To: Miriam & Dori

From: Professor Seth Freeman

Re: Follow up to the Secret Garden Negotiations

I have heard about your negotiations with Alex Freeman of Carter Corporation. Eight months have now passed since those talks ended. Unless you decided to let Carter invest over $50,000 in your venture, please review the attached results of the firm, the attached discussion of the problem facing you as a consequence, and the debriefing questions that follow. If you decided to let Carter invest over $50,000 in your venture, you received a message from Alex Freeman seven weeks later telling you that the board had decided not to approve the investment. You therefore received no money from Carter, and learned about the rejection too late to make the selling season. Therefore, you did not begin business that year. Now, eight months later, the opportunity has attracted competitors who, seeing a gap in the market, are now rushing in to raise money to launch similar ventures. While there is still a chance you can proceed, the delay has forced Dori to reluctantly drop out of the venture for family reasons and Dana and Terry, each concerned about Dori's departure, seem less interested in investing. In short, the window of opportunity has seriously faded, and only heroic efforts would permit you to pursue it. For the sake of further learning, though, assume Carter did approve the investment in just four weeks, which allowed you to start the business on schedule. Then review the attached materials. 

         Follow Up to the Secret Garden Simulation- How Well Did You Do?
The first mailing resulted in a 1.5% response rate. (How disappointing!) There were 6,000 orders, averaging $35 each, for a total of $210,000 in revenue.  This result may have caused a loss.  It depends on your expenses, which depend in part on known expenses contained in your materials and in part on the supply terms you negotiated. While a loss isn't surprising, it makes second round financing critical 

(1) How much did you lose, and how good is your cash flow 8 months later? To find out, consider the income statement below, with a range of possible outcomes. Review the statement and figure out what your results are by noting the catalog rate and the order fulfillment rate you negotiated.

Income Statement

Sales







             $210,000

Expense









(1) Cross out and

50% GM



$105,000



 replace with the 

Catalog expense (copies x rate)





catalog expense


400,000 x ($0.18 - $0.25)
$72,000-$100,000


you negotiated
 Order fulfillment


6,000 x ($2-$3)

$12,000 - $18,000

Other expenses


$15,000                                               (2) cross out and 











replace with the











fulfillment costs











you negotiated

Total Expenses





$204,000 - $238,000

Gross Profit (Loss)





$6,000- ($28,000)

Inventory write down








(3) cross out and


(10% of $84,000)




($8,400)  _____
replace with your

Adjusted gross profit (loss)




($2,600-$36,400)
results based on 












the foregoing

Now determine your cash flow for the period. For simplicity's sake, use this streamlined method to calculate it.

Cash Flows

Initial investment capital on hand



$200,000 - $250,000      (4) cross out and

Net cash flows









    and replace 


Adjusted gross profit (loss)



   ($2,600-$36,400)
    with your amount 


One time expenses (mailing list rental)

         ($30,800)_____

Current Cash On Hand




$132,800 - $216,600
     (5) cross out and 












     replace with












     your profit (loss)

(6) cross out and replace with our results based on above

(2) Some might argue that negotiation has little to do with the ultimate success or failure of a business.  Did your negotiations effect your firm's success 8 months later?  If so, how?












(continued)

You believe that you can increase your response rate to 2% and your average order to $40 promotions and more targeted lists if you run a second catalog for the Christmas holiday.  However, with your current cash balance on hand you may not be able to mail another catalog unless you have a total of $230,000 on hand (or less to the extent you've arranged to defer having to pay expenses for at least three months.)  Do you have this much? Can you raise it?  It depends on how you negotiated with Carter.  The need is urgent because the holiday window closes in 45 days.  If you miss it, you will have to wait another six months.  Since there are signs that a major catalog company is interested in launching a competing venture sometime in the next 10 months, this second mailing may be your last best chance to develop a foothold in the market.  If you don't have enough cash on hand, you may yet be able to raise the money.

If Neither Carter Nor Dana Invested Initially.  Dana, your  friend of a colleague at Triway, has expressed continuing interest in investing $60,000 - $120,000 for a 15%-20% interest on terms similar to those in items 1-7 of Terry's term sheet, except that Dana has no interest in taking an active role.

If Carter Invested Initially.   Dana will not explore the idea seriously if another investor can preempt his investment with a right of first refusal; therefore, he will want an assurance that other investors will not object to his participation before he will even discuss the matter further.  Carter has had a bad year and would like to limit further investing if possible.  Carter would also like to keep whatever percentage stake it has in Secret Garden, keep it alive and keep outside investors out.  Carter may be able to invest an additional $50,000, especially if it can increase its percentage stake in the process. It therefore will assert any right of first refusal it has and will not waive the right.  It will offer to invest $50,000 in return for additional common stock sufficient to give Carter a 51% interest.  Since Carter wants to increase its sales and market share, it strongly supports the idea of a second mailing if Carter is the printer.  If Secret Garden commits to a Christmas mailing, Carter will be more inclined to invest.  It will also support any move to oust Terry if Terry and Carter have both invested.

If Terry Invested Initially.  You (Miriam) are concerned that Terry's marketing ideas are working at cross purposes with her own.  Terry strongly opposes the Christmas mailing idea and Miriam has had several run-ins with him over it.  You would like to get rid of him, at least as marketing executive.  Terry feels frustrated too.  He is watching Dori carefully to see if she sides with you or Terry.  Terry may even try to pull out his money if Dori backs you on the Christmas mailing, if he can.  He has hinted to Dori that their friendship may depend on how Dori decides.  He writes a memo stating that he will consider Dori a former friend if she does not back him now.  If you insist on the Christmas mailing, he would like to be bought out.

If Dana Invested Initially. Dana is willing to allow you to raise money from any of the other prospective investors on the terms last proposed, or you may do something else.

If You Negotiated the Terms of a Supply Contract. If you negotiated extended payment terms on your supply contract, you may have reduced your cash needs considerably.  Specifically, for each $1 of supply costs that you don't have to repay within 90 days, you need $1 less now. Why? Because by 90 days after the new catalogs go out, you should receive back enough sales revenue that you can pay off the expenses with that revenue.   Because mail order revenues tend to trickle in, you cannot count on being able to repay expenses with sales revenue less than 90 days after the mailing.

If You Bootstrapped. You may raise money from any of the other prospective investors on the terms last proposed or you may do something else. 

With these things in mind, please talk over the following questions with your teammates and be prepared to discuss the questions in class:

Follow-up Secret Garden Debriefing Questions for Next Class 
You will not need to write or submit your answers to these questions, but do be ready to discuss them next time.  You don't need to discuss these questions with your teammates, though you can, of course, if you'd like to.

(3). Given the information and choices in the follow up materials, what will you do now?  

(4). Are there things you wish you could do that you can't because of the terms you reached with Carter or others?  What if any terms do you wish you could change? 

(5). Read the one page essay on Time Bombs in your reading packet. Were there any Time Bombs in the deal you entered with Carter Corporation?   If so, what might you have done to avoid them?

(6.)  What other surprises, lessons, and comments do you have about the Secret Garden Simulation?

(7) How do you suppose the real life case on which this simulation is based came out?  Stay tuned!
* * *

1
1

