Overconfident CEOs prefer short-term debt
M blogs.Ise.ac.uk

2/3/2016
Debt maturity represents an important dimension of corporate financing policies. Inferior debt maturity

structure can lead to suboptimal liquidation of the firm. The impact of firm characteristics on the choice of debt
maturity structure is well understood. More recently, studies have turned to examine how the personal
characteristics of corporate executives affect debt maturity decisions. This makes intuitive sense since executives
are the ultimate decision-makers. Our study relaxes the assumption of executive rationality to examine whether and
to what extent a specific type of behavioural bias, namely CEO overconfidence, affects a firm’s debt maturity
structure.

The overconfidence concept stems from the notion of a “better-than-average” effect. That is, when individuals self-
assess their relative skills or personal traits, most overestimate their own abilities and consider themselves to be
above the average at a particular skill or consider themselves more likely to be described by desirable attributes. For
example, a psychology experiment shows that the vast majority of people believe their driving skills is better than an
average individual. For corporate executives, overconfidence means they generally overestimate future firm
performance under their leadership.

In academic research, executive overconfidence has been shown to have substantial impact on corporate decision-
making. For example, firms with overconfident CEQ’s are more likely to undertake value-destroying acquisitions,
have higher leverage and engage in more share repurchases.

We argue that overconfident CEOs prefer short-term debt. This is because they overestimate the probability that
they can refinance short-term debt with lower costs as the firm is believed to be successful in the future. We conduct
our empirical analysis in the US market with a sample of 4,309 firm-year observations from 2006 to 2012, and
confirm that overconfident CEOs prefer short-term debt.

Empirically, measuring CEO overconfidence is not an easy task as it cannot be observed directly. Our empirical
proxy for overconfidence is based on CEOs’ revealed beliefs reflected in their option exercise behaviour. CEOs
receive a large amount of stock and option grants as part of their compensation package, besides, their human
capital invested in the firms. As a result, CEOs are highly exposed to their firms’ idiosyncratic risks. To diversify their
human capital risk, non-overconfident CEOs should exercise those sufficiently in-the-money options early.
Nevertheless, a non-trivial subset of CEOs persistently fails to exhibit such exercise behaviour which suggests that
they are overconfident about future firm performance. Accordingly, we classify CEOs as overconfident if at least
once in their tenure, they hold a deep in-the-money option until its final year. Using this classification method, we are
able to identify 371 out of 1298 overconfident CEOs (i.e., almost 30%).

As shown in Table 1, a simple comparison of debt maturity structures between firms with non-overconfident and
overconfident CEOs reveals that the overconfident group prefers shorter debt maturity. This finding is strongly
robust to more rigorous methods (e.g. multivariate regression).

Table 1. Debt Maturity Comparison between Non-overconfident and Overconfident CEOs
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MNon-overconfident Overconfident

CEQOs CEQs
Debt Maturity Measures Mean Median Mean  Median
Proportion of debt due within 1-year 16.4% 6.7% 192.5% 8.6%
Proportion of debt due within 2-year 25.4% 16.1% 29.3% 19.3%
Proportion of debt due within 3-year 35.4% 26.9% 40.0% 32.1%
Proportion of debt due within 4-year 46.6% 40.0% 50.8% 46.1%
Proportion of debt due within 5-year 58.0% 54.2% 62.2% 60.9%

Upon closer scrutiny, we find that the main channel of short-term debt used by overconfident CEOs is driven by
newly-contracted short-term debt (due within 12 months) rather than the maturing of previously-contracted longer-
term debt. To put this effect in context, a CEO being overconfident increases the average short-term debt from 7.9
percent to 10.4 percent, which represents close to a one-third increase in the short-term debt used.

Employing a higher proportion of short-term debt increases the liquidity risk of the firm. However, our study shows
that overconfident CEOs are not deterred by liquidity risk when borrowing the very short-term debt.

Our study helps further bridge the gap between behavioural finance and corporate financial decision-making, and
contributes to our understanding of corporate debt maturity at the individual decision-maker level, rather than at the
industry or firm levels as focused by many of the prior studies.
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Notes:

e This post is based on the paper CEO overconfidence and corporate debt maturity, Journal of Corporate
Finance, Volume 36, February 2016, Pages 93—110. Also available on SSRN and in a technical executive
summary.

e This post gives the views of its author, not the position of LSE Business Review or the London School of
Economics.
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