Overconfidence and Excess Entry: An Experimental Approach

By CoLiN CAMERER AND DAN LovaAaLLO*

Psychological studies show that most peo-
ple are overconfident about their own relative
abilities, and unreasonably optimistic about
their futures (e.g., Neil D. Weinstein, 1980;
Shelly E. Taylor and J. D. Brown, 1988).
When assessing their position in a distribution
of peers on almost any positive trait—like
driving ability (Ola Svenson, 1981), income
prospects, or longevity—a vast majority of
people say they are above the average, al-
though of course, only half can be (if the trait
is symmetrically distributed).'

This paper explores whether optimistic bi-
ases could plausibly and predictably influence
economic behavior in one particular setting—
entry into competitive games or markets.
Many empirical studies show that most new
businesses fail within a few years. For exam-
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! There are interesting exceptions—most people de-
murely say they are not in the very top decile or quintile,
but merely above average; for many traits, women are less
optimistic than men (and even overly pessimistic; e.g.,
Eleanor E. Maccoby and Carol N. Jacklin, 1974); and
clinically depressed patients are not optimistic (e.g.,
Lauren B. Alloy and Anthony H. Ahrens, 1987). The lat-
ter finding calls into question the common psychiatric pre-
sumption that ‘“‘realistic’’ people are well adjusted and
happy, and also raises the question of whether unrealistic
optimism might be evolutionarily adaptive (e.g., Lionel
Tiger, 1979) or socially beneficial (Giovanni Dosi and
Lovallo, 1997). Michael Waldman (1994) shows how
such optimism could be evolutionarily stable, and men-
tions conditions under which gender differences like those
observed empirically could arise.
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ple, using plant-level data from the U.S. Cen-
sus of Manufacturers spanning 19631982,
Timothy Dunne et al. (1988) estimated that
61.5 percent of all entrants exited within five
years and 79.6 percent exited within ten years.
Most of these exits are failures (see also Dan-
iel Shapiro and R. S. Khemani, 1987; Dunne
et al., 1989a, b; Paul A. Geroski, 1991; John
R. Baldwin, 1995).

Some possible explanations for the high rate
of business failure are reviewed below. In this
paper we consider the hypothesis that business
failure is a result of managers acting on the op-
timism about relative skill they exhibit in sur-
veys (e.g., James March and Zur Shapira,
1987). This hypothesis is worth exploring be-
cause it is consistent with so much psychological
evidence, and because optimistic overentry will
persist if the performance feedback necessary to
correct it is relatively noisy, infrequent, or slow.

The idea that overconfidence causes business
entry mistakes has, of course, been suggested
before (e.g., Richard Roll, 1986) but has not
been directly tested by measuring economic de-
cisions and personal overconfidence simulta-
neously. To link the two we created an
experimental setting with basic features of busi-
ness entry situations. In the experiments, the suc-
cess of entering subjects depends on their
relative skill (compared to other entrants ). Most
subjects who enter think the total profit earned
by all entrants will be negative, but their own
profit will be positive. The findings are consis-
tent with the prediction that overconfidence
leads to excessive business entry.

The experiments also develop a paradigm
in which business entry and other skill-based
competitions (e.g., labor-market tourn-
aments) could be studied further. The
paradigm extends typical economics exper-
iments by including a potentially potent
psychological variable—relative skill per-
ceptions—and also extends typical psychol-
ogy experiments on overconfidence by
adding financial incentives for judging one’s



