How Game Theory Can Help Businesses Improve Negotiations
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Game theory is usually thought of in connection with such negotiation concepts as the “winner’s curse,” where winning a bid based on incomplete information usually means a buyer overpaid, or “prisoner’s dilemma,” where a business must decide if it can trust that a negotiating partner will voluntarily cooperate when it might have a better reason not to.

Sometimes called “interactive decision theory,” the key to applying it in negotiations with your supply chain partners, according to game theory expert Jonah McIntire, founder of supply chain software firm Clear Abacus, is knowing what both the buyer and supplier want out of the relationship.

“Game theory is basically a descriptive language for what people consider common sense,” he said. “The most important thing to making game theory applicable to supply chain negotiating is to establish whether it’s a one-off negotiation or if you want it to be repeated.” McIntire insisted that the biggest lesson to learn from game theory is how to recognize when the risks are the highest, which often occurs when the other party doesn’t have anything to lose.

Before engaging in game theory, businesses need to know if the other party is negotiating for a one-time, short-term, or long-term relationship: “You must establish this clearly,” said McIntire. “Don’t assume naively that you should always negotiate for long-term relationships.”

McIntire recounted an experience he had with a supplier firm negotiating with a British company. “Our negotiator kept saying we want to be a partner long-term, almost like a marriage. The other guy said, ‘I don’t want a wife.’ Our salesperson should have shown how we could be the [partner] he wanted, but instead he emphasized the partnership that the other guy didn’t want.” Needless to say, the negotiation ended badly.

Game theory principles that work well in one context could be disastrous in another. Misunderstanding of what relationship each party wants happens a lot, especially across cultures, McIntire said, as does not grasping the other party’s decision-making process.

McIntire discussed three fundamental game theory insights negotiators can profit from using. “During a negotiation, you need to know, ‘What is my walk-away position?’” he said. “Include frame-of-reference questions early in negotiations.”

If you want a better deal, you need to signal that you will be around after the negotiation, that there will be consequences to burning you.

Another thing game theory teaches businesses is to avoid “altruistic punishments,” McIntire said, which is where one party exacts retribution over a business deal gone wrong, even though there is no benefit – financially or otherwise — to doing so. “You see this with lawsuits all the time,” he said, noting that if a buyer or supplier breaks a contract it may be more expensive to litigate than to just let the other party walk away.

And if a business has a clear advantage in negotiations, game theory says exploit it. “We see situations where people want to be fair, but in reality, if you have a sustainable advantage over a supplier, it’s appropriate to exploit it,” said McIntire. “When your supplier is dependent on you, take advantage of that. Negotiate other things to your advantage from that base of power. Don’t be timid.”

Some businesses extend goodwill by not taking advantage of a superior position, McIntire said, and usually they end up leaving value on the table.

However, there is reason for caution. Businesses that have a history of working collaboratively with suppliers and other partners can damage relationships by suddenly appling game theory and similar aggressive negotiation tactics. A research paper from Georgia Southern University comparing competitive and collaborative negotiating strategies in business finds that “a competitive negotiation strategy has a negative impact on trust and process integration.”

But again, the terms of the relationship can weigh heavily on the outcome. The study notes that “once an organization gets into a long-term committed relationship with another organization, it can be very difficult to end that relationship because of the resources invested, importance of the business, or the future potential.”
