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Conventional wisdom suggests that large outside shareholders help to restrict insider opportunism and, hence, are more beneficial when the agency problem is more severe. Thus, if a firm chooses its ownership structure so as to minimize the agency cost, firms with more potential for expropriation of shareholders by insiders, are more likely to have an outside blockholder. Our model predicts that under asymmetric information about the entrepreneur’s ability/propensity to extract private benefits the outcome may be the opposite: ownership structures with an outside blockholder are chosen by the entrepreneurs that are less capable/willing to extract private benefits. Selling a large stake to an outside blockholder who would monitor the entrepreneur allows a «good» entrepreneur to separate himself from a «bad» one. Thus, our work provides a theoretical explanation to the empirical observations that the presence of an outside blockholder is positively correlated with firm value and, thereby, contributes to the endogeneity debate in the ownership-performance empirical literature. Our model suggests that the documented positive relationship may arise not due to a direct effect of blockholder monitoring on firm value, but because entrepreneurs with low propensity to self-deal choose to attract an outside blockholder.

