ROI Example

Assume that you are a professor in the management department of the McCombs School of Business.  You drink an average of 2 bottles of soda per day.  Growing tired of paying $1 per bottle (or $1.25 for Cohort 2) of soda that you could buy at Randall’s for $0.80 per bottle, you decide to investigate whether insourcing the refrigeration process by buying a $150 refrigerator from Wal-mart and putting it in your office would be a worthwhile investment.    Assume that you must make this investment pay back before you come up for tenure in two years.  At the end of that time, your salvage value for the refrigerator will be essentially zero.  Assume you work at school 200 days per year.  [4 points per subproblem]

a)
If you assume that the price you paid at the vending machine is effectively the purchase price at which you will “sell” yourself the soda, what is your contribution margin ratio?


Cohort 1: If price = $1/bottle, CMR = (P – VC/unit)/P = ($1 - $0.80)/$1 = 20%
Cohort 2: If price = $1.25/bottle, CMR = (P – VC/unit)/P = ($1.25 - $0.80)/$1.25 = 36%

b)
What is the fixed cost and variable cost (not VC/unit) for this project? 

(Hint: remember the project lasts two years)







Both Cohorts: FC = $150, VC = vc/unit x Q = $0.80 x (2 bottles/day x 200 days/year) x 2 years = $640
c) What is the number of bottles that will need to be consumed in order to make this “project” break even?  











Cohort 1: Qbe = FC / (P – vc/unit) = $150 / ($1 - $0.80) =  750 bottles

Cohort 2: Qbe = FC / (P – vc/unit) = $150 / ($1.25 - $0.80) =  333 bottles

d)  Should you buy this refrigerator, why or why not?

Answers will vary.  However, they should be justified by breakeven quantities vs. projected quantities or ROI or some other quantitative argument.  Additionally, some comment on how great this benefit from spending $150 on a refrigerator vs. investing in some other instrument should be made.
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