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Why are there so many overconfident CEOs? 

• Observe: Many CEOs are 
‘overconfident’ according to some 
metrics (Malmendier and Tate, 2005, 
2008; Malmendier et al, 2011; 
Banerjee et al, 2015; Humphery-
Jenner et al, 2016)

How does this happen?

CEO – Why???
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Motivation -- Good Side
• Confidence is a critical ingredient of success in a wide range of domains 

(see e.g., Johnson and Fowler, 2011).
• Helps generate a self-fulfilling prophecy in which exaggerated confidence actually 

increases the true likelihood of success

• Important in innovative industries -- overconfidence can encourage managers to 
invest in innovation (Galasso and Simcoe, 2012; Hirshleifer et al, 2013)

• Moderate levels of confidence (c.f. high overconfidence) can improve decision-
making both theoretically (Goel and Thakor, 2008), and empirically (Pikulina et al, 
2013)

• “Over-optimism” (which is related to over-confidence) can encourage managers 
to work harder to meet their optimistic forecasts (Hilary et al, 2013)
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Motivation Not-So-Good Side

• Overconfidence has several negatives: faulty assessments and 
unrealistic expectations (i.e., underestimating risks and overestimating 
returns), leading to
• Suboptimal corporate decision making (Dittrich et al, 2005)

• Overinvestment/risk-taking (Malmendier and Tate, 2005), including hubristic 
takeovers (Malmendier and Tate, 2008), and excessively `sticky' SG&A (Chen et 
al, 2013)

• Lower firm value and performance (Malmendier and Tate, 2005, 2008; Banerjee 
et al, 2015)

• Sub-optimally low dividends (Deshmukh et al)

• Greater litigation risk (Banerjee et al, Forthcoming)
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Implications/ hypotheses
• At CEO selection stage, boards lack full information (Zajac, 1990; Zhang, 2008)

• Information asymmetry (IA) still exists when selecting an internal candidate as a CEO 
role differs from other roles (Zhang and Rajagopalan, 2004)

• This IA can cause boards to misinterpret signals about candidates skills

• OC execs more likely to send signals that might cause boards to confuse luck with skill
• OC execs tend to take more risk (see e.g., Banerjee et al, 2015)
• Overinvest (following Malmendier and Tate, 2005, 2008; Kolasinski and Li, 2013) 
• Enter new markets without sufficiently heeding competition (Moore et al, 2007)

• Luck with such risk-taking could be disproportionately rewarded given that execs are 
asymmetrically rewarded for successes but not punished for failures (see e.g., on 
acquisitions: Harford and Schonlau, 2013)

Hypothesis 1: If firm has more OC execs, more likely to make internal appointment

Hypothesis 2: When appointing internally, more likely to choose an OC individual
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Implications/ hypotheses (cont.)

Why are such hiring errors more likely?

• Busy boards
• Busy boards (with directors on multiple other boards) have less time to spend on the subject 

company (Masulis and Mobbs, 2014)
• This can reduce value in the company (companies) they neglect

• Entrenched boards 
• Entrenchment enables directors and executives to make-self interested decisions and/or 

exercise less discipline (i.e., shirk) when making them (Bertraind and Mullainathan)
• This can destroy value (see e.g., Masulis et al, 2007, 2009; Harford et al, 2012)
• Shirking might cause the board to spend less time than is optimal disentangling luck from skill 

Hypothesis 3: Likelihood of appointing OC higher in busy board

Hypothesis 4: Likelihood of appointing OC higher in entrenched board
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Data (1)

• Datasets
1. Firm-level: Choosing whether to appoint an internal CEO or an external CEO

2. Executive level: Cross-sectional sample to examine which internal CEO is 
appointed

• Identify all turnover events between 1994 and 2011 that involve 
Execucomp (i.e. S&P 1500) companies: 3188 turnover events

• In each turnover event, we collect data on the `seasoned' executives 
(executives who are there for at least one year): 8016 executives
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Data (2)

• Overconfidence measures
• Follow Malmendier and Tate (2005, 2008) option-based measures of overconfidence
• Logic: an executive's human capital is undiversified and is concentrated in her company.
• Thus, a rational, risk-averse executive will want to cash-out her options early to reduce 

her risk exposure, while an overconfident executive might not.

• Reported continuous measure: “Confidence(t)”: Calculated as

Confidence 𝑡 =
Value per vested option (𝑡)

Price (𝑡)
• Value-Per-Vested-Option(t) = (Estimated Value of In-the-Money Unexercised Exercisable 

Options (Fiscal Year-End Stock Price) / Unexercised Exercisable Options for an executive 
in year t

• Robustness: Holder67, Ranking of executive in the company
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H-1: OC and the internal/external decision

• Expect that OC executives are more likely to be promoted to CEO →
Firms with execs who are more OC will be more likely to hire internally

• Logit model to examine likelihood of internal hire:
ℎ𝑖 = 𝛼 + 𝒆𝑖𝛽 + 𝒙𝑖𝜃 + 𝜆𝑡 + 𝜖𝑗

• Where, ℎ𝑖 is an indicator that equals one if the company hires 
internally in turnover event 𝑖 , 𝒆𝑖 is a vector of executive-level 
characteristics associated with turnover event 𝑖 , 𝒙𝑖 is a vector of firm-
specific characteristics (including industry dummies) in turnover event 
𝑖 and 𝜆𝑡 is a set of year dummies.
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H1: Insider appointment

One S.D. increase in “Confidence” 
Increases likelihood of internal hire
By 8.88%

Note: 
• Logit models
• Controls suppressed
• Year and SIC 2D FE
• Robust to an OLS LPM
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H-2: OC & selection of internal candidates

• We examine which internal executive is more likely to be appointed to CEO

• Use a conditional logit model: Why?
• Conditional logit accounts for grouping of executives by firm: Isolates executive-specific 

factors (i.e. eliminates firm-characteristics)
• Conditional logit accounts for the decision that firms make - between executives that 

are available to them at that turnover event (i.e. we should not compare the executives 
for event 𝑗 at time 𝑡 with the executives for event 𝑘 at time 𝑡 + 𝑛)

• Model is of the following form:
ℎ𝑖,𝑗 = 𝛼 + 𝒄𝑗𝛽 + 𝒙𝑗𝜃 + 𝜀

• Look at different sub-samples to examine role of OC in different companies

• Check that independence of irrelevant alternatives (`IIA') assumption holds by 
iteratively examining whether coefficients change when omitting a random 
alternative
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H2: Baseline

One S.D. increase in confidence associated with
5% increase in being selected as CEO

Economically meaningful as firms have 4 plausible 
Internal candidates on average, so one S.D increase
In confidence increases hiring chance from 25% to
30% (i.e., a one fifth increase)
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H-3: Board Busyness
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H-4: Governance / Entrenchment (ATPs)
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Conclusion 

• We analyze why overconfident CEOs are so prevalent 

• We look at the CEO selection stage

• Hypothesize and show that 
• Preponderance of OC individuals increases likelihood of an internal hire

• When hiring internally, more likely to select an OC individual 

• Effect is strongest with busy boards and entrenched boards (i.e., where oversight 
might be lesser)
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Selected Robustness Tests



Robustness – Holder X measure
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Succession plan related issues
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Family firms
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