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Context Dependence

• According to the Expected Utility Hypothesis, utility comes from the 
final outcome received.

• Choices are made with the goal of utility maximization.

• However, there is empirical evidence that context may affect choices.

• How can context affect choices?
• Reference point effects

• Choice set effects
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Example of Context Dependence
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Memory is retrieved more easily when put in the same context as when the memory was formed.



Examples of Context Dependence

•Status quo bias

•Framing

• Influence of irrelevant alternatives
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Example of Context Dependence

• A wine-loving economist we know purchased some nice Bordeaux 
wines years ago at low prices. The wines have greatly appreciated in 
value, so that a bottle that cost only $10 when purchased would now 
fetch $200 at auction. This economist now drinks some of this wine 
occasionally, but would neither be willing to sell the wine at the 
auction price nor buy an additional bottle at that price (Kahneman, 
Knetsch and Thaler, 1991).

• Why?

• Endowment effect and Status quo bias – manifestation of loss 
aversion.

• Status quo bias is a preference for the current state.

25/07/2019 5



Samuelson and Zeckhauser, 1988

• Control group - "You are a serious reader of the financial pages but until recently 
have had few funds to invest. That is when you inherited a large sum of money 
from your great-uncle. You are considering different portfolios. Your choices are to 
invest in: a moderate-risk company, a high risk company, treasury bills, municipal 
bonds.”

• Treatment group – “You are a serious reader of the financial pages but until 
recently have had few funds to invest. That is when you inherited a portfolio of 
cash and securities from your great-uncle. A significant portion of this portfolio is 
invested in a moderate risk company. You are considering different portfolios. 
Your choices are to invest in: a moderate-risk company, a high risk company, 
treasury bills, municipal bonds.”

• Probability of choosing moderate risk company in the treatment group was 
significantly higher. Why?

• Status Quo Bias.
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Madrin and Shea (2001)

• Subject pool – workers in a firm that offer 401k plans.

• Two conditions:
• Opt in: If no action is taken when joining the firm, then the employee is not 

enrolled in the plan

• Opt out: If no action is taken when joining the firm, then the employee is 
automatically enrolled in the plan

• Those in the opt out condition were significantly more likely to enrol 
in the 401k scheme.
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Madrin and Shea (2001)

• 401k participation is higher under automatic enrolment.

• Subjects retain the default contribution rate.

• Participant inertia.

• The default enrolment is seen as financial advice from the 
firm.

• Highlights the “power of suggestion” for encouraging 
savings.
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Shafir (1993)
• Imagine that you serve on the jury of an only-child sole-custody case following a

relatively messy divorce. The facts of the case are complicated by ambiguous
economic, social, and emotional considerations, and you decide to base your
decision entirely on the following few observations.
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PARENT A
• average income
• average health
• average working hours
• reasonable rapport with 

the child
• relatively stable social life

PARENT B
• above-average income
• very close relationship with 

the child
• extremely active social life
• lots of work-related travel
• minor health problems



Shafir (1993)

• Parent A is plain – no striking positives or negatives. It is the 
impoverished choice.

• Parent B  has more striking positives as well as more striking 
negatives. It is the enriched option. 
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Shafir (1993)
• Condition 1: To which parent would you award sole custody of the 

child?

• Condition 2: Which parent would you deny sole custody of the child?
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PARENT A

AWARD                     DENY
36%                             45%

PARENT B

AWARD                   DENY
64%                            55%



Shafir (1993)

• Parent B's likelihood of obtaining custody is significantly greater when 
subjects decide whom to award than when they ask themselves 
whom to deny. Why?

• Framing effect. Positive dimensions (pros) are weighted more heavily 
in choosing than in rejecting, and negative dimensions (cons) are 
weighted more heavily in rejecting than in choosing.

• Thus the enriched option will be chosen and rejected more often 
than the impoverished option.
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Choice under Uncertainty (Tversky and Shafir, 
1992a)
• The Sure Thing Principle (Savage, 1954) an axiom of the rational 

theory of decision making states that if prospect x is preferred to y 
knowing Event A occurred, and if x is preferred to y knowing A did not 
occur, then x should be preferred to y even when it is not know 
whether A occurred.

• Example - You have to decide whether to take a job in the UK. Who 
becomes the next prime minister of the UK is relevant for this 
decision. There are two possible candidates. If A wins then you are 
happy taking the job, if A loses you are still willing to take the job. So 
you decide despite the uncertainty of who will become the next PM.
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Tversky and Shafir, 1992a
Imagine that you have just taken a tough qualifying examination. It is the end of the fall 
quarter, you feel tired and run-down, and you are not sure that you passed the exam. In 
case you failed you have to take the exam again in a couple of months—after the Christmas 
holidays. You now have an opportunity to buy a very attractive 5-day Christmas vacation 
package to Hawaii at an exceptionally low price. The special offer expires tomorrow, while 
the exam grade will not be available until the following day. Would you:

25/07/2019 14

A. Buy the vacation package
B. Not buy the vacation package
C. pay a $5 non-refundable fee in
order to retain the rights to buy
the vacation package at the same
exceptional price the day after
tomorrow—after you find out
whether or not you passed the
exam



Tversky and Shafir, 1992a
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A. Buy the vacation
package

B. Not buy the vacation
package

C. pay a $5 non-refundable
fee in order to retain the
rights to buy the
vacation package at the
same exceptional price
the day after
tomorrow—after you
find out whether or not
you passed the Exam

A. 32%

B. 7%

C. 61%



Tversky and Shafir, 1992a
Imagine that you have just taken a tough qualifying examination. It is the end of the 
fall quarter, you feel tired and run-down, and you find that you [passed the 
exam/failed the exam. You will have to take the exam again in a couple of months—
after the Christmas holidays.] You now have an opportunity to buy a very attractive 
5-day Christmas vacation package to Hawaii at an exceptionally low price. The 
special offer expires tomorrow. Would you:
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A. Buy the vacation package
B. Not buy the vacation package
C. pay a $5 non-refundable fee in
order to retain the rights to buy
the vacation package at the same
exceptional price the day after
tomorrow



Tversky and Shafir, 1992a
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A. Buy the vacation package
B. Not buy the vacation

package
C. pay a $5 non-refundable fee 

in order to retain the rights 
to buy the vacation package 
at the same exceptional 
price the day after 
tomorrow

PASS FAIL

A. 54%

B. 16%

C. 30%

A. 57%

B. 12%

C. 31%



Tversky and Shafir, 1992a 

• An additional group of subjects (N =123) was presented with both the 
Fail and the Pass versions (presentation order was randomized) and 
asked whether they would buy the vacation package in each case. 

• Two thirds of the subjects made the same choice in the two 
conditions.

• This indicates that the response to the disjunctive version (where the 
outcome of the exam was not known) cannot be explained by the 
hypothesis that subjects who like the vacation in case they pass the 
exam do not like it in case they fail the exam and vice versa.
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Tversky and Shafir, 1992a 

• This pattern of preference is induced by uncertainty at the moment of 
the decision and is called the disjunction effect. Once the outcome of 
the exam is know the reason for taking the trip becomes different –
award vs consolation.

• The Sure Thing Principle fails when the decision maker has different 
reasons for making the same choice and these reasons are not 
evident to the decision maker in the presence of uncertainty about 
the outcome.
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Choice Set Effects

• In the standard model of decision-making, adding options to a choice 
set can only affect choice in the following ways:
• Either the new option is chosen or not

• Independence of Irrelevant Alternatives i.e the preference ordering between 
two options remain unchanged when a new option is introduced

• However, literature in Economics, psychology and other fields has 
found that adding an extra choice to the choice set can change the 
context of choice or the relative evaluation of options, potentially 
violating Independence of Irrelevant Alternatives.
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Choice under Conflict (Tversky and Shafir, 
1992b)
Condition 1: Low Conflict

Suppose you are considering buying a compact disk (CD) player, and 
have not yet decided what model to buy. You pass by a store that is 
having a 1-day clearance sale. They offer a popular SONY player for just 
$99, well below the list price. Do you?
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A. buy the SONY player.
B. wait until you learn more about 

the various models.

A. 66%
B. 34%



Choice under Conflict (Tversky and Shafir, 
1992b)
Condition 2: High Conflict

Suppose you are considering buying a compact disk (CD) player, and 
have not yet decided what model to buy. You pass by a store that is 
having a 1-day clearance sale. They offer a popular SONY player for just 
$99, and a top-of-the-line AIWA player for just $169, both well below 
the list price. Do you?
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A. buy the AIWA player.
B. buy the SONY player.
C. wait until you learn more about 

the various models.

A. 27%
B. 27%
C. 46%



Choice under Conflict (Tversky and Shafir, 
1992b)
• People are significantly more likely to buy a CD player in the low 

conflict condition than in the high conflict condition.

• In the high conflict condition, adding a competing alternative 
increased the tendency to delay the decision to purchase.

• Why?
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Choice under Conflict (Tversky and Shafir, 
1992b)
Condition 3: Dominance

• Suppose you are considering buying a compact disk (CD) player, and 
have not yet decided what model to buy. You pass by a store that is 
having a 1-day clearance sale. They offer a popular SONY player for 
just $99, well below the list price, and an inferior AIWA player for the 
regular list price of $105. Do you?
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A. buy the AIWA player.
B. buy the SONY player.
C. wait until you learn more about 

the various models.

A. 3%
B. 73%
C. 24%



Choice under Conflict (Tversky and Shafir, 
1992b)
• In the Dominance condition adding a relatively inferior or dominated 

choice supplements the reasons for buying the SONY player.

• Subjects are more likely to delay decision making when they lack clear 
reasons for buying either player, than when they have compelling 
reasons to buy one of the two options.

• This pattern of preferences violates the regularity condition which 
states that "market share" of any option cannot be increased by 
enlarging the offered set (since the added alternatives in the high 
conflict and the dominance conditions do not provide any new 
information).
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Choice under Conflict (Tversky and Shafir, 
1992b)

• You are presented with pairs of 
options varying in two attributes. 

• The choice between x and x' and 
the choice between y and y' 
involve no conflict where as that 
between x and y and between x’ 
and y’ does. 

• x is better than x’ on both 
dimensions.
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Choice under Conflict (Tversky and Shafir, 
1992b)
• Example: 

• x= (65% to win $15)
• x' = (65% to win $14)
• y = (30% to win $35).

• The choice between x and x' involves no conflict because x dominates x', 
but the choice between x and y does involve conflict because x offers a 
better chance to win whereas y offers a larger prize.

• You could be indifferent between x’ and y but both choices will compare 
differently with x.

• The degree of conflict associated with a choice between options depends 
on the relation among their attributes, not simply on their overall values. 
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Attraction Effect (Huber, Payne and Puto, 
1982)

25/07/2019 28

Choice 1

Below you will find two brands of beer. You only know the price per 
sixpack and the average quality ratings made by subjects in a blind 
taste. Rank the brands as per your preferences.

Brand Price/Sixpack Average Quality Rating 
(100 = Best; 0 = Worst)

A $2.60 70

B $3.00 80



Attraction Effect (Huber, Payne and Puto, 
1982)
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Suppose 60% of people prefer Brand B to Brand A.



Attraction Effect (Huber, Payne and Puto, 
1982)
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Choice 2

Below you will find three brands of beer. You only know the price per 
sixpack and the average quality ratings made by subjects in a blind 
taste. Rank the brands as per your preferences.

Brand Price/Sixpack Average Quality Rating 
(100 = Best; 0 = Worst)

A $2.60 70

B $3.00 80

C $2.80 50



Attraction Effect (Huber, Payne and Puto, 
1982)
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Quality

Choice 1

A

B

Quality

Affordability

A
C

B

Affordability

Choice 2

Now it’s observed that for choice 2, 45% of people prefer Brand B to Brand A.



Attraction Effect (Huber, Payne and Puto, 
1982)
• Adding an asymmetrically dominating alternative to the choice set 

decreased the percentage of people who preferred Brand B to Brand 
A.

• This is the attraction effect.

• This violates the regularity axiom of rational choice theory which 
states that one cannot increase the probability of choosing an 
alternative by adding another alternative to the choice set
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Compromise Effect (Samuleson, 1989)

• People have a need to justify their decisions to themselves. This could be 
due to:
• Self-esteem (Hall and Lindzey, 1978)
• Anticipation of regret ( Bell, 1982)
• Cognitive dissonance (Festinger, 1957)
• Anticipated evaluation by others (Tetlock, 1985)

• The Compromise effect proposes that an alternative would tend to gain 
market share when it becomes a compromise or middle option in the set.

• Adding a relatively inferior choice to a choice set containing A and B, where 
A is preferred, could change preferences in favour of B, as a compromise 
choice in terms of it’s attribute values between the existing preferred 
choice and the added inferior alternative.
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Compromise Effect (Samuleson, 1989)

• Subjects were asked to rate the importance of two attributes in a 
product category. Subjects were then asked to make choices and rate 
the overall attractiveness of the alternatives.

• First, subjects were asked to rate a core set of 2 alternatives. Then a 
third alternative lying on a straight line in terms of its attribute values  
was added.
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Compromise Effect (Samuleson, 1989)
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Adding C to the choice set, increased the percentage of preferring B to A, rather 
than A to B, as B acts a compromise choice.



Compromise effect - Example

Imagine you are offered the following vacation packages in London. 
They differ from one another but all have the same value. 

Which one would you choose?
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A. 7 days in a 2 
stars hotel
B. 5 days in a 4 
stars hotel



Compromise effect - Example

Imagine you are offered the following vacation packages in London. 
They differ from one another but all have the same value. 

Which one would you choose?
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A. 7 days in a 2 
stars hotel
B. 5 days in a 4 
stars hotel
C. 4 days in a 5 
stars hotel



Group Assignment

• Form groups of 5-6 

• Design an experiment

• Instructions:
• Research Question

• Why an experiment?

• Mode – field/ laboratory/online?

• Between vs Within

• Subject pool
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