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Preface

Whether you run a corporation, buy a used car, or sometimes disagree with a colleague or your spouse, you need to know how to negotiate. As recently as ten years ago, however, negotiation courses were rarely taught in management schools or executive education programs; now, they’re some of the most sought-after courses across the country. At the J.L. Kellogg Graduate School of Management at Northwestern University, negotiation is the most popular course in both our MBA and executive programs. Current and future managers want to know how to get better results in negotiation—they want to know how to negotiate more rationally.

A large number of diverse researchers have studied negotiation, and their work has profoundly affected this book. In addition, we’ve devoted our own research and teaching over the last decade to helping managers and executives make more rational decisions and attain far stronger outcomes. We’ve had over ten thousand participants in our programs, and they’ve helped us understand the changing social and organizational environment they face today and target the problems they must deal with.

We analyzed both how these professionals negotiate rationally and the common reasons why they don’t and found amazing consistency in the errors that bright executives make. We’ve summarized why managers make these errors, and how you can avoid them to become a more rational negotiator—not just while you read the book, but for the rest of your life.

Why is negotiation attracting such attention? Why have negotiation courses become so popular in the last decade? One answer is that recent social and economic changes have made good negotiating skills not just more important, but more difficult to master. Consider the major trends of the past twenty years and how they affect your professional life:

1. Workforce Mobility. Unlike past generations, employees these days frequently change jobs. Long-term commitment between employer and employee is rare. White-collar workers often view a job as simply one stepping-stone in an upwardly mobile career; the next step may or may not be with the same organization. These new models of employment require that employees actively negotiate their position in an organization.

2. Corporate Restructuring. The 1980s brought on the era of corporate restructuring. Mergers, acquisitions, downsizing, and joint ventures created thousands of new corporate arrangements. Career survival in such an environment depends on good negotiation skills.

3. Diversified Workforce. By the year 2000, seventy percent of the entering workforce will be composed of females, minorities, and immigrants. This high diversity will require managers to work with peers, subordinates, and superiors who have very different goals, motivations, and cultural backgrounds. Negotiating successfully will be more complex, and good negotiation skills will be critical levers for workplace and workforce productivity.

4. Service-Sector Economy. The U.S. has shifted from a manufacturing-based to a service-based economy. Service-sector negotiations are, on average, harder than manufacturing-based negotiations. Buyers and sellers must agree on more ambiguous outcomes. This requires more complex negotiations.

5. Renegotiation. The U.S.’s economic decline, and the resulting devastation to organizations affected by it, makes renegotiation more important. When a company is failing, bankruptcy often becomes a more attractive option than fulfilling its obligations to shareholders and/or creditors. Renegotiations also occur between nations, an example being the continual renegotiation of Third World debt.

6. Global Marketplace. Twenty years ago, American managers faced a simpler environment. Global competition wasn’t a serious threat, and managers could negotiate on their own terms. But, as the industrial leadership of the United States erodes, more and more American managers are negotiating with foreign counterparts who negotiate quite differently than they do.

It seems inevitable that each of these trends will be here for the foreseeable future, making keen negotiation skills a critical tool for the successful executive of the 1990s.

*   *   *

In the first chapter of this book, we describe our overall perspective. We specify what negotiating rationally is and why you need this skill. The rest of the book is organized in three sections:

In the first, we answer the question: if you and your opponent don’t negotiate rationally, what errors can you expect? What can you do to eliminate them? We provide examples that let you audit your own decision processes in two-party negotiation.

In the second, we outline general frameworks for thinking more rationally about negotiation. We focus on one particular negotiation to guide you through the necessary steps you must take to evaluate when and how to reach an agreement, and when to walk away—in both cases, producing outcomes that are in your best interest.

In the third, we go beyond the standard two-party negotiation and look at the variety of settings and contexts in which executives must rationally negotiate with multiple opponents, issues, and constraints. Some factors we consider are expertise, emotion and fairness, multiple parties, negotiating through third parties, competitive bidding, and negotiating through action.

Finally, we close with advice on how to negotiate with irrational opponents and how to make all that you’ve learned about rational negotiation an integral part of your behavior.
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 Introduction to Rational Thinking in Negotiation


Everyone negotiates.

While many people think of negotiation as something that takes place only between a buyer and a seller or a union and management, in its various forms, negotiation is used every day to resolve differences and allocate resources. It occurs between all sorts of people—colleagues, spouses, children, neighbors, strangers, corporate entities, even nations negotiate. Some negotiations are face-to-face; others take place over time through sequential decisions between competitors. In business, millions of negotiations happen every day, often within the same company.

Think of all the times you negotiate. What could be more central to business than negotiation? And what could be more central to successful negotiation than casting off your illusions about it and, henceforth, negotiating rationally and effectively? This book will teach you how to do just that.

Negotiating rationally means making the best decisions to maximize your interests. However, we are not concerned with “getting to yes.”1 Our work shows that in many cases, no agreement at all is better than “getting to yes.” What we’ve learned from thousands of executives will help you decide when it’s smart to reach an agreement and when it is not.

Negotiating rationally means knowing how to reach the best agreement, not just any agreement. What we’ve learned will help you avoid decisions that leave both you and those you negotiate with worse off.

All executives have pervasive decision-making biases that blind them to opportunities and prevent them from getting as much as they can out of a negotiation. They include the following:


	Irrationally escalating your commitment to an initial course of action, even when it is no longer the most beneficial choice

	Assuming your gain must come at the expense of the other party, and missing opportunities for trade-offs that benefit both sides 

	Anchoring your judgments upon irrelevant information, such as an initial offer

	Being overly affected by the way information is presented to you

	Relying too much on readily available information, while ignoring more relevant data

	Failing to consider what you can learn by focusing on the other side’s perspective

	Being overconfident about attaining outcomes that favor you



Keep these seven factors in mind as you consider the following example.

In 1981 American Airlines introduced its frequent-flier program, arguably the most innovative marketing program in the history of the airline industry. Business fliers (or anyone else who flew frequently) could earn miles for the flights they took and redeem those miles for travel awards. While the incentive plan—designed to encourage loyalty for American—may have seemed like a brilliant marketing strategy, it was a miserable decision from a negotiations standpoint and soon proved disastrous from a marketing and financial standpoint.

Following American’s lead, every airline in the industry soon launched its own frequent-flier program. Increasing the competition further, each company soon offered double miles to their most frequent passengers and even more miles for hotel stays, car rentals, etc. Soon, the benefits required to remain competitive inflated out of control and resulted in tremendous liabilities. By December 1987, when Delta announced that all passengers who charged tickets to their American Express card would get triple miles for all of 1988, analysts estimated that the airlines owed their passengers between $1.5 and $3 billion in free trips. How could the airlines get out of this mess?

One possible answer comes from a similar competitive war that took place in the United States auto industry in 1986. All three U.S. auto companies were engaged in rebate programs designed to increase their sales volume and market share. The rebate each company offered swiftly escalated. As soon as one manufacturer raised its offer, the rest followed, and the profits of all three companies plummeted. Each then added the option of discount financing for their customers as an alternative to a rebate. Again, the competition was fierce. It reached a point where U.S. auto makers were, on the average, losing money on every car sold. It takes no business sense to know that selling more can’t make up for selling at a loss!

How could any one company escape this deadly spiral without losing market share to the other two?

Lee Iacocca, the CEO and chair of Chrysler, came up with a solution. He told the press that all three companies’ programs were scheduled to expire in the near future and Chrysler had no plans to continue; however, if either of the other two continued their programs, Iacocca would meet or beat any promotion offered. What was his message to Ford and GM? Chrysler was proposing a cease-fire if the others cooperated, but threatening to retaliate if they continued to fight. Ford and GM got the message, and the rebate/financing program stopped.

What if United or American Airlines had made an announcement like Iacocca’s before Delta announced triple miles? Delta would most likely have realized there was nothing to gain by the triple-mile promotion. Yet, the airlines failed to negotiate rationally because, unlike Iacocca, they did not consider the possible decisions of their competitors. Iacocca developed a negotiation strategy that explicitly attempted to manage his competitor’s decisions. In contrast, the airlines ignored the decisions of their competitors, and airline debt went up significantly, with some estimates placing it as high as $12 billion.2 Mark Lacek, director of business-travel marketing at Northwest Airlines lamented the triple-mileage promotions in 1988: “It’s suicide marketing. Insanity.”3 According to Fortune, “In the annals of marketing devices run amok, few can compare to the airlines’ wildly popular frequent flier plans.”4

You will find that this book analyzes why many executives make mistakes like the airlines did, how some—like the auto companies—avoid disastrous pitfalls, and, most important, how you can solve your own negotiating problems. From big negotiations between companies to tough personal ones between you and a colleague or someone you love, we’ll help you learn to solve them rationally—and more effectively. We will guide you through a variety of thought processes to minimize the type of “competitive irrationality” just described in the airline example.

Now let’s be honest. There are lots of books on negotiation. Some are smart; some are not. Our book, however, is not based solely on our academic experience—it’s based on our working with and observing closely thousands of executives and bringing together information from similar studies done with working executives who must make countless decisions involving negotiations every day.

This book is not ivory-tower theory. It is information from the trenches for use by real managers who want to be more effective. (If you are interested in learning more about the theory behind the studies, however, the endnotes will refer you to the right sources.)

Many bright and successful people make mistakes in negotiation. And no book can make you a flawless negotiator. However, a clearer understanding of rational negotiation will make you a far more effective one. To that end, we introduce two strategies to increase your effectiveness. The first helps you see the common mistakes made in negotiation. The second identifies ways to eliminate those mistakes and offers a straightforward framework to help you become a more rational negotiator.

The aspect of negotiation that an executive can control most directly is how s/he makes decisions. The parties, the issues, and the negotiation environment are often beyond your control. Rather than seeking to change them, you must improve your ability to make effective, more rational decisions—to negotiate smarter.

There are psychological limits to a negotiator’s effectiveness. A psychological perspective is also required to best anticipate the likely decisions and subsequent behavior of the other party. In the following chapters, we will show you how various factors—such as how you structure problems, process information, frame the situation, and evaluate alternatives—can influence your judgment as a negotiator and limit your effectiveness.

Negotiation is challenging and exciting. It should also be one of the most honed and effective tools in your arsenal. The ideas presented in this book will go a long way toward putting you on a level with the best negotiators we’ve seen.



Common Mistakes in Negotiation
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 The Irrational Escalation of Commitment


People often behave in ways inconsistent with their own self-interests. One common mistake is to irrationally stay committed to an initial course of action. Consider the following case.




The Campeau-Federated Merger

In 1987 Robert Campeau, then one of Fortune’s “Fifty Most Interesting Business People,” sought to acquire the nation’s most profitable department store, Bloomingdale’s, both for its value and its drawing power for the shopping malls he planned to build. On 25 January 1988 he initiated a hostile takeover bid for Bloomingdale’s parent company, Federated Department Stores.

A highly public bidding war developed between Campeau and Macy’s over what was to become the largest and most visible retail merger in history. By March 25, the Wall Street Journal observed that “we’re not dealing in price anymore but egos. What’s been offered is top dollar, and beyond what anyone expected.”
1 As this was going on, however, Federated’s value was decreasing as managers defected and as plans concerning upcoming purchases and promotional expenditures collapsed.2

On March 31, with Macy’s on the verge of winning the bidding war, Campeau approached them with an eleventh-hour offer to cede victory if Macy’s would sell him Bloomingdale’s and Burdines.3 Macy’s refused!

Campeau retaliated by topping Macy’s already high offer by roughly $500 million. With this irrational act, Campeau won the battle, but lost the war. In January 1990, he declared bankruptcy. 





This is the story of many merger battles. The desire to “win” at any cost preempts developing a rational negotiation strategy. This recklessness is one reason why acquirers tend to lose money in the merger-and-acquisition process. While many argue that mergers create synergy, the beneficiaries of this synergy are usually the targets, not the acquirers.4

Maxwell House and Folgers have battled for over ten years to dominate the U.S. coffee market. In addition to using costly incentives, both companies spent $100 million on coffee advertising in 1990 alone, roughly four times what they spent only three years earlier. This escalation has depressed prices to a level that hurts the entire industry, and neither Maxwell House nor Folgers has significantly improved its market share.

Competition of this type is common. The story of the coffee wars is also the story of the cola wars (Pepsi/Coke) and the camera wars (Polaroid/Kodak). Each side views its goal as beating the other firm as opposed to making the industry more profitable. While the information often exists to pursue a rational end to the conflict, each side sticks with its initial course of action, and catastrophe follows. Campeau went bankrupt. American coffee makers continue to lose millions of dollars in opportunity costs. Even when conflict is not leading to the desired outcome, decision makers are often obsessed by the small probability that escalating the conflict one step further could lead to victory.

We define irrational escalation as continuing a previously selected course of action beyond what rational analysis would recommend. Misdirected persistence can lead to wasting a great deal of time, energy, and money.5 Directed persistence can lead to commensurate payoffs. Rational analysis enables you to distinguish the two.

You must recognize that the time and money already invested are “sunk costs.” They cannot be recovered and should not be considered when selecting future courses of action. Your reference point for action should be the present. Consider your alternatives by evaluating only the future costs and benefits associated with each.

This is a hard concept to absorb. Once committed to a course of action, executives often allocate resources in ways that justify their previous choices, whether or not they now appear valid.6 This tendency exists in financial and military situations, as well as in common day-to-day managerial experiences.7 For example, the manager who hires an employee behaves differently from those who did not, regardless of the employee’s level of performance. S/he will negotiate harder for that employee, evaluate that employee more favorably, provide larger rewards to that employee, and make more optimistic projections of that employee’s future performance—all to justify the initial hiring decision. 

THE $20 BILL AUCTION
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Imagine you are in a room with thirty people. Someone at the front of the room takes a twenty dollar bill from his or her pocket and announces the following:


I am about to auction off this twenty dollar bill. You are free to participate in the bidding or just watch. People will be invited to call out bids in multiples of one dollar until no further bidding occurs, at which point the highest bidder will pay the amount bid and win the twenty dollars. The only feature that distinguishes this auction from traditional auctions is a rule that the second highest bidder must also pay the amount he or she bid, but he or she will obviously not win the twenty. For example, if Bill bid $3 and Jane bid $4, and bidding stopped, I would pay Jane $16 ($20 less $4) and Bill, the second highest bidder, would pay me $3.

Would you be willing to bid $1 to start the auction?

(Make this decision before reading further.)



We’ve run this auction with investment bankers, consultants, physicians, professors, partners in Big Six accounting firms, lawyers, and assorted other executives. The pattern is always the same. The bidding starts out fast and furious until the bidding reaches the $12 to $16 range. At this point, everyone except the two highest bidders drops out. The two bidders left feel the trap. If one has bid $16 and the other $17. the $16 bidder must either bid $18 or suffer a $16 loss. Bidding further, a choice that might produce a gain if the other person quits, seems more attractive than certain loss, so he or she bids $18. When the bids are $19 and $20, surprisingly, the rationale to bid $21 is very similar to all previous decisions—you can accept a $19 loss or continue and hope to reduce your loss. Of course, the rest of the group roars with laughter when the bidding goes over $20—which it nearly always does. Obviously, the bidders are acting irrationally. But what are the irrational bids?

Skeptical readers should try out the auction on their friends, co-workers, or students. Final bids in the $30 to $70 range are common, and our most successful auction sold a $20 bill for $407 (the final bids were $204 and $203). We’ve earned over $10,000 running these auctions in classes over the last four years.

The dollar auction paradigm, first introduced by Martin Shubik,8 helps explain why people escalate their commitment to a previously selected course of action.9 Participants naïvely enter the auction not expecting the bidding to exceed the true value of the object ($20)—“After all, who would bid more than $20 for $20?” The potential gain, coupled with the possibility of “winning” the auction, is reason enough to enter. Once in the auction, it takes only a few extra dollars for the bidder to stay in rather than accept a sure loss. This “reasoning,” along with a strong need to justify entering the auction in the first place, keeps most bidders bidding.

Clearly, once someone else bids it creates a problem. A bidder may feel that one more bid may get the other person to quit. If both bidders feel this way, the result can be catastrophic. Yet, without knowing what to expect from the other bidder, continued bidding is not clearly wrong. So what is the bidder’s solution?

The key is to recognize the auction as a trap and never to make even a very small bid. Successful managers must learn to identify traps. One strategy is to try to consider the decision from the perspective of the other decision maker(s). In the dollar auction, this strategy would quickly tell you that the auction looks just as attractive to other bidders as it does to you. With this knowledge, you can predict what will happen and stay out.

Similar traps exist in business, war, and our personal lives. It could be argued that in the Gulf war, Iraq’s leader Saddam Hussein had the information necessary to pursue a negotiated settlement rationally. The initial “investment” incurred by invading Kuwait trapped him into further escalating his commitment not to compromise.

Two gasoline stations in a price war can also find themselves in the dollar auction trap. The price of gasoline is $1.30/gallon. Your competitor decides to drive you out of business; you would like to drive her out of business. She drops the price to $1.25/gallon. You drop the price to $1.20/gallon—your break-even point. She drops her price to $1.15/gallon. What’s your next move? You may both suffer tremendously trying to win a price war, and, as in the dollar auction, neither of you is likely to win the competition on price alone. 

WHY DOES ESCALATION OCCUR?
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To eliminate irrational escalation you must understand the psychological factors that feed it. When you commit yourself to a course of action, this commitment biases your perception and judgment, causes you to make irrational decisions to manage the impressions of others, and leads to a competitive escalatory spiral.

BIASES IN PERCEPTION AND JUDGMENT

Once Robert Campeau decided to try to acquire Federated, he probably considered data that supported and confirmed that decision, and ignored data that contradicted it. Most people do this. It’s easy to identify this “confirmation trap.” You make a tentative decision (e.g., to buy a new car, to hire a particular employee, to start research and development on a new product line). Do you search for data that supports your decision before making the final commitment? Most do. Do you search for data that challenges it? Most do not. A manager committed to a basic strategy is likely to be biased in favor of the data consistent with it.

You must recognize this bias and search vigilantly for disconfirming information, as well as the confirming data you intuitively seek. Establishing monitoring systems to check your perceptions before you make a judgment or decision can be useful. An objective outsider, for example, can help you reduce or eliminate any bias against disconfirming information.

Besides limiting your perception, your initial commitment also biases any subsequent judgments you make. That is, an executive in a negotiation tends to form expectations that justify decisions consistent with his or her initial course of action. Any loss from an initial investment (such as bidding $21 for a twenty dollar bill) distorts judgment in favor of continuing to bid. Campeau’s biased judgment about the future of the merged company justified his actions in his own mind.

IMPRESSION MANAGEMENT

Even if Campeau knew that Federated was no longer worth what it would cost him to acquire it, he had to defend his reputation with his critical stakeholders. Perhaps losing to Macy’s was unacceptable in light of the impression Campeau wanted to convey. People not only selectively perceive information, but they also selectively provide information to others. Thus they are more likely to provide confirming, rather than disconfirming information about initial decisions. Maybe Campeau was motivated to provide his stakeholders with information that confirmed the rationality of his acquisition strategy.

People don’t want to admit failure. They like to appear consistent, and the consistent course of action is to increase commitment to previous actions. Consistency in both organizational and personal interactions is strongly reinforced in society. Barry Staw and Jerry Ross argue that people prefer leaders who are consistent in their actions to leaders who switch from one line of behavior to another.10 Inconsistency was cited as the second most common reason for dissatisfaction with President Carter in the Gallup Poll collected after his first year in office.11 Similarly, John F. Kennedy states in Profiles in Courage that one of the most courageous decisions politicians ever have to make is to choose an action they believe is in the best interests of their constituency, yet one they know that very same constituency won’t like. As suggested above, that conflict is particularly severe if that choice is also seen as inconsistent.

The result is an interesting paradox: The best choice for your organization means making the best decision based on future costs and benefits, and ignoring any previous commitments. Yet, you may be rewarded more for sticking with earlier, bad decisions that convey an impression of consistency. Organizations need to create systems that reward good decision making over effective impression management. First, those in charge must convey to everyone that impression management at the expense of high-quality decisions won’t be tolerated. Second, an organization must establish reward systems that bring the employees’ values closer to the organization’s. In short, if the organization wants its managers to make good decisions, then good decision making must be what is best for its managers’ future careers.

Evaluating decisions on process rather than outcome is consistent with Peters and Waterman’s discussion, in In Search of Excellence, of Heinz’s experimentation with “perfect failures.”12 The perfect failure concept recognizes that many decisions are inherently risky. In fact, Peters and Waterman say that management should learn to recognize how much can be learned through failures and celebrate when they occur! The central point is that managers must learn to recognize good choices, not just good outcomes.

COMPETITIVE IRRATIONALITY

Competitive irrationality occurs when two parties act in a clearly irrational manner in terms of the expected outcomes, but it’s hard to identify any specific actions as irrational. Many would argue that even entering the $20 auction is irrational. This may be reasonable, but it’s not completely valid. If it makes no sense for you to play, then it makes no sense for anyone to play. But if no one else plays, you can bid a small amount and get a bargain. While this sounds logical, once you make the initial bid, someone else bids, and the bind we’ve already described appears.

We argued earlier that continuing to bid will then depend on whether you think the other bidder is likely to quit. Obviously, the same reasoning applies to the other person. If someone can get $20, for $1, it must be rational for one person to bid. Yet, you know what happens when several people think this way. Thus, in many ways, competitive irrationality is an unresolved paradox, rather than an explanation of escalation. You should remember that many situations look like opportunities, but prove to be traps if you don’t fully consider the possible actions of others.
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 The Mythical Fixed-Pie


The best negotiations end in a resolution that satisfies all parties. Such agreements are rare. More commonly, successful negotiations end in trade-offs. Where each party gives up something of lesser value to them in return for something of greater. Because people often value the multiple issues in a negotiation differently, trade-offs can speed up and improve a conflict’s resolution.

A distributive negotiation usually involves a single issue—a “fixed-pie”—in which one person gains at the expense of the other. For example, haggling over the price of a rug in a bazaar is a distributive negotiation. In most conflicts, however, more than one issue is at stake, and each party values the issues differently. The outcomes available are no longer a fixed-pie divided among all parties. An agreement can be found that is better for both parties than what they would have reached through distributive negotiation. This is an integrative negotiation.

However, parties in a negotiation often don’t find these beneficial trade-offs because each assumes its interests directly conflict with those of the other party. “What is good for the other side must be bad for us” is a common and unfortunate perspective that most people have. This is the mind-set we call the mythical “fixed-pie.”
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