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Introduction
―Perhaps the most robust finding in the psychology of judgement is that people are
overconfident.‖ (De Bondt and Thaler 1995)
―Overconfidence is not only marked but universal.‖ (Griffin and Varey 1996)
―No problem in judgement and decision making is more prevalent and more potentially
catastrophic than overconfidence.‖ (Plous 1993)
―Self-confidence is the fundamental basis from which leadership grows.‖ (Dao 2008)

Very rarely, would academics make such grandiose claims unless the studied
phenomenon is one of great interest, fascination and perhaps strong feelings. This essay aims
to critically and thoroughly explore existing research and propose a new perception of
overconfidence in behavioural corporate finance (BCF) and its impact on shareholders.

After an introduction into the area, first, the context within which overconfidence
manifests itself will be presented. Second, the challenges of researching the cognitive bias will
be analysed. Third, additional complications stemming from the characteristics of modern
capital markets will be discussed. Then, the implications of the observations will be outlined.
Finally, new directions for research and concluding thoughts will be presented. The scope of
analysis is determined by the overarching question about overconfidence and its impact on
shareholders.
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Traditional Finance
Traditional finance theory is grounded on strong assumptions such as: full rationality,
self-interest, maximisation of expected utility (Fairchild 2007). In the domain of corporate
finance the traditional approach (value-based management) is based on three key concepts
(Shefrin 2001):
1) Rational behaviour (Simon 1955, 1957; Muth 1961; Ellis and Harper 1975)
2) The capital asset pricing model (CAPM) (Sharpe 1963, 1964; Lintner 1965)
3) Efficient markets (Fama 1965, 1968; Malkiel and Fama 1970)

Specifically, the responsibilities of managers in the domain of corporate finance focus on
three key decisions (Brealey et al. 2006):
1) Investment decision (capital budgeting) (Hirshleifer 1958; Myers and Majluf 1977)
2) Financing decision (capital structure) (Modigliani and Miller 1958; Myers 1974; Fairchild
2003)
3) Payout policy (Jensen 1986; Fairchild 2006, 2010; Ofer and Thakor 1987)

However, corporate finance also deals with strategic choices regarding working capital
(Scherr 1989), investment banking activities such as capital raising and corporate restructuring
(Booth and Smith 1986; Mayer 1988; Harrison and Bluestone 1990; Hoskisson and Turk 1990)
and financial risk management (Doherty and Doherty 1985; Smith et al. 1989). Additionally, top
level managers usually make decisions regarding new markets entry and innovation
(Burgelman 1988; Foxall and Foxall 1984), accounting policies (Benston 1967; Cooper and
Sherer 1984) and manage market expectations (Ajinkya and Gift 1984; Cotter et al. 2006).

The next section is going to explore how relaxing some of the strong assumptions
underlying traditional views and embracing the imperfection of human decision-making allows
for a new perspective. An exploration through the lenses of Behavioural Finance provides a less
precise yet much more realistic account of the rationale underlying many of the aforementioned
decisions.

Behavioural Finance
Behavioural finance (BF) typically is defined as a multi-disciplinary approach which
combines traditional finance, psychology and sociology with the objective to provide a better
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understanding of empirically observed anomalies inconsistent with standard views (Ricciardi
and Simon 2000).

Behavioural corporate finance (BCF), specifically, explores how psychological biases
affect corporate finance decisions (Fairchild 2007). Two typical approaches for studying the field
include treating either managers or investors as irrational (Baker et al. 2004)

The first approach focuses mainly on actions driven by discrepancies between
fundamental and market values caused by investor biases. Managers are tasked with finding
the balance between three conflicting goals: maximise fundamental value, maximise market
value, exploit mispricing to transfer wealth to long-term investors (Baker et al. 2004). Academics
have traditionally focused on:
1) Catering models (dividend decision is driven by investor demand as opposed to firm value
maximisation) (Baker and Wurgler 2004; Li and Lie 2006)
2) Timing models (managers exploit temporary stock mispricing to transfer wealth to long-term
investors) (Isagawa 2002; Cook et al. 2004)
The main focus, however, is on the second approach – irrational managers. As opposed
to traditional finance which explores mainly agency problems and informational asymmetries,
BCF focuses on the effects of psychological decision-making imperfections (Fairchild 2007).
(Kahneman et al. 1982; Kahneman and Tversky 1973, 1979, 1982 for depth on heuristics and
biases) These are typically classified in three main categories (Shefrin 2007) and this essay will
focus on the effect of one particular phenomenon – Overconfidence (Figure 1).
Figure 1. Decision making imperfections and essay scope
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Overconfidence Research
Overconfidence (Pulford 1996 – for an in-depth review and exploration of overconfidence
in human judgement) is perceived as one of the ‗most meaningful concepts in modern
behavioural finance‘ and a ‗well-developed psychological theory‘ (Skala 2008, p.33). This
section is going to:
1) Attempt to define the term
2) Provide a summary of common measurement and testing procedures
3) Identify relationships between overconfidence and corporate decisions
4) Briefly review the methods employed to study overconfidence

Definition
Overconfidence is traditionally described as occurring ‗when the confidence judgements
are larger than the relative frequencies of the correct answers‘ (Gigerenzer et al. 1991, p. 506).
Furthermore, Moore and Healy (2007) identify three distinct ways in which overconfidence is
defined in research literature (Figure 2).
Figure 2. Definitions and Types of Overconfidence

Moore and Healy (2007) note that despite the importance of distinguishing between
different types of overconfidence (Kwan et al. 2004) researchers routinely treat them as the
same (Barber and Odean 2001; Daniel et al. 1998; Malmendier and Tate 2005). Developing
their argument, they also identify three problems with research on overconfidence:
1) Lack of clear distinction between overestimation and overprecision
2) The underconfidence of some participants in studies distorts results
3) Inconsistencies stemming from task difficulty (easy tasks lead to overplacement and v. v.)

4

However, contrary to the third observation, previous studies (Arkes et al. 1987;
Lichtenstein and Fischhoff 1977; Sniezek et al. 1990) have showed that overconfidence is
generally more prevalent in judgements that are moderate or hard in difficulty – the hard-easy
effect (Gigerenzer et al. 1991, p. 506). Furthermore, Pulford (1996) exhaustively details a
number of factors that can influence overconfidence among which: experience, motivation of
study subjects, moods, sex differences and representation of tasks/questions.

Additionally, Van den Steen (2011) demonstrates that overprecision can occur in
Bayesian-rational agents not as a result of overconfidence but because of assigning different
weights to pieces of information.

Even more questionable is the prevalent assumption that overplacement can be used on
its own to show overconfidence. Benoit and Dubra (2011) demonstrate that ‗misconfidence‘ can
also be fully consistent with rational Bayesian updating. The authors conclude that if better than
average data cannot prove overconfidence in rational population it certainly cannot be indicative
in a less rational one. Furthermore, they pose that it is possible that people are irrational but not
overconfident. Taking the argument a step further can imply the possibility of purely rational
overconfidence. But if overconfidence can be so natural is it reasonably classified and studied
as a bias in the BCF domain?

Importantly, these observations call into question the credibility of overestimation and
overprecision as overconfidence proxies and challenge the prevailing perception of
overconfidence as a bias.

Measuring and Testing
Confidence is often measured as an estimate of the subjective probability one assigns to
the correctness of an answer and overconfidence is said to occur when the proportion correct is
less than the subjective probability (Pulford 1996) (Figure 3).
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Figure 3. Example of a Calibration Curve (adapted from Pulford 1996)

However, the magnitude or even the existence of the bias can be influenced by the way it
is measured and importantly several potential problems have been identified (Figure 4).
Figure 4. Problems with Measuring Overconfidence (developed from Pulford 1996)

In BCF, specifically, empirical studies tend to employ a variety of proxies (Li and Zhang
2012) (Figure 5).
Figure 5. Overconfidence Proxies in BCF
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While researchers have attempted to justify the usage of these proxies for
overconfidence, a critical evaluation can challenge their validity (Figure 6).
Figure 6. Limitations of Common Proxies

An important takeaway from this section is that measuring overconfidence can be a great
challenge for researchers and some of the employed methods in the BCF domain are
questionable at best.
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Overconfidence and Corporate Decisions
As hinted in the section introduction, key corporate judgements in the domain include:
investment, financing and payout policy; working capital and risk management; investment
banking activities; growth and innovation decisions; market expectations management. This
section will provide an overview of some of the observed relationships between overconfidence
and key corporate actions and their likely impact on shareholders.

Existing research on overconfidence in corporate finance is abundant and it is beyond
the scope of this essay to capture all of it but the following figures and brief comments attempt
to present some key pieces and their implications.

Figure 7. Overconfidence and the Financing Decision

Traditionally perceived as largely negative, more recent studies have proposed that
through its effects on corporate decisions, overconfidence can potentially impact shareholders
in a positive way.
Figure 8. Overconfidence and the Investment Decision

Again, it appears that there is no consensus with traditional views leaning on the
negative side and more recent work highlighting potential benefits.
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Figure 9. Overconfidence and the Payout Policy

The variety of opinions and findings continues when it comes to the impact of
overconfidence on shareholders through the decision how much cash to distribute and in what
form.
Figure 10. Overconfidence and Corporate Restructuring

It appears that changes in attitudes towards mergers and acquisitions resulting from the
cognitive bias can also affect shareholders in either ways.
Figure 11. Overconfidence and Accounting Practices / Expectations Management

While some effects of overconfidence on accounting practices have been observed, the
impact on shareholders has either received little attention or is non-existent.
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Figure 12. Overconfidence and New Opportunities

Decisions regarding new opportunities can also be influenced by the bias resulting in
negative or unclear impact on shareholders.
Figure 13. Overconfidence and Other Areas

Finally, the effect of overconfidence in other areas has also been identified but a
consensus regarding its impact on shareholders is yet to be reached.

Research Methods
Evaluating sufficient amount of literature in the field would reveal that there are several
main approaches.

A great proportion of the studies employ rigorous regression analysis which allows them
to establish a relationship between a proxy of overconfidence and a specific variable. However,
claiming that the cognitive bias is the cause of the observed behaviour would mean ignoring
that: correlation does not imply causation.

Few studies embrace an alternative approach such as equations modelling in addition to
least square regressions (Sudarsanam and Huang 2006) or a numerical simulation with
thousands of trials (Johnson and Folwer 2011).

Some researchers have embraced long-term event studies (Barber and Lyon 1996;
Barber et al. 1999; Fama 1998) but they are subject to bad model errors stemming from 10

sensitivity to different methods of calculating return, new listing and rebalancing bias and crosssectional dependence (Andrikopolous 2009).

Another popular method embraces economic models as a technique to represent
expected behaviour. However, models are merely ‗simplified descriptions of reality‘ and they
attempt to describe the behaviour of rational agents (Ouliaris 2012). Additionally, typically a
good model is said to be the one that can consistently flag levels of risk that require response.
Given that BCF attempts to deviate from overly simplified representation of the real world and
embraces the fact that managers can be irrational it is questionable how reliable can be results
obtained from modelling.

On a more conceptual level a lot of research takes the form of just studying the effect of
overconfidence on a specific judgement (Figure 14).
Figure 14. Typical form of Research

Few studies take the step of evaluating the potential impact on shareholders (Figure 15).
Figure 15. The Next Step

Even fewer studies explicitly aim to study the impact of overconfidence on shareholders
from the onset in a methodological and thorough way. For example Slothouber (2010) (Master
Thesis - The influence of CEO overconfidence on firm value) claims that results consistently
indicate significantly positive influence on overconfidence on firm value.

However, as next

sections are going to reveal there may be a disconnection between firm value and market value
and it is questionable who is affected by changes in each.
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Other Complications
Intrinsic Value vs. Market Value
As demonstrated so far the effect of overconfidence on firm value can broadly be
described as ambiguous. A further complication in establishing a relationship or a causal link
arises from the persistent discrepancies between intrinsic firm value and market value (Graham
2009; Buffett 2001). Even if managerial overconfidence can increase firm value, this will only
benefit shareholders if the effect translates into higher share price (market value).

Conflicting signals
As demonstrated previously, managerial overconfidence can result in excessive cash
hoarding and reluctance to pay dividends (Chen et al. 2011; Huang et al. 2011). Apple Inc., the
largest company in the world by market capitalisation for a period, was recently sued as part of
a plan to entice the firm to distribute more of its $137Bn cash pile (McCrum 2013). While this
can be treated as a signal of overconfidence, Apple has been discussed for years as a
company providing very conservative earnings guidance (Zaky 2011). This is in stark contrast
with the observation that overconfident managers are more aggressive in their estimates (Hribar
and Yang 2010; Ahmed and Duellman 2012). It appears that apparent manifestations of
overconfidence can similarly be interpreted as indications of its absence.

Who are the managers?
Another complication in the analysis arises from the fact that the most detrimental impact
on shareholders‘ wealth can occasionally be caused by the overconfidence of an individual
distantly away from the corporate boardroom:
1) Société Générale‘s shareholders lost approximately $7Bn in 2007 because of the rogue
trader Jerome Kerviel (Clark and Jolly 2008)
2) UBS‘s shareholders lost over $2Bn in 2011 because of the rogue trader Kweku Adoboli
(Jordans 2011)
3) JP Morgan‘s shareholders lost approximately $2Bn in 2012 because of a rogue trading
incident that was nicknamed the London Whale (Pollack 2012)
4) Goldman Sachs‘s shareholders were at risk of losing $8.3Bn in 2007 because of
unauthorised trading position exceeding internal risk limits (LaCapra and Raymond 2013)
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Who is the shareholder?
In research it is often assumed that it is clear what is meant by ‗shareholders‘ and their
time-horizon is not explicitly defined. However, this is a significant hurdle to establishing the
impact of overconfidence on shareholders and whether it should be eliminated. As a result of
approximately 170-fold increase in equity trading between 1980 and 2006, the average shareholding period has fallen from around 10 years to less than on year (Kublbock et al. 2010). More
recent research claims that this period is closer to four months (El Hassan 2012). However, with
estimates that between 40% and 90% of US stock markets‘ daily trading activity is generated by
algorithms (high-frequency trading), one widely repeated statistic is that the average holding
period for American stocks is 22 seconds (Emporium 2012). Even if this estimate is a bit
extreme it challenges classic conventions regarding what is meant by the ‗shareholder‘.

So, what is the impact on shareholders?
With a thorough investigation of existing studies and drawing on relevant real-world
examples the preceding discussions raised several important issues with the research of
overconfidence and its effect on shareholders (Figure 16):
Figure 16. Issues with Studying Overconfidence

In light of the presented observations, it appears that managers‘ overconfidence can well
be a phenomenon that has little or no effect on shareholders and should therefore be of little
concern. However, given that this cognitive bias is far too interesting and exciting for
researchers it is perhaps more reasonable to propose new directions for study rather than
suggest putting it to rest.
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What is the alternative?
As a first step, currently employed approaches can be strengthened by embracing one or
several of the following:
1) More narrowly defined and testable definition of overconfidence
2) Limit study scope to individual firms where the presence of the bias can be established
through more rigorous testing
3) Use more qualitative methodologies – e.g. interviews, focus groups
The next interesting step can be what here will be called ‘closing the feedback loop‘ –
i.e. take the approaches conceptualised in Figure 14 and Figure 15 a step further – explore how
the actions and behaviours of market participants triggered by the supposed consequences of
managers‘ overconfidence can in turn affect managerial behaviour (Figure 17).
Figure 17. Closing the Feedback Loop

Perhaps a suitable technique can be to construct influence diagrams (compact visual and
mathematical representations of a decision situation – generalised Bayesian networks) (Howard
et al. 1983) depicting and unpacking factor interactions. These have been used for modelling
low probability/high consequence events (Luxhøj and Coit 2006) and can potentially be
extended to corporate decision-making. Previously it was argued that economic modelling may
not be a suitable method of studying overconfidence – partly because of the assumptions and
partly because the complexity of some mathematical models can alienate the average reader.
However, influence diagrams conveniently overcome these limitations by offering a common
graphical language that can be interpreted both by professionals and lay-people while
incorporating in-depth technical information if necessary (Howard and Matheson 2005).
Finally, when describing beliefs people would occasionally say ―I am confident‖, which by
and large implies 100% subjective probability. Given that a simple search on Google yields
sufficient number of articles where corporate leaders have used a similar expression, an
interesting new direction of research may be to evaluate stock price reactions immediately
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following such statements. Occasionally, a CEO would even openly admit that an outcome has
been caused by the effect of overconfidence (Kopecki et al. 2012) which presents an excellent
opportunity for researchers to study the event and develop robust findings.

Final Words
While overconfidence is an exciting and extensively researched phenomenon it is also
one which is very hard to study because of difficulties to define, measure and test it.
Nonetheless, studies in the domain of BCF have accomplished a lot to illuminate this exciting
research domain. However, the supposed effects of overconfidence remain diverse and
ambiguous. Additionally, translating implications to the real-world and evaluating the impact on
shareholders is even more complicated because of the unique characteristics of modern capital
markets.

Embracing a new research agenda and tailoring studies more closely to the present
market realities can provide even more meaningful and tangible insights. Insights which may
finally be able to provide a definitive answer to the question whether managers‘ overconfidence
is good or bad for shareholders and whether it should be eliminated.
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