Thoughts on The Secret Garden Catalog Simulation
In General

I have designed the Secret Garden Simulation to give you a sense of what it's like to handle a complex negotiation.  Before we review some of the lessons from the simulation, let's briefly recap the situation:

The Prospective Investors

Here is a brief description of each prospective investor:

A  venture  capitalist  named  Jean,  who perhaps is willing  to  invest $200,000 in two stages, the first portion payable no less than eight weeks from the agreement in principle,  a  catalog  printing  corporation called Carter Corporation, which  is  perhaps  willing  to invest up to $200,000 in two stages,  the  first  portion  payable  (in  cash or kind) in  no  less  than  seven weeks from the agreement in principle,  and  a  wealthy  friend  named  Terry,  who  is willing to invest between $75,000 and $150,000 immediately.  With these basic facts in mind, let's consider the choices you faced:

Incompatible Investors

Jean  and  Carter  are  incompatible;  Jean  and  Terry  are incompatible;    Terry  is somewhat  incompatible  with Carter.  You may   have been   tempted   to   ignore   these  incompatibilities. If you did, though, you did do  so  at  your peril,  since potential  dispute  between  investors  may paralyze the company, especially if dispute resolution isn't discussed.

Deal with Jean?

Jean   demanded  more  than  you should have wisely given up.  In any case he was not be able to finance you quickly enough. Did you decide to deal with him anyway?  

Deal with Carter?

Carter demanded too much.  In any case it will not be  able  to  finance  you quickly  enough. Did you do a deal with  Carter  anyway?  You may  have figured  the wait is worthwhile- it's  only  a  couple  of  weeks- but if Carter takes seven weeks and  then  says  "no," you may well be in a bind, since you will have already committed a great deal of money for lists and  other  necessities  and  Miriam  may well have quit her job.

Carter's representative has authority to sign up the printing contract immediately, as  well  as  authority  to  invest  up  to  $50,000,  but senior management  may  hesitate  as Triway did when its asked to invest heavily  ($50-200,000)  in  the  venture. If you waited to proceed until hearing from Carter, you may  have missed the  selling season, damaging the first catalogue's  prospects. 

Is  there  any  way  out? Perhaps a deal with  Terry (where Terry offers  'bridge  financing')  will  get  you over  the critical period, but will Carter go for that?   Will Terry?  It's tempting to  fudge  it  and  ask  Terry  to invest without telling him you expect  to  buy  him  out  soon.   But is this a wise way to deal with a friend? 

A  better  approach  may  be  to  make  Terry the largest initial investor,  let  Carter  invest  little  or  nothing initially but remain  on  good terms with Carter as a possible source of future capital  if  necessary  and  agree  Carter  will get the printing business  long  term at a low introductory rate, with warehousing thrown in. (Carter would probably be content to act as a  minor  investor in Secret Garden  and  to  have Carter become a supplier for both ventures on  easy  terms  now  with a view to the long term.)

Many students negotiate  an extensive deal with  Carter.  This  is understandable, but unwise.  A key lesson is that it is often tempting but unwise to 'Get to Yes.'

Carter  hopes  to  take  over the business eventually.  Did you pick  up  on  this?   Did you give in on it? Walk  away?  Find  a way to give yourselves a way out of Carter's grasp?

Deal with Terry?
Terry  offers  the  best terms, but his money and Miriam and Dori's   money  will  add up to only $210,000, which is less than the $250,000 Miriam wants. Terry will not invest if Miriam raises less  than  $225,000  unless  you can show you needs less than that  amount  after  all. If you faced this dilemma, what  did you do?  The  problem raises several questions: (1) An  ethical  and  legal  question-  do  you accept the deal with Terry  even  though Terry expects you to let him know if you've fallen  short?  (2)  A  strategic question: do you drop the plan for  now  and  try  for  a bootstrap approach or do they drop the business  altogether,  or do they wing it? (3) A second strategic question:  do  you add a potentially incompatible investor such as  Jean  or  Carter?   (4)  A negotiation question: what kind of difference  will  it  make  if they can cut their supply costs by $25-50,000?  Dana's contribution may be a crucial bridge over many of these problems.

Raising  money  from  a  friend  also presents a potentially serious risk- will Dori's friendship with Terry be hurt or ruined if  the  venture  fails  or  if Miriam feels Terry has become too "meddlesome?"   There   is  no  easy  answer  to  this  question.  Bootstrapping  would  avoid  this problem. Postponing the venture would  too.  If  Terry does invest, protecting the friendship may depend  on  candor with Terry and a willingness to cooperate with Terry,  even  if  Miriam  loses some control in the process. Dori may  be  forced  to  decide  between  the  two if trouble arises. Trust,  integrity  and  a  sound dispute resolution clause may be crucial, but even this may not be enough to insure the friendship will survive.

Success  depends  on  Miriam  and Dori's ability to convince Alex/Carter  to cut its printing and warehousing charges by about $36,000  with  generous  terms  (e.g.  6 months to pay) so the up front  cash  costs are minimized.  The prospect of a strong, long term  printing  relationship,  the  competing  printing  bid from Schoal  Marketing,  Inc., and the prospect of a future investment opportunity may convince Carter to go along. 

Rights of First Refusal?

Carter  and  Jean  will each want the right of first refusal on  second  round  financing.   This  is  a potentially crippling term  because  it  may  scare  off  future outside investors at a crucial moment down the road.  Did you accept it?

Did you spot  the  possibility of lining up Carter to provide second round financing as a minority investor?

The Pivotal Supply Contract Negotiations

Besides   being   a   prospective   investor,  Carter  is  a potentially  pivotal  supplier.   If  you negotiated wise supply deals with Carter, you may have saved a crucial $25-50,000 which  may  save  the  business  concept.   You may also be able to   defer  certain  payments 60-90 days or more, which would give you vital breathing room. While the catalog  has good prospects, the  business  will  be  very vulnerable to failure if (1) you overpaid  for  catalog  production  and  printing, or for  storage  and  shipping or if   (2) you failed to raise enough money  to  get  it  passed  the  crisis  which  will occur if (1) happens.  These  risks  can be discovered by anyone who reads the projected  budget.  Did you see these risks? 

Will  you need  more money later? It would help to have  or  have  access  to  another  25,000-$50,000 in the coming months  to  cover  initial  losses,  which  is  likely.   A minor investment  ($50,000)  by  Carter  would help. Carter could offer much more, but the likely cost- control- is too high.

Cash Flow

Another  pivotal  but  easily overlooked issue is cash flow.  You had latitude to structure deals that required you to  pay  much  or little up front.  If you negotiated  supply  deals  which  require  much  cash immediately, the business may fail.

The Real Life Case Secret Garden is Based on

The  simulation  is  based  on  the  case of Ruth M. Owades, (Harvard  Business  School Case #9-383-051 and 066).  As the case describes,  Ruth  founded  a  company  in 1978 called "Gardener's Eden."   She  raised  $200,000  and  mailed  her first catalog in January 1979. As the case writer notes, "it was successful enough for  her  to  continue  the business, which had a sales volume of around  $1  million  during  the  third  year (1981) and appeared to  have  significant  growth  potential."   In  1980 Ruth bought out  her  "meddlesome"  investors  for  perhaps  50  cents on the dollar.   In  1982  she  sold  the business to Williams-Sonoma, a large  West  coast  mail  order  house for an amount she appeared to  be  very happy with plus an additional amount based on future performance. 

 Bootstrap? Go or No/Go?  

If  you couldn't raise enough to meet your needs, you faced a  go/no  go  decision.  Alternatively, you  may  have decided  to  take  a  bootstrap approach, developing a simple business that produces a small profit without the need of outside financing.  In  fact the simulation certainly does not dis-courage this  decision  at  all.   It  may be the best choice, especially if  supply  negotiations  go  badly.  You may have been tempted, however, to dismiss it as you get caught up in the exotica  of  finance  and  complex  negotiation.   

The Use of Single Negotiating Texts
Consider what role the use of term sheets had on the negotiations and your preparations for it.   Did they help?  How?  Why do you suppose business negotiations often rely on term sheets? Are there any dangers in them?* * *

 Secret Garden- Possible decisions (number indicates

possible order of preference for entrepreneurs):

1
Several Investors including Carter as investor and supplier

$75,000 from Terry for 25%


$60,000 from Miriam and Dori for 51%


$50,000 from Carter for 24%


$30,000 from Dana (loan)

    
$215,000

Have Carter provide catalog and warehousing at discount so costs equal about $215,000 ($0.19/copy printing and $1.50/order). Services  payable 90-180 days or better  yet treat as in-kind investment valued at same rate.  Emphasize prospect of giving Carter future business.  M gets no salary. Dana may  provide most of the  second round financing. 

Problems:

Some risk won't raise enough second round financing. 

M gets no salary initially

2 
Bootstrap.  Give up catalog idea for now; use $50,000 to buy a list and do a test marketing of one or two products; reach a simple agreement between Miriam and Dori about plans and future.


Problems:


May not learn enough about market from small mailing.


M gets no salary initially (but no need to quit day job)

4
Several Investors Without Carter except as supplier

$150,000 from Terry  


 $50,000 from Miriam and Dori

 $30,000 from Dana

$230,000 

Have Carter provide catalog and warehousing at discount so costs equal about $215,000.  ($0.19/copy printing and $1.50/order). Services  payable 90-180 days. Emphasize prospect of giving Carter future business   M gets small or no salary. Dana may  provide second round financing. Put up with Terry's meddling for now.

Problems:

Risk losing Terry's friendship if venture fails

Some risk won't raise enough second round financing.

Little or no salary for M

3   
Several Investors With Carter as investor and supplier (more money)

$150,000 from Terry for 50% dividends and 25% vote


$60,000 from M & D for 25% dividends and 51% vote


$50,000 from Carter for 25% dividends and 24% vote


$30,000 from Dana (loan)

$290,000

Have Carter provide catalog and warehousing at discount so costs equal about $215,000  ($0.19/copy printing and $1.50/order). Services  payable 90-180 days or better yet in kind investment at same rate.  Emphasize prospect of giving Carter future business.  M gets small salary. Dana may  provide most of the  second round financing. 

Problems:

Some risk Terry will be meddlesome

May lead to conflict with Dori and Miriam. 

Some risk won't raise enough second round financing. 

5
 Several Investors With Carter as a slightly bigger investor and supplier (more money)

$75,000 from Terry for 25%

 $50,000 from Miriam and Dori for 40%

$125,000 from Carter for 35%

$250,000 

Have Carter provide catalog and warehousing at discount so costs equal about $215,000.  ($0.19/copy printing and $1.50/order). Services  payable 90-180 days or better yet in kind investment at same rate. Emphasize prospect of giving Carter future business.  M gets small salary. Second round financing from Carter. 

Problems:

Lose  control to Carter. 

Risk waiting too long for Carter who may back out.  

ROFR may create problems too.

6
Carter as Majority Investor and supplier
 $20,000 from Dana (loan)

 $60,000 from Miriam and Dori for 49%

$135,000 from Carter for 51%

$215,000 

Have Carter provide catalog and warehousing at discount so costs equal about $215,000.  ($0.19/copy printing and $1.50/order). Services  payable 90-180 days or better yet in kind investment at same rate. Emphasize prospect of giving Carter future business.  M gets no salary. Second round financing from Carter.

Problems:

Lose  control to Carter

Risk waiting too long for Carter who may back out

ROFR may create problems too

M gets no salary

7
Carter as sole outside investor 

$60,000 from Miriam and Dori for 49%

$135,000 from Carter for 51%

$195,000 

Have Carter provide catalog and warehousing at discount so costs equal about $215,000.   ($0.19/copy printing and $1.50/order). Services  payable 90-180 days or better yet in kind investment at same rate. Emphasize prospect of giving Carter future business.  M gets no salary. Second round financing from Carter.

Problems:

Not enough money. 

Lose  control to Carter. 

Risk waiting too long for Carter who may back out.  

ROFR may create problems too. 

9
Bridge financing from Terry

$35,000 from Dana (loan)

 $60,000 from Miriam and Dori for 49%


 $75,000 from Terry for 49% (bridge financing)

$125,000 from Carter for 51%

$295,000 -- 220,000

Cover up front cash expenses from Terry who invests $75,000.  M gets low income. Second round financing ($75,000) from Carter. Carter does not provide supplies.

Problems:

Schoal deal may be too expensive ($230,500)

What if Carter backs out? 

What do you tell Terry? 

Regardless, will Terry want to be bought out quickly?  May lead to hurt feelings.  Deal may mean Carter controls, (unless Miriam and Dori include squeeze out clauses and other protections.)

8
 Bridge Financing from Terry plus supply contract

Same but negotiate supply deal with Alex/Carter so cost is effectively reduced from $250,000 to $210,000 with little money required up front, and limit second round financing. ($0.19/copy printing and $1.50/order and no deposit). Services  payable 90-180 days or better yet in kind investment at same rate.

10
Terry as sole outside investor

$150,000 from Terry for 49%

 $60,000 from Miriam and Dori for 51%

$210,000

Problems:

Need $250,000 unless Carter cuts costs significantly.  If you don't get budget <$230,000, what do you tell Terry? Bluff?  Renegotiate?  Modify plans? Delay? Terry meddling may create problems Second round financing may be difficult

11
Jean as sole outside investor


$100,000 from Jean in two months, 

[$100,000 from Jean later]

 $60,000 from Miriam and Dori 

$160,000  now

[$260,000 now +later]

Jean's expertise may be very valuable. 

Problems:

Lose control.  

Time too short.  

12
Get money from Terry and Jean.

Problems:

Incompatible

Lose control

13
Get money from Jean and Alex/Carter 

Problems:

incompatible

Lose control

Carter may fall through any way

17 
Carter provides no supplies or charges Secret Garden high prices 


Problems:


Lost opportunity for Carter (chance to create lucrative long term relationship early on)

Lost opportunity for Miriam  (Schoal at $230K too costly)


High prices may undermine venture (short-sighted) 
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