INSTRUCTIONS FOR DEAL MEMO EXERCISE

(READ INSTRUCTIONS CAREFULLY) Revised 2/3/10

You have completed the Dealmaker and have been asked to negotiate a Deal Memo for your client, who is involved with Medi Tech Supplies. Over the next three class days you will be breaking into groups of up to 8 persons with teams of 2 persons,  to discuss your  strategy for the negotiation and then negotiate with other members to agree upon the appropriate legal entity that should be formed and the basic terms of your ownership agreement. 

The collective goal of the group  is to negotiate a Deal Memo for a legal entity that is selected by the consensus of the group that will achieve a win-win solution for the parties.  Your individual  team goal is to negotiate the best agreement for your part.   Use the outlines for a partnership agreement, limited liability company and shareholder agreements  as your guide. 

For purposes of the negotiation, you are to assume that all four persons want some interest in the business at some point. You will receive under seal, private facts for each party that you can use during your negotiation.  

Rooms have been set aside for the negotiations. 
Team Leader

The class will be divided into groups of eight persons, unless noted otherwise.    Each group should select a  TEAM LEADER.  The team leader is responsible for 1) taking attendance at the group sessions during the negotiation session, 2) collect email or contact information for the members of your group,  3) notify professor of any problems or lack of participation of members; and  4) oversee the group negotiation.  Team leaders will receive 1 push point for acting in this capacity.  

Negotiation Week

Day 1: Break into teams of two and identify who you will be representing  during the negotiations:    Angela Hendricks, Brandon McKinney, Cynthia Bell, and Demetry Howze.  You may meet with other persons representing the same person only on this day  to discuss common goals. Use your Private Facts to help you understand their  priorities. 
Once you identify your client, decide the following prior to coming to class on Day 2. 

1) How you will divide up the tasks as there will be multiple negotiations taking place with different parties at the same time.  For example, Angela and Cynthia may want to negotiate their deal first and then persons representing both parties can negotiate with  Brandon and Demitry. 

2) What will be your negotiation strategy.  The negotiation strategy includes a) identifying your opening or optimal position  in terms of interests, contributions and conditions for your client without  regard to the type of entity that will be selected; b) your negotiating points, i.e., points that you are willing to give up to get your bottom line; and c) your bottom line, i.e., what you have to have. BE AS DETAILED AS POSSIBLE AS YOU WILL BE EVALUATED AGAINST YOUR BOTTOM LINE
Prepare no more than 3 paragraphs reflecting your collective strategy, which will be handed into your team leader at the beginning of the second class and then forwarded to  Prof. Johnson.   Put the  Student Identification numbers for the members of the team and group number on the paper.  

Day 2 & 3: Negotiate with other members in your group to first select the type of business entity that will best serve the interests of all of the parties, and then negotiate the basic terms of an ownership agreement.  Use the “Essential Terms” documents for Shareholder Agreements, Operating Agreement for an LLC and Partnership Agreement, whichever applies. There must be a consensus within the group on the legal entity, even though it is possible that not all of the parties will have a current equity/debt interest in the company.  

There is no class during the week of February 15, but you should plan on meeting in your group to complete your negotiation, if  necessary. 
Instructions for Writing the Deal Memo

   Prepare two documents, a Summary of Deal Points, which will be prepared by the entire group; and individual team Deal Memos.  The Summary of Deal Points should be no more than 2 pages and summarize in outline form, the legal entity and basic terms of ownership agreement.  Do not put any explanations regarding why you reached the terms; that will be included in your team Deal Memos.  

Your Deal Memo should focus on what you have agreed to for your client, and most importantly, why you believe it was a good deal and reflected what your client wanted as a bottom line.  You do not need to discuss other parties, except to the extent it helps you clarify what you got for your client.    
Page Format:  2 pages for Summary of Deal Points; 3 pages for Team Deal Memos. Use 1.5 line spacing, 12 point font. Use  subheadings between each section as a separate grade will be assigned to each section of the Deal Memo.. Page limits will be enforced.
Heading: Use  your Student  identification number. Identify your group number, who you represent and the type of legal entity selected. 

Due Date: You Deal Memo is due at the beginning of class on FEBRUARY 23, 2010.  You should make two copies: turn in one copy of your Deal Memo to your team leader (who will put it in an envelope and forward it to Professor Johnson) and  keep a copy.  If you are not going to be in class, notify Professor Johnson in advance send your Deal Memo to Professor Johnson at alj@cwsl.edu .

Resource Materials: You may use the Private Facts related to your client, the Statutory Supplement, the Class Materials, your class notes, and the Dealmaker in preparing your Deal Memo. Do not disclose the Private Facts unless that is part of your negotiation strategy.

Grading: The Deal Memo will be graded on a 30-point scale as follows: Summary of Deal Points-10 points (group grade); Deal Memo-20 points (team grade.)  You will be graded based upon your effectiveness at achieving your bottom line and your justification for your position.  There is no right or wrong answer.  You will also be graded on your ability to reach some consensus on the issues. Points will be deducted for unreasonable or unprofessional conduct during the negotiations, failure to reach an agreement without justification,  and failure to follow the directions. 

Contents of Deal Memo 

Your Deal Memo should be written using subheadings in outline form with complete sentences (but no transition sentences) include the following: 

1) Negotiating Strategy: In 3-4 paragraphs, identify your top three goals for  your client; explain why the legal entity selected is good for your client and achieves their goals; and  explain your teams negotiation strategy by identifying your optimal position  and  your bottom line. You can exclude your negotiating points. Remember, there should be a difference between your optimal position and your bottom line. Be as detailed as possible.  This is essentially what you did on the first day of the exercise, excluding your negotiating points.  (5 points)
2) Basic Terms: WHAT you got for your client,  WHY and HOW it achieves your clients goals and bottom line.  (10 points)
3) Next Steps: Explain what next steps will be necessary to effect the legal entity and implement the terms of your agreement, e.g.,   critical terms for the employment agreement,  lease and/or building purchase.  (5 points)  
FACTS FOR MEDI TECH SUPPLIES

Angela Hendricks, Brandon McKinney, Cynthia Bell and Demitry Howze want to form a legal entity, to be called Medi Tech Supplies,  to sell and distribute surgical equipment and supplies to hospitals within and outside of the United States. All of the parties are willing to contribute cash, services, and/or property.   

Cynthia has just been awarded a major contract from her former employer, Kaiser Permanente, valued at $500,000 over the next two years, so she is anxious to create a legal entity so they can begin servicing the contract. The contract is set to take effect in 60 days.  The company expects to break even in the first year and make a profit thereafter. 
Cynthia is a surgical nurse  who recently  retired from Kaiser Permanente after working there for 20 years. She has worked both in surgery and as an administrator.   She   wants to have control over the daily operations, and receive an equity interest, with some portion of her contribution as debt.  Cynthia is willing to contribute up to $100,000 in equity and debt. Cynthia will be the financial backer, who will obtain the financing for the business. She is willing to make additional contributions over her initial investment, up to $50,000, but would like it to be debt.  
Angela is an accountant and CPA who went to college with Cynthia, and who recently took a buyout from her firm.  She wants to work in the company handling the financial and bookkeeping functions, have an equity interest and get a salary.  She recently got married and had a baby, so she is trying to manage her family and this new venture.   Angela is willing to contribute up to $ 25,000 in cash, which was part of her severance package.   
Brandon is a sales and marketing executive for a small company selling medical supplies, who recently terminated his relationship with a company that went out of business,  in which he was a principal. As part of his distribution, he received some of their inventory, which he is interested in contributing for an equity interest.   He has a proven track record and believes he can sell anything to anybody.  He met Cynthia at a trade show two years ago.  He is looking for steady income, plus commissions, and has always worked best when he is incentivized to perform. Brandon is willing to contribute inventory and equipment   valued at $20,000.    

Demitry owns the storage facility where Cynthia wants to store the company’s inventory and  set up their office.  Demitry is willing to contribute either  the  building valued at $250,000, which he owns free and clear and currently rents out, with a monthly income of $3,000, OR up to $100,000 in cash, provided that he receive double his investment in 5 years. He is not interested in working in the business, but wants to have veto power over any fundamental decisions, such as an expansion or liquidation.   If he contributes the building, the company will be able to occupy a portion of the space rent free, leasing the balance of the space and receiving rental income of $2,000/month. If the company bought the building, they would end up with a mortgage of about $2,500/month, which Demitry would finance for them. 
ASSUMPTIONS
1) All of the parties want some type of legal relationship with each other, although  everyone may not  be equal or have  the same long term plans.    You should negotiate both present and future interests as part of this exercise and include applicable provisions regarding future interests, or exit strategy,  in your Deal Memo.
2) This is a start-up company,  meaning that there is no preexisting entity or agreement between the parties. Each person has something to contribute and is interested in getting something out of the company.  Moreover, all parties want limited liability.

3) Rely upon the public and private facts. Additional facts may be made up so long as they are fully disclosed to all of the parties and they do not fundamentally change the facts as given.  Moreover, you can have side agreements as long as they are in writing and signed by the parties to the agreement. Such agreements may, but  need not be disclosed to the other parties. 
4) Salaries in this industry range from $4,500-$7,000/month.  Commissions can range between 15%-25%, depending upon the salary.   Salaries may be discounted in exchange for an equity interest, depending upon the entity selected. 
5) In the event any of the parties wants to discount their salary for an additional equity interest,  the amount of the discount will be the value of the interest that they are entitled to receive. For example,   a salary of $4,000 that is discounted by  20 percent would be $3,200  (4000 x 20%=800; 4000-800=3,200).  Multiply this amount by 12 months to determine the amount of equity earned after one year. This would be one way to calculate sweat equity.    
6) The projected  annual gross revenue  will be $750,000 within two years, so there is adequate capital to give salaries and bonuses, contingent on reaching predetermined benchmarks. Also assume that the company expects to retain some income to reinvest in the company.   This money can be used to fund  salaries, expansion, lease payments etc.  
Negotiation

A negotiation is a process where parties with similar or overlapping interests come together to reach a consensus or compromise. This means that everyone ultimately must embrace  their common interests in order for the parties to move forward.  The challenge is to resolve or reconcile points of departure or conflict among the parties. It may be that in extreme circumstances, what is agreed to is a process for making a decision or resolving a dispute.


Read the Handout Notes on Getting to Yes, By Roger Fisher and rely upon the tips in your negotiation.  The goal is to achieve a WIN-WIN solution. This does not mean you cannot play hardball on some points, but remember that you have a limited period of time. For every point you give up, you should receive something in return. If there is a stalemate of inability to reach an agreement, notify your team leader or Professor Johnson in writing, explaining the point of disagreement and why the position taken by another is unreasonable.  Every effort should be made to resolve conflicts within the group. 

Tips for Negotiating Percentage of Interests

1) Equity interests must be tied to the value of each party’s contribution. In an LLC, your interest is discussed in member units or shares, not stock (which relates to corporations). Refer to Valuing your Equity Interest in your online Course Materials for more assistance.
2) If you are having difficulty valuing your client’s interest, you must assign a dollar value to the contribution based upon the following assumptions: 

· Equity should be valued dollar for dollar.

· Debt makes you a creditor so you should not get an equity interest for contributing debt.  

· In-kind contributions should be valued based upon an assigned fair market value.  Consider whether the asset will appreciate in value, e.g., real estate, or depreciate.    
· Lines of credit (discounted by 3%),  guarantees (discounted by 10%), discounted rents (amount of discount), options (based upon the purchase price) and the like  should be valued based upon the face value.   

3) Explain your reasons for the assigned value of the contribution during your negotiations and in your deal memo. 

4) The percentage interest need not reflect the desire of the party to have control, since control can be established a variety of ways, e.g., managers, veto power, and pooling agreements, 

5) Control can be delegated to one or more managers or directors (who may or may not be members/owners) and can be limited in scope and to certain dollar value of transactions. Managers may be compensated with salaries or an interest. 

6) If a party elects to receive a salary in lieu of an interest or offset by a smaller equity interest, then his or her counsel needs to focus on the terms of their employment agreement in their deal memo and explain why they decided that it was in the best interests of their client. Terms would include employee vs. independent contractor, benefits, at-will or term, and duties and responsibilities. The same would apply for a lease payment. 
7) Remember, you will be graded  based upon your ability to  achieve your bottom line and a win-win solution. 
Remember,   you may work with your team member in  drafting the memo! Good Luck!
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