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		Abstract

		Limited liability is valuable because it provides equity holders the option to exit when faced with negative cash flows. However, when two firms merge, it is less likely that the aggregate cash flows will be negative since the negative cash flows of one firm may be offset by the contemporaneous cash flows (if positive) of the other firm. This reduces the value of the exit option. This loss in value translates into a gain to stakeholders with fixed contractual arrangements with the individual firms. To the extent that equity holders are unable to recover these gains (transfers), they are worse off by merging. This may at least partly explain recently documented observations that there is value loss from diversification, value gain from splitting up an existing firm, and that the value loss is higher in the case of diversification into unrelated industries. It may also explain why Tobin's q of a merged firm may be lower than the weighted average of the q's of its individual units as independent firms. In addition, because the negative cash flows of some projects can cannibalize the positive cash flows of other projects, the value and riskiness of an identical project will be different for firms with different assets-in-place. Thus, the value of a project as stand alone may be irrelevant for a firm's investment decision. When extended to a dynamic setting, the possibility of cross- cannibalization generates additional real effects by impacting the investment timing decision of firms differently depending on their existing assets. For instance, when a firm invests in a project in an unrelated industry, its entry and exit decisions differ from that of a firm in the same industry as the project. This results in a higher value loss for the firm entering the unrelated industry both because of higher cannibalization risk and of the differential impact on investment timing.j 
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