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This paper empirically investigates how pension liabilities affect the cost
of equity. The impact of this internal borrowing on the cost of equity might be smaller than that of
regular debt because employees may prefer to share risk with shareholders and avoid financial
distress to protect the value of their human capital. Combined with the fact that that managers have
wider discretions over internal liabilities, such risk-sharing aspect of internal liabilities can
mitigate the increases in the cost of equity associated with financial leverage. We verify this
hypothesis by using the sample of Japanese firms in which firms effectively borrow substantial money
from their employees in the form of lump-sum severance payments and underfunded pension plans. We
find that the impact of internal borrowing on the cost of equity is substantially smaller than that
of regular debt and especially so among firms with long-term employment.
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