Prospect Theory and the Use of Key Indicators

To understand how Fiene’s Key Indicators reduce the cognitive biases identified in
Prospect Theory, we must look at how the human brain handles "overload."

In Prospect Theory, Daniel Kahneman often discusses the difference between System 1
(fast, instinctive, and prone to bias) and System 2 (slow, logical, and effortful). When a
regulator is overwhelmed, they default to System 1, which is where Prospect Theory’s
"irrational" decision-making takes over.

What are Fiene’s "Key Indicators"?

In traditional regulation, an inspector might have a checklist of 500 items. Dr. Richard
Fiene discovered that you don't need to check all 500 to know if a facility is safe.

He identified Key Indicators: a small subset of rules (usually 15-20) that statistically
predict compliance with the entire set of rules. If a provider passes these 20, there is a 99%
statistical probability they are compliant with the other 480.

Reducing "Cognitive Load"

Cognitive load is the amount of mental effort being used in the working memory.

e The Problem: When an inspector evaluates 500 items, decision fatigue sets in.
According to Prospect Theory, as fatigue increases, the inspector’s "reference
point" shifts. They might start "glossing over" small risks (risk-seeking behavior) or
becoming overly punitive on a single visible issue to "balance out" the exhaustion
(loss aversion).

e The Key Indicator Solution: By narrowing the focus to 20 high-predictive items,
Fiene reduces the cognitive load. This allows the inspector to stay in System 2
(analytical thinking). They are less likely to rely on the "gut feelings" or "heuristics"
that Prospect Theory warns us are often wrong.

Stabilizing the "Reference Point"

One of the core tenets of Prospect Theory is that we judge things based on a Reference
Point. If a regulator has a fuzzy or massive checklist, their reference point for what "safe"
looks like shifts throughout the day.



Fiene’s Matrix and Key Indicators create a Fixed Reference Point:

1. Certainty: The indicators provide a clear "pass/fail" boundary.

2. Probability vs. Certainty: Instead of a regulator guessing the probability of harm
(which Prospect Theory says we are bad at), the Matrix provides a mathematically
backed certainty of risk levels.

Counteracting the "Certainty Effect”

Prospect Theory notes that people over-weight "certain" outcomes. In a regulatory setting,
an inspector might see one minor, certain violation (like a missing signature) and punish it
more harshly than a major, uncertain risk (like a potential fire hazard).

Fiene’s Uncertainty-Certainty Matrix forces the regulator to categorize risks by their
actual Impact rather than just their Visibility. It acts as a "nudge" to ensure that the
regulator doesn't fall into the trap of over-weighting trivial certainties over significant
uncertainties.
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In short, Fiene’s work provides the structured environment necessary to prevent the
"irrationality" of Prospect Theory from creepinginto public safety decisions.
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