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			Book Presentation: The Art of Strategy by Avinash Dixit and Barry Nalebuff

			Book Abstract

			MAIN IDEA

			To become skilled at strategic thinking and genuinely master the art of strategy, you should become familiar with the basic principles and concepts of the formal academic discipline known as “game theory”. The reasons why:

			
					Game theory underpins how good strategic decisions are made in business and in life.

					Game theory is the art of understanding others based on what they do, not merely what they say.

					Game theory allows you to anticipate and preempt how others will respond while you offer them options.

					Game theory provides a framework for soliciting the cooperation of others, even when they are motivated by ulterior motives.

			

			In all, good strategic thinking still remains an art but if you understand the basic principles and ideas of game theory, you position yourself to become a better strategic thinker.

			“Strategic thinking is the art of outdoing an adversary, knowing that the adversary is trying to do the same to you. It is also the art of finding ways to cooperate, even when others are motivated by self-interest, not benevolence. It is the art of convincing others, and even yourself, to do what you say. It is the art of interpreting and revealing information. It is the art of putting yourself in others’ shoes so as to predict and influence what they will do.”

			– Avinash Dixit and Barry Nalebuff

			About the Author

			AVINASH DIXIT is currently a professor of economics at Princeton University. Dr. Dixit is a graduate of Bombay University, Cambridge University and the Massachusetts Institute of Technology. He is the author of eight books including Thinking Strategically (with Barry Nalebuff), Games of Strategy, Theory of International Trade, Investment under Uncertainty and Lawlessness and Economics. Dr. Dixit is a fellow of the National Academy of Sciences, the American Academy of Arts and Sciences, and the British Academy.

			BARRY NALEBUFF is currently a professor of economics and management at the Yale School of Management. In addition to coauthoring Thinking Strategically, he has also coauthored Co-opetition and Why Not? Dr. Nalebuff, a graduate of MIT and Oxford University, serves on the board of Nationwide Mutual and is chairman and co-founder of Honest Tea, one of Inc. Magazine’s fastest growing companies in America.

			The Web site for this book is at www.artofstrategy.info.

			Important Note About This Ebook

			This is a summary and not a critique or a review of the book. It does not offer judgment or opinion on the content of the book. This summary may not be organized chapter-wise but is an overview of the main ideas, viewpoints and arguments from the book as a whole. This means that the organization of this summary is not a representation of the book.

			Summary of The Art of Strategy (Avinash Dixit and Barry Nalebuff)

			1. What is it?

			To understand the science of game theory, first become familiar with its underlying definitions and concepts. Once you understand the lay of the land, you can then start using game theory in the strategic decisions you need to undertake.

			The terminology used in game theory is as follows:

			
					A “game” is a situation of strategic interdependence – that is, the outcome of your own choices are determined at least in part by the choices other people make acting purposefully.

					“Moves” are the choices the decision makers make.

					“Players” are all the decision makers.

					“Zero-sum games” are those situations where one person’s gains can only come about as the result of another person’s losses. In business, pure zero-sum situations are reasonably rare. More frequently, there are zones of common benefit (where all the players derive some benefits) and zones of mutual conflict (where any strategy is equally harmful to all the parties active in the field).

					“Rivals” are all the other players in any game you are participating in.

					Moves in any game may be “sequential” or “simultaneous”. In a game involving sequential moves, you will have a linear chain of thinking: If I do this, then I anticipate my rival would do that and I would then be forced to attempt this and so on. In practice, most games tend to involve a combination of sequential moves and simultaneous moves mixed together.When analyzing a sequential game, it’s usually helpful to draw a “game tree” – kind of like a road map which describes options at each point where a decision must be made. Because the options become progressively more numerous as the game goes on, the table tends to look something like a tree on its side.
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			When analyzing a simultaneous game, you usually get the best possible results if you put together a table which shows what the outcomes will be to all possible combinations of choices.
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			 “Work, even social life, is a constant stream of decisions. What career to follow, how to manage a business, whom to marry, how to bring up children, and whether to run for president are just some examples of fateful decisions. The common element in these situations is that you do not act in a vacuum. Instead, you are surrounded by active decision makers whose choices interact with yours. This interaction has an important effect on your thinking and actions. Game theory aims to help you think strategically, and then translate these thoughts into action”.

			– Avinash Dixit and Barry Nalebuff

			“While game theory is a relatively young science – just over seventy years old – it has already provided many useful insights for practical strategists. But, like all sciences, it has become shrouded in jargon and mathematics. These are essential research tools, but they prevent all but the specialists from understanding the basic ideas. Our main motive was the belief that game theory is too interesting and too important to leave to the academic journals. The insights prove useful in many endeavors – business, politics, sports, and everyday social interactions. We are delighted to find our view becoming mainstream. Game theory courses are some of the most popular electives at Princeton and Yale, and most other schools where they are offered. Game theory permeates strategy courses in MBA programs, and a Google search for game theory produces more than 6 million pages. You’ll find game theory in newspaper stories, op-eds, and public policy debates.”

			– Avinash Dixit and Barry Nalebuff

			“Game theory was pioneered by John von Neumann. In the early years, the emphasis was on games of pure conflict (zero-sum games). Other games were considered in a cooperative form, that is, the participants were able to choose and implement their actions jointly. For most games played in reality, people choose actions separately but their effects on others are not ones of pure conflict. The breakthrough that allowed us to study general games combining conflict and cooperation is due to John Nash. John Harsanyi, who shared the 1994 Nobel Prize with Nash, showed that Nash equilibrium could be extended to games where players are unsure about the other player’s preferences. Another challenge in the application of Nash equilibrium is the potential for multiple solutions. The work of 2005 Nobel laureate Robert Aumann shows this challenge becomes even greater in repeated games. Almost anything can be a Nash equilibrium in a game that is repeated often enough. Fortunately, there are some tools that help us select one equilibrium over another. Reinhard Selten demonstrated that the Nash equilibrium concept could be refined, thereby eliminating some of the multiplicity, by introducing the idea there is a small possibility that a player will make a mistake when moving. During the last thirty years, the ideas and theories of information manipulation have revolutionized economics and game theory and have had a huge impact on other social sciences and on evolutionary biology.”

			– Avinash Dixit and Barry Nalebuff

			“One of the wonderful aspects of game theory is that it is possible to understand the contributions of Nobel laureates without having to spend years in graduate school. Indeed, some of the ideas may even seem obvious. We think that is true, but only in hindsight, and that is the mark of a truly brilliant insight.”

			– Avinash Dixit and Barry Nalebuff

			2. What are the basic rules of game theory?

			The five basic rules of game theory provide a systematic framework for good strategic thinking. They also allow sound strategic decisions to be made and then followed through on.

			1. Look forward, reason backward

			In any game involving sequential moves, there is always an underlying linear chain of thought: “If I do this, then I would expect my rival to do that...” To find the best possible strategic choice, look forward and see where your early decisions will most likely lead. You can then use that to reason backwards and determine what your optimum present decision would be.

			To clarify your thinking, it may help to develop a game tree:
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			By setting out what options are available at each decision point, you can get a feel for what might happen as subsequent events unfold. You can then look forward to the ultimate outcome of present decisions. If that outcome is undesirable, you can work backwards and change the trajectory by making a different earlier decision.

			One disadvantage of game trees is they become very complex in real world situations. Good strategic decisions tend to get made as a combination of backward reasoning combined with personal judgment and experience. Another disadvantage of game trees is they are difficult to use during the early or preliminary stages of any negotiation while the rules of engagement are still coming together. Decisions about these basic ground rules can significantly change the nature and shape of the resulting game trees.

			Example

			When Robert Campeau was attempting a hostile takeover bid for Federated Stores (owner of Bloomingdales) he used a two-tiered tender offer. That is, he offered a higher price to acquire the first 50 percent of the company and a lower price to acquire the balance of the shares. This is a good example of looking forward and then reasoning backwards. The courts, however, viewed the two-tiered bid as coercive and ultimately illegal. Campeau eventually won the battle for Bloomingdales but only after he had abandoned the two-tiered stock offer in favor of a modified offer which did not include any tiered element.

			2. If you have a dominant strategy, use it

			A “dominant strategy” is one which outperforms all other options. It is uniformly better than any of your other choices. If you have a dominant strategy available, by all means use it. And if you don’t have a dominant strategy but your rival does, you should count on them using it and choose your best possible response accordingly.

			Most of the time, you’ll need to make strategic decisions in advance of getting any worthwhile marketplace feedback. You’ll need to commit to a specific course of action before there is the opportunity to observe what your competitors are attempting to do. You should, therefore, watch out for the existence of a dominant strategy. If it is available to you, seize upon it and use it to maximum effect. And equally anticipate that your competitors will do the same if the shoe is on the other foot. You need to figure out how best to respond.

			Note that dominant strategies only arise in dynamic market situations where everyone acts simultaneously. In a marketplace where sequential moves are made, you can mold your response as events unfold. What happens later can be modified to allow for the earlier moves of competitors. In this kind of setting, it’s more likely there will be no dominant strategy available to either you or your competitors.

			Example

			Consider two mail order firms which go head-to-head selling clothing – Land’s End and L.L. Bean. Each fall, they print and mail out their winter catalogs, containing prices they must honor for the entire winter sales season. It takes some time to print and distribute the catalogs so each firm must make pricing decisions before it sees what its competitors are offering. Both catalogs tend to go to a common pool of customers who are smart shoppers looking for low prices.

			
					If both firms offer an identical item – say a deluxe shirt which costs them $20 and which they sell for $80 – for the same retail price, they will each sell 1,200 shirts each generating a profit of $72,000.

					If one firm cuts the retail price of this item to $70 while the other keeps it at $80, the price cutter will gain 1,000 customers while the other firm will lose 800 customers. That translates into $110,000 in profits for the price cutter and only $24,000 in profits for the other firm.

			

			Since either firm can act as the price cutter and since each is required to make a pricing decision in advance without knowing what the other will choose, the dominant strategy is both firms will end up selling the shirts for $70. At that price point, each business will stand to make $110,000 in profit if the other maintains the $80 price point, or $72,000 each if the other company chooses the same $70 price point.

			The concept of a dominant strategy is one which delivers a uniformly better result than other strategies irrespective of the strategy or strategy combination the other player or other players ultimately choose.

			“A player is said to have a dominant strategy if that same strategy better for him than all his other available strategies no matter what strategy or strategy combination the other player or players choose.”

			– Avinash Dixit and Barry Nalebuff

			3. Eliminate any dominated strategies from consideration

			If neither side has a dominant strategy, look to see whether either has a “dominated strategy” – a strategy which is uniformly worse for that participant. If a dominated strategy exists, eliminate it from consideration. Keep eliminating all dominated strategies until you come up with a unique solution or until a new dominant strategy emerges. Even if a unique outcome does not become available this way, the game as a whole will be simplified and therefore become more manageable.

			In the majority of business settings, there will be no obvious and clear-cut dominant strategy. Therefore, the best way to move forward is to progressively eliminate all of the various dominated strategies which exist until what is termed a “focal point” or “equilibrium” situation is reached or the situation has become simplified and thereby reaches a point at which some dominant strategy becomes feasible.

			Example

			Consider a round of wage bargaining between unions and employers:

			
					This is usually a zero-sum game – a larger share for either party can only be realized if the other party agrees to take a smaller share which is unlikely.

					There is generally pressure on both parties to reach agreement because if they fail to agree, neither will get anything out of the negotiations. Most likely, neither party will want a strike or a lockout to occur because that will result in financial penalties for both sides of the table.

			

			As all the various dominated strategies are eliminated, it becomes clear the most obvious meeting point will be a 50:50 split of any potential gains. For either party to concede anything beyond that point, some pretty strong reasons need to be involved. Besides, a 50:50 split will be simple and clear, will have the appearance of being fair and will balance the opposing demands of both parties in an evenhanded manner.

			“What is neat about the game of meeting is that the focal point ends up being relevant to so many strategic interactions. John Maynard Keynes, arguably the twentieth’s century’s most famous economist, used a beauty contest as a metaphor for the stock market, where each investor wants to buy stocks that will rise in price, which means the stocks that investors, in general, think will appreciate. The hot stock is the one that everyone else thinks that everyone else thinks is the hot stock. There can be different reasons why different sectors or stocks become hot at different times – a well-publicized initial public offering, a famous analyst’s recommendation, and so on. The focal point concept also explains the attention paid to round numbers: 10,000 for the Dow, or 2,500 for the NASDAQ. These indexes are just values of a specified portfolio of stocks. A number like 10,000 does not have any intrinsic meaning; it serves as a focal point only because expectations can converge more easily on round numbers. The point of all this is that equilibrium can easily be determined by whim or fad. There is nothing fundamental that guarantees the best stock will appreciate the fastest. There are some forces that work in the right direction. High forecast earnings are one of the many necessary but by no means sufficient conditions needed to anchor otherwise arbitrary whims and fads”.

			– Avinash Dixit and Barry Nalebuff

			4. Always look for equilibrium situations

			If there are no dominant or dominated strategies available and the game has been simplified as far as possible, then look for an equilibrium to exist being a pair of strategies in which each player’s action is the best response to the others. If there is a unique equilibrium of this kind available, expect all players to end up choosing it. In situations where there are many potential equilibrium points available, look to commonly applied rules or conventions for guidance as to which equilibrium will ultimately be chosen.

			At the equilibrium point, all parties have come to the pragmatic conclusion they are better off maintaining the status quo than they would be trying anything else. An equilibrium

			
			
			
					Hertz and Avis both advertise that you can rent a car for $19.95 a day. Neither of them mention that if you don’t return the car with a full tank of gas, they will fill it for you and charge roughly twice the price at the pump.

					When hotels run ads for their rooms, they invariably don’t mention they will charge $2/minute for any long distance calls you make.

					When trying to choose between Hewlett-Packard and Lexmark laser printers, it’s very difficult to tell which has the cheaper cost per page because both manufacturers refuse to specify how many pages you’ll get from their toner cartridges. The fact, however, laser printers (like cell phones) are practically given away should raise a red flag.

					Speaking of cell phones, companies offer plans with a fixed number of minutes per month. The fact unused minutes are lost and steep prices are charged if you go over the plan limit is never mentioned.

			

			
			
			
			5. In zero-sum situations, mix your plays

			
			
			
			
			
					Both Coke and Pepsi wants to be the only company giving away discount coupons at any specific point in time. If both companies give away coupons at the same time, the effects cancel out and both lose some profitability.

					If either company gets into a predictable pattern where it gives coupons away at the same time each year, the other company would anticipate that and get in first to preempt the other. This is not helpful, and therefore a randomized strategy is required.

			

			
			
			
			
			
			
			
			
			
			
			1. Manipulating information

			
			
			
					Learn how to do signaling – to take actions which reveal information which is favorable to your interests.

					Become adept at screening – at setting up situations where people can reveal their true intents by the action they take rather than merely by what they say.

			

			
			
					Book publishers charge more for the hardcover version of a book than they do for a paperback, even though the difference in the cost of production is minimal.

					Computer software makers often have a “lite” or “student” version which has fewer features and sells at a much lower price. Often the lite version is in fact the full version with a few of the features disabled.

					IBM offers two versions of its laser printer. The only difference in the cheaper version was IBM had added a chip which added some wait states and which therefore made the printer slower. In this way, they could sell to two different price points.

					DVD player manufacturers often have hidden functionality in their cheaper product versions. A simple push of a button can sometimes restore that functionality.

					Airlines have long sold first class tickets alongside economy class tickets for the same flights from point A to point B.

			

			2. Cooperation & coordination

			
			
					In the 1950s, many Ivy League colleges were working hard to develop winning football teams. They found no matter how much time they spent training, their rivals spent an equal amount and everyone therefore ended up with about a 50:50 win-loss record. The colleges addressed this by negotiating a collective agreement where spring training for football is limited to one day only. Since all the colleges agreed to abide by this agreement, they all played at a comparable level and the games were no less exciting but students had more time to study and less time dedicated to training.

					Before 1968, cigarette companies spent large amounts advertising to maintain their market share. Then, in 1968, cigarette advertising was banned from TV by law. The end result was all of the cigarette companies improved their profit margins substantially because they could avoid costly advertising. Since everyone was in the same boat, it didn’t have any impact on respective market shares.

					Almost everyone knows the QWERTY keyboard was developed to deliberately slow down typists so the keys on manual typewriters didn’t jam as often. Many much more efficient keyboard designs have been suggested and developed over the years but still QWERTY reigns supreme. Why? It is the established system and anyone who has gone to the effort to learn to use a QWERTY keyboard is reluctant to start over with another design, even one which is inherently better. This is a case where individual users cannot overcome entrenched social conventions very easily.

					In 1890 at the birth of the automobile industry, there were three ways to power automobiles – steam, gasoline and electricity. Gasoline was inferior to steam and electricity but in 1896, R.E. Olds patented a gasoline engine which he mass produced for his Curved-Dash Olds. Gasoline eventually overcame its slow start and became the mainstream source of power for automobiles. In light of modern trends, that was possibly a wrong turn. Scientists today are scrambling to bring back steam and electricity as alternative sources of power for automobiles.

					When the Soviets exploded their first nuclear bomb in 1949, the fear in the United States was that the USSR would win the race to develop nuclear power plants. Therefore, they rushed into production the light-water reactors which had been developed for use by the US Navy. There was no evaluation of the superior heavy-water or gas-cooled reactors. Speed of implementation took precedence over finding the best and safest technology.

			

			
			3. Auctions & contests

			
			
			
					Common value – the value which everyone in the marketplace attributes to the item being auctioned. Common value forms the expected resale value in the future should you be forced to sell.

					Private value – a premium you may be willing to add which is self-generated for intangible and specific personal reasons. This might be a premium you attach for an item not falling into the hands of a rival or any kind of sentimental element.

			

			
			
			
			
			4. Bargaining situations

			
			
			
			
					Whether the union or the management have the ability to make the last offer in the negotiation.

					What each respective side’s cost of waiting for an agreement is. Whichever side has the lowest waiting costs has the negotiating advantage.

					The disruption that would be caused by a strike or lockout.

					The ability of the union members to earn money from other sources while negotiations are ongoing.

					Whether the management can continue to run the business using nonunion labor should a breakdown in negotiations crop up.

					The willingness of both parties to engage in brinkmanship.

					Whether many other peripheral issues are grafted into and included in the negotiations.

			

			
			
			
			5. Voting situations

			
			
					People start trying to decide whether they should vote for their honest preferred choice or instead vote strategically for a second or third choice who is a more viable candidate.

					Trying to figure out how others will vote – the electability of your preferred candidate – will come into the frame as well.

					Most of the time, your vote will seem like it counts for little but in some situations, your vote may break a tie and therefore becomes very crucial in the outcome of the contest.

			

			
			
			
			
			
			6. Negotiating incentives

			
			
			
					The most effective compensation schemes always combine a base salary and an incentive bonus tied to the success of whatever project that person is working on. Game theory shows this is the best general approach to motivating people.

					Bonus payments have to be based on some observable outcome metric. You cannot base a bonus purely on effort involved because this cannot be measured accurately and is too open to distortion. You also want to eliminate bonuses which are earned by chance factors rather than through genuinely superior work.

					Good incentive schemes will combine linear and nonlinear elements. By all means pay people when they achieve their quota but also add more bonuses when they generate 150 percent or 200 percent of their quota as well. That will encourage them to get everything in to the present year’s results rather than postpone orders in the pipeline until the following year to give them a good start.

					Make certain your incentive schemes take into account the many dimensions of business life which are important to your employees:	Their career advancement opportunities.

	The repetitiveness of their jobs.

	The premium you can afford for superior performance.

	Whether employees will perform multiple tasks or not.

	The level of competition between workers.

	Whether employees have a sense of autonomy or not.

	Whether employees report to multiple bosses.




			

			
			
			
			
			
		

		
			
				[image: ]
			

		

		
			
			

		

		
			
			
			
			
			
			
		

OEBPS/Images/image6.jpg





OEBPS/Images/pagepromo.png
—— Get instant access to more than

1,000 poox

summaries ___

Full collection at

Wwww.mustreadsummaries.com






OEBPS/Images/97825110215691.png
SUMMAHY

eeeeeeeeeeeeeeeee
uuuuuuuuuuuuuuuuuuuuu

The Art of
Strateqy

—— BusinessNews Publishing —





OEBPS/Images/1.png
SUMMARY

nnnnnnnnnnnnnnnnn
uuuuuuuuuuuuuuuuuuu

The Art of
Strateqy





OEBPS/Images/pagepromo2.png
Get the main ideas
of this book in less
than 30 minutes _

& Analysis

Be a Real Estate
Millionaire

Future
Focus

Buy the books you really need thanks
to our must-read summaries!

Available on all devices

www.mustreadsummaries.com





OEBPS/Images/image5.jpg
Party A Party B

Strategy #1 Outcome 1 Outcome 2
Strategy #2 Outcome 3 Outcome 4





OEBPS/Images/image4.jpg





