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The Psychologlcal Engme
of Regulatory Compliance
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Effective systemic risk management
requires mapping cognitive biases onto
regulatory frameworks.

A s

< Policy
(The How)

Vi

Psychology
(The Why)

Prospect Theory: Fiene's Matrix:
Understanding biased choices. Managing those choices.

" Systemic Risk

\. Management -

Applied frameworks for child
care licensing and healthcare.
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Humans evaluate outcomes based on perceived
gains and losses rather than absolute states.

Developed by behavioral economists Daniel Kahneman and Amos Tversky,
Prospect Theory explains how high-stakes choices are inherently biased.
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Loss Aversion

The pain of losing $100 is
twice as potent as the joy of
gaining $100.
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The Certainty Effect

We overvalue outcomes that
are certain compared to those
that are merely probable.

Risk Preferences

We are risk-averse regarding
gains, but risk-seeking when
faced with a ‘sure loss' (we will
gamble to avoid a penalty).
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The regulatory goal is moving institutional systems from
operational uncertainty to definitive certainty.

Dr. Richard Fiene’s matrix
provides a systemic
framework for regulators
to allocate oversight.

Risk of Harm

Requires more
inspections.

Providers can be
fast-tracked.

Probability of Non-compliance
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High-stakes risk bridges the gap between behavioral

economics and regulatory science.

The Iintersection
reveals how humans
perceive risk and

make critical
decisions when
 institutional stakes
" are high.

Regulatory
Science

Focuses on the
external frameworks
designed to manage

professional
environments.




Certainty operates simultaneously as a cognitive
craving and an operational target.

Threshold

A Psychological
Premium.

Humans inherently

An Operational Anchor.

Certainty is the ultimate goal of a regulator.

overvalue certain outcomes.

People will willingly pay a Once a provider reaches a “Key Indicator” threshold
premium for a “sure thing” (achieving high certainty of compliance), the
over a probability. frequency of inspections can safely drop

because the risk is mitigated.

&1 NotebookLM



Failing entities predictably take irrational risks
to avoid the penalty of a lost license.

When a provider is failing, they enter a
psychological “loss” state.

Prospect Theory dictates that to avoid the
ultimate loss (e.qg., losing their license),
individuals will take increasingly irrational
risks, such as falsifying records.

Fiene's Matrix inherently flags these entities
as high-risk, predicting the behavioral gamble.
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Risk-based monitoring mathematically counteracts
the human instinct to gamble in losing situations.

: ; Matrix
Provider Irrational Triggers

Enters Loss Risk Increased
State Increases Inspections

(Compliance drops; (Natural human (Regulator mandates
psychological fear of tendency to gamble in oversight for the high
penalty begins) losing situations risk/low

activates) compliance quadrant)

Risk
Mitigated

(Systemic intervention

overrides behavioral
bias)
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The linguistic framing of regulatory findings directly dictates
provider behavioral reactions.

Gain Frame Loss Frame
1
Maintaining compliance ensures Failure to fix this will result in a
you keep your ‘Five-Star’ rating. $500 fine.
J)
Psychological Result: Promotes stable, S Psychological Result: Triggers defensive,
risk-averse behavior. risk-seeking behavior.
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The fundamental architecture of
systemic risk assessment.

Feature Prospect Theory Fiene's Matrix

Primary Field Behavioral Economics Reqgulatory Science / Licensing
Core Focus Individual decision-making Systemic risk management
View of Risk Subjective and biased Objective and manageable
Role of Certainty A psychological preference A goal for institutional stability
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Behavioral psychology is the unseen engine
driving the machinery of regulatory compliance.
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Kahneman in his regulatory models, the logic of
Prospect Theory is essentially the engine that
makes Fiene’s risk-based monitoring necessary.”
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“While Fiene doesn’t always explicitly cite
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