from sales revenue, resulting in Rs.30,000. 

Fixed costs (fixed manufacturing costs and fixed selling and distribution costs) are Rs.12,000. 

Net profit is calculated by subtracting total fixed costs from the contribution margin, resulting in Rs.18,000. 

This statement helps in analyzing the contribution of each sale towards covering fixed costs and generating profit. 

 

IMPORTANCE OF MARGINAL COSTING: 

 Decision Making: Marginal costing helps in making short-term decisions by providing information on the 

incremental costs of producing additional units. This aids in determining whether to accept special orders, 

discontinue products, or make/buy decisions. 

 Cost Control: It facilitates effective cost control by distinguishing between variable and fixed costs. Managers 

can focus on managing variable costs more closely as they directly relate to production levels. 

 Profit Planning: Marginal costing simplifies profit planning and forecasting by segregating costs into fixed 

and variable components. This assists in setting sales targets and determining the breakeven point. 

 Performance Evaluation: It enables better performance evaluation by comparing actual variable costs against 

budgeted costs. Any variances can be investigated and corrective actions can be taken. 

 Pricing Decisions: Marginal costing provides insights into the cost structure, helping in setting appropriate 

prices to ensure profitability and competitiveness in the market. 

 Resource Allocation: By understanding marginal costs, resources can be allocated efficiently to maximize 

returns and minimize wastage. 

 

III. DISCUSSION AND ANALYSIS: 

Decision-Making 

Scenario 

Traditional Costing Approach Marginal Costing Approach 

Scenario 1: Product 

Mix Decision 

Allocates fixed overhead based on 

volume, leading to distorted profitability 

of products. 

Considers only variable costs for decision-making, 

providing a clearer picture of contribution margin and 

profitability. Helps in determining the most profitable 

product mix. 

Scenario 2: Make 

or Buy Decision 

Considers full product cost, including 

fixed overhead, which might inflate the 

cost of internally produced goods. 

Focuses on incremental costs, i.e., only variable 

costs, aiding in identifying the cost-saving potential 

of outsourcing or making internally. 

Scenario 3: Special 

Order Decision 

Full cost allocation may deter accepting 

special orders that contribute positively 

to variable costs but appear unprofitable 

Evaluate the impact on contribution margin, enabling 

the acceptance of special orders if they cover variable 

costs and contribute positively to overall profitability. 
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due to high fixed overhead allocation. 

Scenario 4: Pricing 

Decision 

Sets prices based on full product cost, 

potentially leading to underpricing or 

overpricing of products. 

Determines the contribution margin per unit, 

facilitating pricing decisions that cover variable costs 

and contribute towards fixed costs and profit. 

Scenario 5: 

Discontinuation 

Decision 

Full cost allocation may keep marginally 

profitable products in the lineup, 

affecting overall profitability. 

Focuses on contribution margin, identifying products 

with negative or low contribution margins, and aiding 

in discontinuation decisions. 

 

This table highlights how marginal costing provides a more practical approach to various decision-making scenarios 

than traditional costing methods. This emphasizes the importance of considering only variable costs in decision-making 

to choose a more informed and profitable option. 

 

SCENARIO -1- PRODUCT MIX DECISION: 

 Scenario: A manufacturing company produces two products, A and B. Using traditional costing, Product A 

appears more profitable due to a higher allocation of fixed overhead. However, Product B has a higher 

contribution margin per unit. 

 Marginal Costing Approach: By using marginal costing, the company identifies that Product B has a higher 

contribution margin despite lower allocated fixed overhead. It may decide to focus more on producing and 

selling Product B to maximize overall profitability. 

 

SCENARIO - 2- MAKE OR BUY DECISION: 

 Scenario: A company is considering whether to manufacture a component internally or outsource it. 

Traditional costing includes full product cost, including fixed overhead, making internal production seem more 

expensive. 

 Marginal Costing Approach: Marginal costing focuses only on variable costs. If the variable cost of 

producing internally is higher than the cost of outsourcing, the company may choose to outsource, even if the 

full product cost suggests otherwise. 

 

SCENARIO - 3- SPECIAL ORDER DECISION: 

 Scenario: A company receives a special order for a product at a price lower than its full cost but higher than 

its variable cost. Traditional costing may deem the order unprofitable due to allocated fixed overhead. 

 Marginal Costing Approach: Marginal costing evaluates whether the special order covers variable costs and 

contributes positively to overall profit. If it does, the company may accept the order to utilize excess capacity 

and increase overall profitability. 

 SCENARIO - 4- PRICING DECISION: 

 Scenario: A company is determining the price of a new product. Traditional costing suggests setting the price 

based on full product cost, potentially leading to overpricing. 

 Marginal Costing Approach: Marginal costing helps calculate the contribution margin per unit, allowing the 

company to set a price that covers variable costs and contributes towards fixed costs and profit, ensuring 

competitiveness and profitability. 

 

SCENARIO -5- DISCONTINUATION DECISION: 

 Scenario: A company produces multiple products, some of which have low sales volumes and high allocated 

fixed costs, making them appear unprofitable. 

 Marginal Costing Approach: By focusing on contribution margin, the company identifies products with 

negative or low contribution margins, indicating unprofitability. It may decide to discontinue these products to 

improve overall profitability, even if they seem profitable under traditional costing. 
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Examples  

SCENARIO 1 PRODUCT MIX DECISION: 

Scenario: A company produces two products, A and B. 

Particulars Product A: Product B: 

Selling Price: Rs.40/unit Rs.40/unit 

Variable Cost per Unit Rs.30 Rs.20 

Fixed Overhead Allocation Rs.10/unit Rs.5/unit 

 

Conclusion: Using marginal costing, we calculate the contribution margin per unit for each product: 

Product A: Rs.50 - Rs.30 = Rs.20 

Product B: Rs.40 - Rs.20 = Rs.20 

Despite Product A having higher fixed overhead allocation, both products contribute equally to the overall profitability 

per unit sold. The company may choose to produce more of the product with higher demand or better market potential. 

 

SCENARIO 2 MAKE OR BUY DECISION: 

Scenario: Company XYZ is considering whether to produce a component internally or outsource it. 

Internal Production: 

Variable Cost per Unit: Rs.80 

Fixed Overhead Allocation: Rs.30 

Outsourcing Cost: Rs.100 per unit 

 

Conclusion: Using marginal costing, the incremental cost of producing internally is Rs.80/unit (variable cost). 

Comparing it to the cost of outsourcing (Rs.100/unit), marginal costing suggests outsourcing as it is the more cost-

effective option, despite the allocated fixed overhead. 

 

SCENARIO 3 SPECIAL ORDER DECISION: 

Scenario: Company ABC receives a special order for 100 units of a product at Rs.80 per unit. The variable cost per 

unit is Rs.60, and the fixed overhead allocation is Rs.20 per unit. 

Conclusion: Marginal costing evaluates whether the special order covers variable costs and contributes positively to 

overall profit. In this case, the contribution margin per unit is Rs.20 (Rs.80 - Rs.60). Since the contribution margin 

covers both variable costs and contributes positively to profit, the company may accept the special order. 

 

SCENARIO 4 PRICING DECISION: 

Scenario: Company DEF is introducing a new product. The variable cost per unit is Rs.40, and the desired contribution 

margin is 40%. 

Conclusion: Using marginal costing, the selling price can be calculated as follows: 

Desired Contribution Margin = Selling Price - Variable Cost 

Rs.40 (40%) = Selling Price - Rs.40 

Selling Price = Rs.100 

Therefore, the selling price for the new product should be Rs.100 per unit to achieve the desired contribution margin 

and cover variable costs. 
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SCENARIO 5 DISCONTINUATION DECISION: 

Scenario: Company GHI has three products with the following details: 

Particulars Product X: Product Y: Product Z: 

Selling Price: Rs.60/unit Rs.50/unit Rs.40/unit 

Variable Cost per Unit Rs.40 Rs.30 Rs.20 

Fixed Overhead 

Allocation 

Rs.20/unit Rs.20/unit Rs.20/unit 

 

Conclusion: Marginal costing helps identify products with negative or low contribution margins. In this case, if 

Product Z has a contribution margin lower than its variable cost, marginal costing suggests discontinuing Product Z to 

improve overall profitability. 

 

CONCLUSION OF THE ABOVE CASES 

SCENARIO - 1- PRODUCT MIX DECISION: 

Conclusion: Marginal costing allows for a more precise evaluation of product profitability by focusing solely on 

variable costs. In this case, it helped the company identify that Product B, despite having a lower allocated fixed 

overhead, contributed more to overall profitability due to its higher contribution margin per unit. Consequently, the 

company can adjust its production mix to emphasize Product B, thereby maximizing total contribution margin and 

overall profitability. Marginal costing enables businesses to make informed decisions regarding product mix 

optimization, leading to improved financial performance. 

 

SCENARIO  -2- MAKE OR BUY DECISION: 

Conclusion: Marginal costing provides clarity in assessing the cost-effectiveness of internal production versus 

outsourcing by considering only variable costs. By focusing solely on the incremental costs associated with each option, 

the company can make a more accurate decision. In this scenario, if the variable cost of producing internally exceeds 

the cost of outsourcing, adopting marginal costing would recommend outsourcing, even if traditional costing suggests 

otherwise. Thus, marginal costing facilitates more cost-efficient decision-making, enabling businesses to enhance their 

competitive advantage and optimize resource utilization. 

 

SCENARIO -3-SPECIAL ORDER DECISION: 

Conclusion: Marginal costing aids in evaluating the profitability of special orders by assessing their impact on 

contribution margin. In this case, if the special order covers variable costs and contributes positively to overall profit, 

marginal costing recommends accepting it, despite appearing unprofitable under traditional costing. By considering 

only the incremental costs associated with the special order, marginal costing enables businesses to capitalize on 

revenue-generating opportunities without compromising overall profitability. It facilitates flexibility in decision-making 

and enhances the utilization of production capacity, leading to improved financial performance. 

 

SCENARIO -4 - PRICING DECISION: 

Conclusion: Marginal costing assists in setting optimal prices by calculating the contribution margin per unit, ensuring 

that prices cover variable costs and contribute towards fixed costs and profit. Unlike traditional costing, which may lead 

to overpricing by considering full product costs, marginal costing helps businesses maintain competitiveness in the 

market while maximizing profitability. By aligning prices with variable costs, marginal costing enables businesses to 

capture value and achieve sustainable growth. It fosters strategic pricing decisions that enhance customer value 

perception and drive long-term profitability. 
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SCENARIO - 5 - DISCONTINUATION DECISION: 

Conclusion: Marginal costing aids in identifying unprofitable products for discontinuation by focusing on contribution 

margins. By excluding allocated fixed costs, it provides a clearer view of each product's profitability. In this scenario, 

marginal costing helps businesses identify products with negative or low contribution margins, indicating 

unprofitability. By discontinuing such products, businesses can optimize their product portfolio, streamline operations, 

and improve overall profitability. Marginal costing enables businesses to make strategic decisions that enhance 

efficiency and drive long-term success. 

 

IV. CONCLUSION  

In conclusion, our research demonstrates the practical benefits of using marginal costing in various decision-making 

scenarios. By focusing solely on variable costs and contribution margins, marginal costing provides businesses with 

clearer insights for optimizing product mix, making or buying decisions, special order evaluations, pricing strategies, 

and product discontinuation choices. These examples showcase how marginal costing helps businesses make informed 

decisions that maximize profitability and efficiency. By adopting marginal costing, businesses can streamline 

operations, allocate resources effectively, and enhance competitiveness in the market. Overall, marginal costing 

emerges as a valuable tool for strategic decision-making, driving sustainable growth and success in today's dynamic 

business landscape. 
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