CASE 1: Great Threads Company
The Great Threads Company sells hand-knit sweaters.  Great Threads is planning to print a catalog of it’s products and undertake a direct mail campaign.  The cost of printing is $20,000 plus $0.10 per catalog.  The cost of mailing each catalog (including postage, order forms and buying of names) is $0.15.  Also, Great Threads will include reply envelopes in their mailing.  The company will incur an extra $0.20 in costs for each reply envelope used by a respondent.  The average size of a customer order is $40. The company’s variable cost per order averages around 80% of the order’s value.

OBJECTIVE
Great Threads plans to mail 100,000 catalogs.  The company wants to develop a spreadsheet model to answer the following:

1. How does a change in the response rate affect profit?

2. For what response rate does the company break even?

3. If the company estimates a response rate of 3%, should it proceed with the mailing?

4. How does the presence of uncertainty affect the usefulness of the mode?

SPREADSHEET MODEL
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The above model clearly shows the inputs, which are shaded in blue.  The inputs are separated from the outputs.  There is also a list of range names to the right, as well as a chart to describe the linear relationship of profit to response rate.  (As the response rate increase, so the does profit.)
ANALYSIS 

Question 1: How does a change in the response affect the profit?

There is a direct linear relationship in how the change in response affects profit.  The chart in the above model clearly illustrates this affect.  The accompanying data table shows how a 1% increase in response rate increase profit by $7,800.

Question 2: For what response rate does the company break even?

Great Threads will break even when the response rate reaches 5.77%. At this point profit is equal to $0.00.  When the response rate reaches 5.77% Great Threads will begin to earn revenue.  Until the response reaches 5.77% Great Threads is losing money.

Question 3: If the company estimates a response rate of 3%, should it proceed with the 

       mailing?

No.  If the response rate to Great Threads mailing is only 3%, the company should not proceed.  The model clearly demonstrates that any response rate under 5.77% is not generating a profit.  There are other factors Great Threads needs to consider as well, like order size and repeat customers who may order by mail from Great Threads more than once.

Question 4: How does the presence of uncertainty affect the usefulness of the model?

Uncertainty affects the model a great deal.  If the average order size of the customers, increase or decrease to any significant degree, the model is not going to be of much use.  The model can only be used as an estimating tool due to the uncertainty factor.

RECOMMENDATION
If Great Threads can generate a response rate greater than 5.77%, then they should go ahead with the program, otherwise, management may want to use another strategy to generate revenue.
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