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ABSTRACT 

The limitation of executive compensation has been a matter of public and policy debate for 

at least 20 years. We examine a first-time regulatory action where the deductibility of the 

total value of executive compensation is unavoidably limited. We find no average effects 

on pay growth for executives. However, pay growth decreases for new executives and very 

distinct groups of incumbent managers, indicating that they are affected by the deductibility 

limit. Additionally, the contract durations of incumbent executives decrease after 

renegotiation. We further find that affected firms experience cuts in investment and 

research and development. Our results could shed light on other reforms, such as the Tax 

Cuts and Jobs Act of 2017, indicating that the effectiveness of such reforms in restricting 

executive pay is rather limited. 
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I. INTRODUCTION 

This paper examines the effect of corporate taxes on executive compensation. Fueled by the 

heated debate about inequality and executive pay (e.g., Piketty and Saez 2003), as well as strong 

media attention, policymakers around the world have tried several tax instruments to address this 

issue. For example, in 1993 the U.S. Internal Revenue Code (IRC) introduced Section 162(m), 

which limited the tax deductibility of non–performance-based remuneration components. In 2009, 

the U.K. implemented a special bonus tax. However, because these rules affected only certain 

compensation components, firms and managers have been able to circumvent these regulations by 

changing the composition of compensation (Hall and Liebman 2000; Rose and Wolfram 2000; 

Murphy 2013). Hence, whether corporate taxes affect total compensation cannot be inferred from 

prior literature—e.g., see Balsam and Ryan (1996, 2007, 2008) and Perry and Zenner (2001) for 

U.S. Section 162(m), Bird (2018) for Canada, and Ehrlich and Radulescu (2017) for the U.K.—

and since income-shifting responses are typically stronger than real consequences (Slemrod 1995). 

We explore a deductibility limit on all compensation components that cannot be avoided by 

a simple restructuring of financial incentives. We can thus shed light on the question of whether 

tax instruments affect executive compensation. Specifically, by examining the response of 

executive compensation to such a comprehensive limit on tax deductibility, we contribute to the 

literature on executive compensation (e.g., Murphy 2013; Edmans and Gabaix 2016; Edmans, 

Gabaix, and Jenter 2017). In 2014, Austria introduced a deductibility limit for executive 

compensation that affected all remuneration components. To illustrate the significant increase in 

the tax burden, consider an executive with a total compensation of EUR 1,000,000. At the Austrian 

tax rate of 25%, the firm's after-tax cost is EUR 750,000. The 2014 reform limits the deductibility 

to EUR 500,000. This limit increases the firm's after-tax cost to EUR 875,000 (= EUR 1,000,000 

– 25% × EUR 500,000). This corresponds to an increase in after-tax costs of almost 17% to hire 
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executives, making it substantially more expensive to maintain pre-reform incentive structures. On 

average, the increased tax burden for Austrian firms in our sample accounts for approximately 4% 

of a firm’s income taxes payable. Hence, there is a large increase in the after-tax costs of hiring a 

top manager, for both the individual contract and the whole executive management board. The 

2017 U.S. Tax Cuts and Jobs Act (TCJA) introduced a similar limit to the tax deductibility of 

executive compensation. However, since the TCJA contemporaneously changed many corporate 

tax provisions, reduced the federal corporate tax rate from 35% to 21%, and comprised substantial 

changes in personal income taxes, isolating the effect of limited tax deductibility using the TCJA 

is empirically challenging.1 In Austria, there are no contemporaneous corporate or personal income 

tax changes that could blur the identification: the Austrian reform restricts the tax deductibility of 

total compensation above EUR 500,000 while keeping, for example, the statutory corporate tax 

rate constant. We use the Austrian case to examine whether a deductibility limit can reduce the 

growth in executive pay. 

This question is important for at least two reasons. First, over the past decade, economists, 

policymakers, and the media have expressed increasing concerns about high executive pay (see, 

e.g., articles in The New York Times and The Economist);2 Piketty and Saez (2003) show that the 

increase in wealth concentration is “due to the very large rise of top wages since the 1970s.” 

Consequently, policymakers frequently discuss limiting the tax deductibility of executive 

compensation as a means to curb executive compensation or moderate social income inequalities. 

Second, our paper is directly related to the literature on executive pay (e.g., Balsam and Ryan 1996, 

2007; Balsam and Yin 2005; Gabaix and Landier 2008; Murphy 2013; Edmans, Gabaix, and Jenter 

                                                      
1 First examinations include DeSimone, McClure, and Stomberg (2020) and Luna, Schuchard, and Stanley (2020). 
2 “Letter from Washington: As U.S. rich–poor gap grows, so does public outcry,” The New York Times, February 2007, 

https://www.nytimes.com/2007/02/18/world/americas/18iht-letter.4637416.html [last accessed 01/07/2021]; 

“Executive Pay in Europe – Pay Attention,” The Economist, June 2008, https://www.economist.com/business/2008/ 

06/12/pay-attention [last accessed 01/07/2021]. 
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2017; Ehrlich and Radulescu 2017; Bird 2018). One key advantage of our setting is that the tax 

deductibility limit cannot be avoided by changing the composition of executive compensation, as, 

for example, in case of Section 162(m) in the U.S. (e.g., Murphy 2013). Prior research on the effects 

of IRC Section 162(m) documents shifts in the compensation structure from higher-taxed non–

performance-based pay to lower-taxed performance-based pay (Hall and Liebman 2000; Perry and 

Zenner 2001; Balsam and Ryan 2007, 2008). Overall, total compensation levels and growth 

remained largely unaffected by the introduction of 162(m) (e.g., Balsam and Yin 2005). 

Although policymakers have clear intentions when limiting deductibility, that is, reducing 

executive compensation growth, the theoretical implications of a comprehensive deductibility limit 

on executive pay are less clear. The introduction of such a limit substantially increases the after-

tax costs of employment, putting pressure on a previously determined equilibrium in the market 

for managerial labor. Managers affected by the limited deductibility could bear part of the increased 

tax burden through an adjustment of their compensation. Since compensation is sticky due to 

contract durations of up to five years, such an adjustment will become apparent in decreased 

compensation growth over time. However, according to efficient contracting theory (Holmström 

1979; Grossman and Hart 1983), it is very likely that, because of their market power and specific 

skills and talents (e.g., Gabaix and Landier 2008; Terviö 2008; Kaplan, Klebanov, and Sorensen 

2012), managers might be able prevent changes in compensation. Put differently, due to their 

importance, the labor demand of firms could be relatively inelastic. Therefore, managers might not 

bear any of the tax burden. Instead, firm shareholders and other stakeholders could bear the 

additional tax burden stemming from the limited deductibility. In contrast to this view, the rent 

extraction view suggests that incumbent executives can capture the surplus of their work as rents, 

including tax benefits, such as the tax deductibility of compensation (e.g., Core, Holthausen, and 

Larcker 1999; Bebchuk and Fried 2003, 2004; Piketty 2014; Edmans, Gabaix, and Jenter 2017). 
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As after-tax costs increase, rents to extract decrease and, hence, we would also observe reduced 

growth in compensation following the of tax deductibility. Ultimately, whether a comprehensive 

tax deductibility limit for compensation affects executive remuneration is an empirical question. 

To examine how corporate taxes affect executive compensation, we use the unanticipated 

tax law change in Austria in 2014. Austria’s compensation policy, institutional environment, and 

economic conditions are comparable to those of the U.S. and other European countries. As an 

OECD country, Austria follows the OECD Principles of Corporate Governance, as do Canada, the 

U.S., U.K., Germany, or France. As in most countries, executive compensation in Austria 

comprises performance and non–performance-based components, but, in contrast to the U.S., 

equity-based pay, for example, via stock option grants, is uncommon in Austria. The introduction 

of limited tax deductibility for any type of compensation exceeding EUR 500,000 per employee 

per year and the resulting significant tax increase on executive labor provide a suitable setting to 

test whether executives or firms bear the corporate tax burden. We exploit this setting in a 

differences-in-differences (DiD) model that compares compensation changes of unaffected versus 

affected executives before versus after the reform. 

We collect data on executive compensation and contracts for all listed Austrian firms over 

the period 2012–2019. During this period, the corporate tax rate remained constant and corporate 

as well as personal income tax laws did not change significantly, except for the introduction of the 

tax deductibility limit. We combine these data with financial statement information from 

Worldscope. We find that the tax change did not affect financial incentives for incumbent 

executives. This nonsignificant finding is robust to a battery of robustness and sensitivity tests, 

including the use of Germany as an unaffected control country in a triple difference setting. 

While the average effect is nonsignificant, we document several instances of some 

executives bearing the burden of the limited tax deductibility in the form of reduced growth in 
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compensation. First, we document that growth in compensation declined for very high levels of 

pre-reform compensation and, thus, for high increases in tax costs. Second, we show that, relative 

to less experienced executives, more experienced executives are subject to reduced growth in 

compensation. This finding is consistent with the rent extraction view. Third, we show that 

executives of firms with either low dividend payout ratios, low growth opportunities, or low levels 

of tax avoidance also bear the burden of the deductibility limit in the form of reduced growth in 

pay. These results show that some but not all executives can be affected by the limited tax 

deductibility through reduced growth in compensation. 

In the next step, we explore the contract duration as another important compensation 

characteristic. Using data on contract lengths, we show that executives in Austria experience a 

decline in contract duration by about two months relative to executives in Germany. This result 

indicates an alternative way executives might bear the burden of limited tax deductibility. There 

appears, therefore, to be lower tolerance for the failure of affected executives, as apparent in 

reduced contract durations. We further explore the compensation of newly hired executives by 

comparing their compensation to that of their predecessors. Our results indicate that affected newly 

hired executives experience a decline in compensation relative to their predecessors. This finding 

shows that new executives can be affected by the deductibility limit. 

In the final step, we explore potential firm-level responses to the limited deductibility. For 

example, managers could reduce dividend payments, cut investments, pass on the costs to suppliers 

or customers, or increase tax avoidance to absorb the additional tax costs. Although this is not a 

complete list of potential responses, we explore these strategies and find evidence of reductions in 

capital expenditures and in research and development (R&D). There is no reaction in terms of 

payout, cash holdings, tax avoidance, or passing on the burden to customers or suppliers. Since the 

cut in investment is greater than the actual increase in the after-tax burden, managers appear to cut 
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investment also because of a reduction in exerted effort or because of temporally misaligned 

contracts, suggesting that this reform could be costly for shareholders. 

Our paper contributes to the literature in two ways. First, we contribute to the literature on 

corporate taxes and executive compensation (Hall and Liebman 2000; Rose and Wolfram 2000; 

Ehrlich and Radulescu 2017; Bird 2018). Contrary to previous reforms in the U.S. and the U.K., in 

the Austrian setting the limited deductibility of executive compensation is unavoidable and does 

not allow for substitution between compensation components. Specifically, previous literature on 

the effects of Section 162(m) focus on analysis predominantly of chief executive officer (CEO) 

compensation and, in particular, its composition (e.g., Balsam and Ryan 1996, 2007; Hall and 

Liebman 2000; Perry and Zenner 2001; Rose and Wolfram 2000; Murphy 2013). We focus on the 

growth in total pay and find that only under certain circumstances can growth in executive pay be 

reduced via a comprehensive tax deductibility limit, for example, for newly hired executives. 

Second, our paper contributes also to the literature on the incidence of corporate taxes in 

general and of labor tax costs specifically (Arulampalam, Devereux, and Maffini 2012; Fuest, 

Peichl, and Siegloch 2018). Our results indicate that some executives could bear the corporate tax 

burden, but only under certain circumstances (e.g., new hires or experienced, potentially rent-

extracting managers) or in the form of reduced contract duration. Hence, any policy attempt to 

reduce executive pay through corporate taxes might not be as successful as intended by 

policymakers. 

We also note some limitations, since we only provide evidence from one European country. 

Keeping in mind that our results are not necessarily generalizable to other countries, we still 

cautiously draw some policy conclusions and implications for potential papers examining an 

extension to Section 162(m) as part of the TCJA. Our results suggest that a limitation in tax 

deductibility is not an effective tool in curbing growth in executive pay because it affects only very 
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few executives, such as newly hired executives, with limited effects on incumbent executives. 

Hence, policymakers could consider other approaches, such as increased personal income taxes, as 

proposed by Piketty (2014) and Piketty, Saez, and Stantcheva (2014). 

II. PREDICTIONS AND INSTITUTIONAL BACKGROUND 

Effect of Limited Deductibility on Executive Compensation and Firm Performance 

This section outlines whether corporate taxes can affect executive compensation. 

Remuneration expenses are considered a tax-deductible expense at the firm level in virtually all tax 

systems. Executive compensation decreases the firm’s tax burden and thus reduces the after-tax 

labor cost, which determines the equilibrium pay. However, some countries establish limits on the 

(components of) executive compensation that can be deducted. Such a tax deductibility limit on 

executive compensation increases the firm’s tax burden and after-tax costs to hire executives. There 

are two alternative consequences for compensation. First, the increase in after-tax costs to hire 

executives can result in lower executive compensation. This consequence shields shareholders and 

other stakeholders from the additional tax burden. Second, executive compensation can remain 

unaffected, protecting executives from the corporate tax increase on executive labor. In this case, 

other channels would need to offset the additional financial burden. In the following, we discuss 

arguments for each of these potential consequences. 

In the absence of taxes, the level and composition of executive compensation is determined 

by a competitive market equilibrium, or the efficient contracting view (Grossman and Hart 1983; 

Holmström 1979), and/or, alternatively, by executives’ ability to extract rents, or the rent extraction 

view (Bebchuk and Fried 2006; Edmans, Gabaix, and Jenter 2017; Frydman and Jenter 2020). 

According to the efficient contracting view, executive compensation reflects an efficient market 

outcome aligning incentives between executives and shareholders based on executives’ relative 

market power in the market for managerial talent (Murphy 2013). Based on similar fundamental 
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assumptions, the rent extraction view proposes that executive compensation reflects the inefficient 

outcome of bargaining over rents, where rent-seeking and entrenched executives influence the 

board to maximize their pay (Bebchuk and Fried 2006; Piketty, Saez, and Stantcheva 2014). Both 

complementary views provide a theoretical framework to analyze how an increase in the after-tax 

costs on executive labor affect executive compensation. 

An increase in the after-tax costs of executive labor due to limited deductibility can reduce 

market equilibrium executive compensation when compensation levels reflect an efficient market 

outcome (efficient contracting view), depending on the relative bargaining power. Empirically, we 

would observe this effect through reduced growth in pay.3 Compensation committees could shift 

the additional tax burden toward executives with relatively less market power in the executive labor 

market and bargaining power within the firm. Compensation committees ultimately trade off the 

costs and benefits of hiring executives. For example, incumbent executives are usually entrenched 

in their position (Shleifer and Vishny 1989), contribute significantly to firm value (Edmans, 

Gabaix, and Jenter 2017), or can use their power to influence the board (Yermack 1997; Bebchuk, 

Fried, and Walker 2002). They provide firm-specific skill sets (Gabaix and Landier 2008; Terviö 

2008; Kaplan, Klebanov, and Sorensen 2012), and firms might not want to risk their dismissal 

(Denis and Denis 1995; Huson, Malatesta, and Parrino 2004; Bennedsen, Pérez-González, and 

Wolfenzon 2010; Jenter and Lewellen 2017). Incumbent executives therefore exhibit relatively 

more market power in the executive labor market and have more bargaining power within the firm. 

Compensation committees are therefore less likely to pass on the tax increase in the form of lower 

growth in compensation to incumbent or entrenched executives. In contrast, when executives are 

less powerful, compensation committees could pass on the burden to these executives. In line with 

                                                      
3 Theoretical approaches model the level of compensation. Our empirical approach captures changes in compensation. 

Hence, reduced executive compensation in theory translates into lower compensation growth, as measured empirically.  
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this notion, Balsam and Ryan (2007) show that the adoption of IRS section 162(m) in 1992 is 

associated with a smaller increase in the compensation of newly hired CEOs in the U.S. Overall, 

the risk of compensation committees shifting the tax burden to executives decreases with 

executives’ market power. Put differently, whether executives bear the burden of the increase in 

after-tax costs depends on their relative bargaining power.4 

In contrast, the rent extraction view can result in different predictions. In this case, 

incumbent executives as well can experience declining compensation growth following the 

introduction of a tax deductibility limit. Specifically, according to the rent extraction view, 

incumbent executives can capture the surplus of their work as rents, including tax benefits, such as 

the tax deductibility of compensation (e.g., Core, Holthausen, and Larcker 1999; Bebchuk and 

Fried 2003, 2004; Piketty 2014; Edmans, Gabaix, and Jenter 2017). Therefore, when after-tax costs 

increase, rents to extract decrease, along with executive compensation. In line with this notion, Bird 

(2018) documents a reduction in executive compensation following the abolishment of a tax 

incentive on stock option pay in Canada, suggesting that the tax benefit was entirely extracted by 

and passed on to executives before. Thus, if compensation contracts are inefficient and executives 

are overpaid, an increase in after-tax costs on executive labor could reduce executive compensation. 

Executive compensation can also respond to limited tax deductibility if political or 

reputational costs are sufficiently high (Balsam and Ryan 1996). The introduction of limited tax 

deductibility was mainly in response to income disparities and not primarily introduced for 

budgetary reasons comparable to those of IRS section 162(m) (Murphy 2013: 277). Therefore, both 

executive compensation and income disparities came into public focus through increased media 

attention. Prior literature provides evidence that firms are sensitive to reputational costs related to 

                                                      
4 To corroborate this view, we conducted interviews with experts in the field, among whom members of compensation 

committees and chairs of supervisory boards confirmed that the room for negotiation can be quite small. 
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taxes (Hanlon and Slemrod 2009; Graham, Hanlon, Shevlin, and Shroff 2014; Dyreng, Hoops, and 

Wilde 2016; Austin and Wilson 2017). Along these lines, Bebchuk and Fried (2003) argue that also 

executives’ ability to extract rents is constrained by outside scrutiny and criticism (“outrage 

constrained”). Thus, if political or reputational costs for both the firm and executives are 

sufficiently high, executives could experience lower growth in compensation accordingly.5 

Irrespective of these views, executive compensation could remain unaffected when the 

explicit and implicit costs to adjust compensation contracts outweigh the benefits of shifting the 

tax increase toward executives. For example, adapting and renegotiating contracts involve explicit 

costs, such as management time, fees paid to lawyers, and compensation consultants (Balsam and 

Ryan 1996). In addition, implicit agency costs matter when executive compensation is a product of 

negotiated incentive systems: if the compensation contract is efficient and minimizes agency costs, 

reducing compensation to protect shareholders from an additional tax burden can weaken the 

incentive alignment between managers and owners. Consequently, compensation contracts are less 

efficient and the increase in agency costs can outweigh any benefits associated with shifting the tax 

burden toward executives. Therefore, shareholders or other stakeholders will bear the tax increase 

on executive labor whenever associated explicit costs or implicit agency costs from adjusting the 

compensation contract outweigh the benefits of shifting the tax increase toward executives. 

Collectively, the theoretical predictions provide arguments for a reduction in compensation, 

as well as unaffected executive compensation following a limitation in tax deductibility. Growth 

in executive compensation can decline when executives exhibit a weaker bargaining position or 

when rents are extracted by incumbent executives. However, even if the growth in compensation 

                                                      
5 For example, during the COVID-19 crisis, several executives accepted reductions in pay in response to the economic 

downturn and workers’ pay cuts (e.g., Forbes, 

https://www.forbes.com/sites/warrenshoulberg/%202020/04/13/%20how-big-are-the-coronavirus-retail-ceo-pay-

cuts/?sh=70342634110; BNN Bloomberg, https://www.bnnbloomberg. ca/air-canada-ceo-compensation-cut-by-more-

than-half-to-5-8m-due-to-covid-19-1.1440880; BBC News “CEOs cutting salaries is mostly a ‘publicity stunt’,” 

https://www.bbc.com/news/business-52407914 [all websites last accessed 01/09/2021]). 
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remains constant, executives could bear the burden of the reform through other contract items, e.g., 

via reduced contract duration. If, on the other hand, executives’ bargaining power or costs to adjust 

contracts are too high, executive compensation growth remains unaffected.6 Ultimately, the effect 

on executive compensation is an empirical question. We thus state our hypothesis in null form. 

Hypothesis 1:  Executive compensation growth does not decrease following the limitation of the 

tax deductibility of executive compensation. 

Corporate Governance and Compensation Policy in Austria 

We exploit the introduction of a tax deductibility limit in Austria to test our hypothesis. 

Austria provides an opportune setting for examining this research question for several reasons. As 

outlined below, a relatively clean event allows us to apply a DiD design. Second, governance rules 

in Austria are comparable to those of other countries. Third, we can additionally use Germany as a 

comparison country to establish a placebo benchmark. Using Germany provides several advantages 

to enable the evaluation of changes in compensation, because Germany and Austria countries are 

both German speaking, are close to each other both culturally and economically, and share borders. 

In both countries, the level of executive compensation is comparable when firm size is controlled 

for (e.g., Gabaix and Landier 2008). Further, firms in Austria and Germany both govern with a 

two-tier system, with separate executive and supervisory boards (Jungmann 2009; Block and 

Gerstner 2016).7 The executive board manages the firm, while the supervisory board appoints, 

dismisses, and monitors the members of the executive board. There is also quite a high degree of 

cross-border mobility, since 22% of all executive board members in Austrian firms are Germans. 

                                                      
6 To support these ambiguous predictions, we present in Appendix C a simple moral hazard LEN (linear exponential 

normal) model with managerial bargaining power to show how limited deductibility affects executive compensation. 
7 U.K. and U.S. firms are traditionally organized according to a one-tier system, in which executive and non-executive 

members constitute the board mostly in equal parts (Jungmann 2009).  
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It is important for our identification that the corporate tax rates are stable in both countries during 

our sample period. Austrian (German) firms face a corporate tax rate of 25% (about 30%). 

Austria is a member of the OECD and therefore follows the OECD Principles of Corporate 

Governance, making it comparable in terms of corporate governance to countries such as the U.S. 

or the U.K. According to the OECD Principles of Corporate Governance, a special committee of 

the board, comprised either wholly or mostly of independent directors, shall be responsible for 

setting and negotiating executive compensation and contracts for board members and key 

executives.8 Corporate governance across all countries should ensure that there are no potential 

conflicts of interest between management and the compensation committee. While firms are 

potentially organized differently, executive compensation is effectively set similarly across the 

chosen countries. More importantly, comparable to German, as well as U.K. and U.S. firms’ 

compensation packages (Murphy 2013), Austrian firms’ executive compensation comprises fixed 

and short-term as well as long-term variable pay. Thus, Austria shares institutional features with 

other countries in terms of setting executive compensation. However, one important difference 

from countries such as the U.S. involves the very limited use of stock options.9 This is consistent 

with the untabulated finding that there was no statistically and economically significant change in 

deferred taxes in Austria around 2014. 

Executive compensation is commonly considered a tax-deductible operating expense at the 

firm level in most countries, including Austria and Germany. 10  The U.S. introduced a tax 

deductibility limit on non–performance-based compensation exceeding USD 1 million as early as 

                                                      
8 See the G20/OECD Principles of Corporate Governance, Section VI. D. 4.,https://doi.org/10.1787/9789264236882-

en [last accessed 01/08/2021]. 
9 Austrian Chamber of Labour (2018), or Arbeiterkammer: Vorstandsvergütung in den ATX Unternehmen (“Executive 

Compensation in ATX Companies”), https://www.arbeiterkammer.at/service/studien/ 

wirtschaftundpolitik/studien/Vorstandsverguetung_in_ATX_Unternehmen_2018.pdf [last accessed 02/09/2021].  
10 There are some notable exceptions. For example, in 2010, the U.K. levied an increased tax on bonus payments for 

certain financial institutions.  
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1993 (which, however, could be circumvented) and extended it to all remuneration components 

with the TCJA in 2018.11 Austrian tax rules on executive compensation are comparable to those of 

the other countries in our sample prior to 2014, despite minor differences in tax rates. Finally, we 

note that Austria is comparable not only to our control country, Germany, but also to other 

countries, including the U.K. and the U.S., in terms of economic development, such as productivity, 

inflation, political stability, the rule of law, corruption, and global integration of the labor market.12 

Tax Deductibility Reform in Austria 

Austrian firms could fully deduct wages, including executive compensation, for corporate 

tax purposes until 2014. As of 2014, any executive compensation exceeding EUR 500,000 is no 

longer tax deductible. The limit comprises all types of compensation components, such as fixed 

pay, variable pay, pay in kind, and other fringe benefits, and extends to pensions (see Section 20 I 7 

of the Austrian Income Tax Law). The limit also covers non-cash components, such as shares, as 

long-term incentive provisions that typically span a time period of three years (for Germany: Sailer 

2021). Therefore, our sample period, from 2012 to 2019, should also capture long-term incentives. 

Shifting compensation into the future, for example, in the form of pensions, to avoid the tax 

deductibility limit is not possible, since the deductibility limit also covers pensions.13 In short, the 

tax deductibility limit comprises all types of compensation, including fixed pay, variable pay, pay 

in kind, and other fringe benefits, leaving no room to avoid the tax deductibility limit through shifts 

in compensation components or intertemporal shifts in compensation.14 Stock options would be 

deductible upon granting the stock and later, when exercising the option rights. This could pose an 

                                                      
11 Hence, the U.S. can only serve as a benchmark country for our robustness checks up to 2017. 
12 Our sample comprises 35% (45%) of the foreign executives of Austrian (German) firms. 
13 See Income Tax Guidelines 14.8a.1, 4852b, and 4852d. 
14 Additionally, intentional evasion of the tax increase through artificial arrangements can be challenged by the 

Austrian tax authorities, according to the General Anti-Avoidance Regulation (§22 BAO), for which executive 

compensation levels are salient information and relatively easy to audit at low cost.  
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identification challenge, but only very few firms use stock option compensation. In fact, only four 

Austrian firms use stock options and the importance of their stock options is very small. 

The reform was implemented swiftly (see the timeline in Figure 1). Initiated in July 2013, 

with the start of the Austrian election campaigns, the Social Democratic Party of Austria (SPÖ), 

one of the major political parties in Austria, included plans to introduce a tax deductibility limit in 

their election program.15 Although these plans were public six months before finally entering into 

force at the start of 2014, its ultimate implementation at that time was highly uncertain for several 

reasons. First, the law was initially intended to be applicable only to state-near firms and was not 

at the top of the SPÖ’s political agenda. Second, the outcome of the Austrian election was far from 

certain in 2013. Both major parties, the Austrian People’s Party (ÖVP) and the SPÖ, fought a head-

to-head race in the polls. Thus—unlike the introduction of Section 162(m) of the U.S. IRC 

(Murphy 2013: 277)—the reform’s implementation was not predictable until its final enactment. 

In February 2014, the tax deductibility limit went into effect for all Austrian firms. At the beginning 

of 2015, the Austrian Constitutional Court declared the limit constitutional.  

The Austrian legislator justified the reform, with reference to “increasing income 

differentials,”16 which was not equally well received. While the Austrian Chamber of Labour 

valued the reform as a “first important step to implement appropriate executive remuneration,” the 

Austrian Federation of Industries (WKO) criticized the reform as “raid-like” and “harming Austria 

as a business location.”17 The Austrian newspaper Der Standard stated that the deductibility limit 

                                                      
15  See the SPÖ 2013 election program, Project 19, https://www.mehr-demokratie.at/sites/default/files/PDF/ 

spoe_wahl-programm_2013.pdf [last accessed 11/15/2018] and an interview with an advisor to the Austrian 

government, then in the Ministry of Finance. 
16 See, for example, the explanations in Z5 and Z12 lit c. (§20. Abs. 1 Z 7 and § 124b Z 253 EStG 1988) AbgÄG 2014, 

https://www.parlament.gv.at/PAKT/VHG/XXV/I/I_00024/fname_337614.pdf [last accessed 01/08/2021]. 
17 Kurier, on the deductibility limit of compensation, https://kurier.at/wirtschaft/managergehaelter-steuermalus-ab-

500-000-euro-zulaessig/108.053.061 [last accessed 01/08/2021]. 
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in Austria was arbitrarily chosen18 and impedes competitiveness.19 The rule was also economically 

relevant to Austrian firms, increasing tax payments of about 4% of average corporate taxes paid. 

Despite small effects on overall revenue, the reform can be relevant for firms and their executives. 

It is important for our identification strategy that personal tax rates as well as corporate tax 

rates did not change contemporaneously. Only in 2016 was there a change to personal income tax 

rates on income such as wages. However, the adjustment is negligible for most of our sample 

executives. For example, an executive with an income of EUR 1 million experienced a very small 

decrease in personal income taxes, about EUR 2,400. For three reasons, we are confident that the 

2016 changes are unlikely to explain our results. First, the effect of the corporate tax is always 

larger than the change in the personal income tax for any level of income. Compared to the impact 

of the limited deductibility on the corporate tax bill of EUR 125,000, the income tax changes in 

2016 are very unlikely to drive our results.20 Second, in our sample, the personal tax effect is 

negligibly small, since about 90% (75%) of executives in Austria earn less than EUR 1.5 million 

(EUR 1.0 million). Third, we show that our results are robust to the exclusion of Austrian 

executives with top incomes (see Table B.4 in Appendix B). In this sample, the 2016 change in 

personal taxes cannot explain the effect of the 2014 Austrian tax reform. 

Even though the legislative change in the limited deductibility was subject to harsh criticism 

in Austria, other countries implemented similar tax changes. For example, the TCJA expanded the 

existing deductibility limit to all compensation components (Kastiel and Noked 2018; DeSimone, 

McClure, and Stomberg 2020; Luna, Schuchard, and Stanley 2020). However, since personal 

income tax rates, tax credits, tax deductions, the corporate tax rate, and the corporate tax base 

                                                      
18 Similarly, the USD 1 million cutoff was arbitrarily chosen for Section 162(m) (Murphy 2013: 279). 
19 See https://derstandard.at/2000010442814/Gegen-Steuer-Malus-fuer-Manager [last accessed 01/08/2021].  
20 For incomes well above EUR 2 million, higher tax rates could lead to larger personal tax burdens, which could affect 

executive compensation. Again, the changes in tax payments are very small compared to the corporate tax effect. 
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definition changed contemporaneously, isolating the effect of the limited deductibility in the U.S. 

setting with the TCJA is empirically challenging. The Austrian case offers a setting with high 

internal validity to inform the debate about taxes and executive pay. 

III. EMPIRICAL APPROACH AND DATA 

Identification and Empirical Specification 

This section describes how we use Austria’s restriction of the tax deductibility of (executive) 

compensation to EUR 500,000 in our empirical approach. Firms face the limitation in tax 

deductibility of executive compensation if the executive earns more than EUR 500,000 per year. 

We therefore split the sample into executives affected by the reform (Treatment = 1), who earn 

more than EUR 500,000 per year, and executives who are not affected by the reform 

(Treatment = 0). We define the treatment status using compensation in 2012 and 2013 to avoid the 

reform affecting the sorting into the treatment and control groups. We then use a DiD approach 

where we compare the changes in compensation between these groups (first difference) before and 

after the reform (second difference). If the tax burden of the limited tax deductibility would fall on 

executives, we would observe this in the form of lower compensation growth for treated executives 

after the reform. We thus estimate the following equation: 

∆𝑃𝑎𝑦𝑖,𝑡 =  𝛽1𝑇𝑟𝑒𝑎𝑡𝑚𝑒𝑛𝑡𝑖 + 𝛽2𝑅𝑒𝑓𝑜𝑟𝑚𝑡 + 𝛽3 𝑇𝑟𝑒𝑎𝑡𝑚𝑒𝑛𝑡𝑖 × 𝑅𝑒𝑓𝑜𝑟𝑚𝑡 + 𝛿 𝑋𝑖,𝑡 + 𝜇𝑡 + 𝜖  (1) 

where ΔPay is the change in the natural logarithm of the total compensation of executive i from 

year t - 1 to year t. We additionally estimate equation (1) using the change in the share of fixed 

compensation (ΔShare Fixed Pay) as the dependent variable. The variable Treatment is an indicator 

variable taking the value of one if the executive earns more than EUR 500,000 yearly in 2012 and 

2013, and zero otherwise. The reform sorts approximately 24% of the executive–year observations 

into the group of unaffected executives, and 76% into the group of affected executives. The variable 

Reform is a dummy variable taking the value of one for 2015 and thereafter. We start the post-
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reform period in 2015, because this is the first full year of legal certainty about the rule and because 

compensation is negotiated prior to the start of the year. Hence, the first time the limited 

deductibility can have an effect is in the pay growth of 2014–2015. If the Austrian reform were to 

slow down the growth of executive compensation, we would obtain a negative β3 coefficient. 

In our empirical analysis, we control for variables related to executive compensation (e.g., 

Bebchuk and Grinstein 2005; Gabaix and Landier 2008; Bird 2018). The vector 𝑋  comprises 

several control variables, including firm size (Size), and firm performance measures, including the 

return on assets (ROA), the stock return (Return), and the market-to-book ratio (MTBV). The vector 

𝑋 also includes executive-level control variables, such as the indicator variable CEO, which takes 

the value of one if the executive in question acts as the CEO (and zero otherwise). These four 

variables are included in first differences, consistent with the dependent variable being defined in 

changes. We also control for the executive’s age, Age, and firm experience in years, Experience 

(Daily, Certo, and Dalton 2000). We further include dummy variables for the first full year after 

being hired (START) and the last year (END), because executive pay often differs heavily between 

the first and last years. Because executives could enter or leave within the year, we control for 

intra–fiscal year board entries and exits (WITHINYEAR). All variables are defined in Appendix A. 

We use year fixed effects 𝜇𝑡 to control for time-invariant unobserved heterogeneity. To prevent an 

endogenous correlation between our dependent variable and the treatment assignment (Bertrand, 

Duflo, and Mullainathan 2004), we use a change specification. This design also effectively controls 

for executive fixed effects, which play an important role in explaining executive compensation 

(Graham, Li, and Qiu 2012). We cluster standard errors at the executive level (Petersen 2009). 

We then extend our baseline approach by running the same analysis for Germany. This serves 

as a placebo test to document that our results are not driven by any general trends in executive 

compensation (Hall and Liebman 2000). Since the average pay in Germany’s main market is higher 
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than in Austria (due to firm size differences), we split the sample according to a threshold that sorts 

24% of earners into the treatment group and 76% into the control group, by 2012 and 2013 income 

levels. A threshold of EUR 1.9 million in Germany reflects the Austrian distribution between the 

treatment and control groups. After running our DiD analysis for Germany, we then test for 

differences in the effect across countries to mirror a triple difference setting. The coefficient 

estimate in this approach then effectively considers the general trend in compensation in Germany. 

Data and Sample 

Our main empirical analysis rests on a sample comprising data on executive compensation 

(total, fixed, and variable pay) and demographic characteristics (age, firm tenure, and CEO status) 

from 2012 to 2019, including 125 executives of Austrian firms and 162 executives of all German 

firms listed in the respective main market. Since listed firms in Austria are only required to disclose 

overall individual board member pay data since 2012, according to Section 239 of the Austrian 

Corporate Governance Code, our sample period naturally starts in 2012. We also collected the 

compensation, characteristics, and contract tenure data of Austrian and German executives to 

ensure the best possible data coverage. In particular, the data coverage of Austria in commercially 

available databases is poor. We thus directly collected data from audited financial disclosures. 

Although the disclosure of overall executive compensation levels has been mandatory since 2012, 

the breakdown by fixed and variable compensation is only recommended.21 However, the majority 

of listed Austrian firms disclose granular data for the annual compensation of their executives. Our 

final data comprise detailed information on executives’ annual remuneration, including fixed, 

variable, other, and total compensation, as well as demographic characteristics, such as age, board, 

firm and contract tenure, and their role on the board for all 54 listed Austrian firms that disclose 

individual pay data. We collect the same data for the German main market. 

                                                      
21 See the Austrian Corporate Governance Code rule 31 and German Corporate Governance Code 4.2. 
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To arrive at the final sample (see Table 1), we link our executive data to firm-level financial 

data retrieved from the Thomson Reuters Worldscope database. In this step, we drop 131 Austrian 

(115 German) executive–year observations due to missing firm-level financials (total assets, stock 

returns, pre-tax income, and market-to-book values). We also require compensation data for at least 

our pre-reform periods, 2012 to 2014,22 and one post-reform year (2015) for each executive to 

calculate compensation changes between 2012–2013 and 2013–2014 (pre-reform) and 2014–2015 

(post-reform). We drop 535 Austrian, (758 German) executive–year observations in this necessary 

step, because we need pre-reform values for the assignment into the treatment and control groups. 

We reuse this data in a test on newly hired executives in Table 7. We winsorize all continuous 

variables at the first and 99th percentiles. Our final sample comprises 125 Austrian and 162 German 

executives and 614 Austrian and 795 Germany observations. 

Table 2 presents summary statistics for the compensation levels, firm-level performance 

measures, and executive-level characteristics for Germany and Austria. Executives in Austria earn, 

on average, EUR 1,019,884 per year, are 53 years old, and have spent a bit more than nine years 

on the firm’s board (Panel A). About 30% of the executives in the sample of Austrian firms acted 

as the CEO at least at one point between 2012 and 2019.23 The total compensation of Austrian firm 

executives is almost equally divided between fixed pay and variable pay with 44% to 56%. Austrian 

executives unaffected by the reform (with total compensation under EUR 500,000 in 2012 and 

2013) are, on average, 51 years old and have, on average, eight years of board experience, both 

slightly less than affected executives. Unaffected executives work, on average, in smaller firms 

with lower profitability relative to affected executives. We present descriptives for Germany in 

Panel B. Executives of German firms earn, on average, EUR 3.15 million per year. These 

                                                      
22 We intentionally require all years that allow for the calculation of pre-reform compensation changes between 2012–

2013 and 2013–2014 to enable a more complete picture of compensation changes prior to the reform.  
23 The average board size of Austrian firms is comparably small, resulting in comparably higher shares of CEOs.  
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differences in total compensation are mainly attributable to differences in firm size (Gabaix and 

Landier 2008). German firms are larger than the Austrian firms in our sample covering the main 

markets. The share of fixed pay relative to total compensation is 32% in Germany. The average 

age of firm executives in Germany is 55 years, and they spend about 6.5 years on the firm’s board. 

Parallel Trends Assumption 

Before turning to our main results, we present trends in the growth in executive 

compensation, as well as in the share of fixed pay for our treatment and our control groups. In 

Panels A and B (C and D) of Figure 2, we use ΔTotal Pay (ΔShare Fixed Pay) as the dependent 

variable. Panels A and C use information from Austria, whereas Panels B and D present trends for 

Germany. In each panel, we plot the difference between the treatment and control groups for each 

sample year (while controlling for year fixed effects) using the approach of Patel, Seegert, and 

Smith (2020). It is important for us that the growth in compensation and change in fixed pay are 

similar between the treatment and control groups prior to the reform, that is, prior to the first full 

year of the enactment of the deductibility limit (2015). Put differently, we need to see similar levels 

of growth in compensation in 2012–2013 and in 2013–2014. Figure 2 shows the generally similar 

evolution of compensation growth in Austria (Panel A) and Germany (Panel B) prior to 2015. The 

same holds for the change in the share of fixed pay (Panels C and D). The average difference 

between the treatment and control groups is very close to zero prior to the reform. The figure also 

shows similar trends after the reform, with no discernable change in growth in total pay or in the 

composition of compensation. This is a first indication that, on average, the tax deductibility limit 

has only a limited effect on growth in executive compensation. 
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IV. RESULTS 

Effect of the Reform on Executive Compensation 

Our main analysis examines the effects of limiting the tax deductibility of compensation 

costs on executive compensation levels in Austria, using the DiD approach from equation (1). In 

Table 3, we report the results for the Austrian sample, using changes in total pay (ΔTotal Pay, 

column (1)) and changes in the share of fixed pay (ΔShare Fixed Pay, column (2)) as the dependent 

variable. There are no significant changes in compensation following the tax reform, as indicated 

by the nonsignificant Treatment × Reform coefficients. Affected executives of Austrian firms 

experience neither significantly slower compensation growth than their unaffected peers nor a 

significant change in financial incentive structures, on average. 

In columns (3) and (4), we repeat this analysis for Germany. One concern could be that, for 

example, it is harder to identify a statistically significant effect because of our small sample 

(restricted by the size of the Austrian stock market). Germany is therefore an opportune market to 

serve as an unaffected benchmark country. We find very similar nonsignificant results for 

Germany. Importantly, in the case of changes in total pay, the coefficient magnitudes are very 

similar. The resulting triple difference coefficient of 0.024 is not only statistically nonsignificant, 

but also economically very small and negligible. This result supports the graphical results in 

Figure 2, that the tax deductibility limit did not lead to any change in executive pay. 

We further present three robustness analyses related to the baseline approach. First, we 

address concerns about differences in observable characteristics using a matching DiD approach. 

The resulting estimates are very similar to our baseline estimates (Table B.1). Second, we perform 

the main analysis with compensation levels instead of compensation changes (Table B.2) in a triple 

difference estimation. Again, the inferences are very similar, but we also note that the use of levels 

is problematic, because the treatment status is defined based on pay levels from before 2014. We 
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therefore use a change model throughout the paper. Third, we use the U.K. and the U.S. as 

alternative benchmark countries to account for pay trends between lower and higher earning 

executives (Table B.3). Our results are very similar, and we obtain economically negligible and 

statistically nonsignificant triple difference estimates. These results are consistent with the notion 

that, on average, treated executives do not bear the corporate tax burden of limited tax deductibility. 

Sensitivity Analysis 

Since we want to document that the results on the average effect are not sensitive to other 

research design choices, we conduct three additional tests. The first test addresses the actual reform 

year (Panel A, Table 4). Since it took time for the Austrian Supreme Court to confirm the reform 

as constitutional, compensation committees could have responded to the tax law change with a 

delay. After the reform was introduced in 2014, a court decision regarding the constitutionality of 

the reform was pending in the Austrian Supreme Court until the measure was declared lawful in 

2015. Thus, ultimate legal certainty was achieved in 2015. We therefore rerun equation (1), but 

define 2016 as the first reform year in which a change in executive pay can materialize (since 2016 

pay was negotiated in 2015). Second, we report a more detailed breakdown of the potential effect 

in Panel B. If, for example, the average effect is slow moving, then the coefficient of Treatment × 

Reform might not capture it. We therefore present an annual breakdown of the Treatment 

coefficients by year, with 2013 as the benchmark period. In all tests, we fail to document significant 

differences between the treatment and control groups (except for columns (2) and (4) in Panel B, 

where one coefficient is significant at the 10% level for 2018). Collectively, these two tests provide 

further evidence that the introduction of the tax deductibility limit in Austria in 2014 did not 

materially affect executives’ compensation or its composition. 

As a third test, we exploit differences in the treatment intensity. Since the change in the 

after-tax cost (i.e. “tax penalty”) is greater for executives with higher pay, it could be that 
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compensation growth responds only to very high tax penalties. To examine this possibility, we run 

an analysis within treated executives and implement a continuous treatment variable to capitalize 

on the fact that the cost of tax non-deductibility increases as the compensation grows (see Panel C 

of Table 4). Specifically, we interact Reform with the annual compensation from 2013 (2013 Pay), 

which we standardize to have a mean of zero and a standard deviation of one to ease interpretation. 

Indeed, in this test, we find evidence that changes in total compensation decreased for executives 

with a very high tax penalty. This result is, on average, consistent with the predictions of the rent 

extraction view and shows that only for very high tax penalties might there be a response in the 

form of lower compensation growth. Importantly, we do not find a similar trend in Germany 

(column (3) of Panel C in Table 4), suggesting that this finding is unique to the Austrian setting. 

Deductibility Limit and Pay–Performance Sensitivity 

Executive compensation is tied to the attainment of performance measures that an executive 

incentive system combines. To exclude major general changes in these incentive systems triggered 

by the reform and, thus, in compensation payment requirements, we expand eq. (1) and interact 

Treatment, Reform, as well as Treatment × Reform with ROA, a measure of performance. We also 

include ROA and Treatment × Reform. The results are reported in Table 5, again for Austria (col. 

(1) and (2)) and for Germany (col. (3) and (4)). We do not find any significant effect; that is, pay–

performance sensitivity differs neither across treated versus untreated executives (indicated by the 

nonsignificant ROA × Treatment coefficient) nor before versus after the reform (indicated by the 

nonsignificant ROA × Reform coefficient). Importantly, the nonsignificant coefficient of 

ROA ×Reform× Treatment indicates that treated executives do not exhibit a statistically different 

sensitivity of pay growth to performance. Overall, these results support the notion of a 

nonsignificant average effect of a deductibility limit on executive pay and its determination. 
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Heterogeneity Analysis: Effect of Executives’ Market Power 

We now go beyond the average response and examine potential heterogeneity in the effect 

of corporate taxes on compensation. The general idea of these tests is that, while the average effect 

of limited tax deductibility on compensation growth or composition could be nonsignificant (or 

present only for very high tax penalties), some executives could bear the burden of limited 

deductibility. To explore potential heterogeneity, we first investigate the cross-sectional differences 

of executive- and firm-level characteristics, which approximate executives’ bargaining and market 

power, respectively. Subsequently, we also explore the role of firm-level characteristics related to 

a firm’s growth opportunities and tax outcomes. The general approach in our heterogeneity test is 

to build on equation (1) and add interactions of the respective cross-sectional variable with 

Treatment, Reform and Treatment × Reform. We also control for the respective split variable. 

Equation (1) is thus akin to a triple difference setting. To keep the tables readable, we report the 

Treatment × Reform coefficient and the interaction of the cross-sectional variable with Treatment 

× Reform. All other interactions and controls are included in the estimation but not tabulated. 

In the first step, we explore differences in executives’ market power in three ways. First, 

we distinguish between executives who are and are not CEOs in the sample and re-estimate 

regression model (1). CEOs are potentially more important to the firm and therefore have a stronger 

position in the labor market for executives, and they are the focus of all previous work examining 

U.S. Section 162(m) (e.g., Balsam and Ryan 1996, 2007, 2008; Hall and Liebman 2000; Rose and 

Wolfram 2000; Perry and Zenner 2001; Balsam and Yin 2005). Provided that CEOs have more 

market power in the labor market and therefore lower labor supply elasticity than their non-CEO 

peers, they are less likely to bear additional tax burdens. The results are reported in column (1) of 

Table 6. The Treatment × Reform coefficient indicates the effect for non-CEOs, while the 

coefficient of Treatment × Reform × CEO captures the incremental reform effect for CEOs for 
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changes in total compensation (Panel A) and the structure of financial incentives (Panel B). The 

results indicate that neither CEOs nor non-CEOs experience a change in compensation growth or 

pay structure. Thus, established non-CEOs also have sufficient market power so that they do not 

bear the burden induced by the limited tax deductibility of executive compensation. 

Second, we exploit differences in tenure with the firm, using the number of years the 

executive served on the board (Experience). Executives with longer firm experience have a 

potentially stronger bargaining position than their less experienced peers (Graham, Li, and Qiu 

2012). At the same time, they are also more entrenched. Depending on which theoretical channel 

dominates, market power or rent extraction, we would find that either less experienced executives 

bear more of the burden (consistent with market power) or more experienced executives bear more 

of the burden (consistent with rent extraction). We define a variable High Experience that splits 

our sample at the median number of years of firm experience (measured in 2013 to avoid the reform 

impacting our classification). Column (2) in Table 6 presents the results. We find that the effect for 

less experienced executives (Reform × Treatment) is nonsignificant. However, we find that 

changes in total pay are significantly smaller for more experienced executives, as indicated by the 

negative Reform × Treatment × High Experience coefficient. This finding is in line with rent 

extraction theory, suggesting that entrenched executives can bear the burden of limited tax 

deductibility though a compensation adjustment. Entrenched executives also experience a shift 

toward more fixed payments, as indicated by the jointly significant coefficient in Panel B. 

In column (3) of Table 6, we exploit differences in dividend payout across firms. We predict 

that firms that can pay high dividends can signal financial strength and bright prospects, whereas 

firms with low levels of payout are financially weaker (Marsh and Merton 1987). Consistently, we 

would expect managers of the latter type of firm to be more likely to bear the burden of the limited 

tax deductibility, relative to an executive of a financially strong firm with the ability to pay high 
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dividends. Consistent with this prediction, we find a negative coefficient for Reform × Treatment 

in Column (3). This suggests that managers of firms with low dividend-to-asset ratios (Payout) 

bear the burden of limited tax deductibility in the form of lower growth in compensation. Managers 

of firms with high dividend-to-asset ratios, that is, financially healthy firms, are not affected by the 

limited tax deductibility. The coefficient of Reform × Treatment × High Payout is positive as well 

as significant, and, jointly, the effect for executives in High Payout firms (Reform × Treatment + 

Reform × Treatment × High Payout) is nonsignificant. We also document a shift toward more fixed 

pay for affected executives in firms with low dividend-to-asset ratios (see Panel B). 

Further, we exploit differences in growth opportunities across firms. Prior research suggests 

that firms with limited (substantial) growth opportunities link compensation less (more) to 

indicators of firm performance (e.g., Smith and Watts 1992). For executives in high–growth 

opportunity firms, compensation is still linked closely to performance (which does not change due 

to the reform) and, consistent with our results in Table 5 of constant pay–performance sensitivity, 

there should be no change in pay growth. In contrast, for the executives of firms with lower growth 

opportunities, that is, firms in which compensation is less linked to firm performance, the tax 

deductibility limit could be binding and lead to a reduction in compensation growth. We use 

Tobin’s Q as a measure of growth opportunities (Lang, Ofek, and Stulz 1996). We split the sample 

into firms having a Tobin’s Q above versus below the median in 2013. The results are presented in 

col. (4), Table 6. We find a negative Reform × Treatment coefficient, suggesting that managers of 

firms with low growth opportunities experience reduced growth in compensation if they are subject 

to the binding limitation in tax deductibility. In contrast, managers of firms with high growth 

opportunities are not affected by the limited tax deductibility. The coefficient for Reform × 

Treatment × High Tobin’s Q is positive and significant. The resulting joint effect for firm 
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executives with a High Tobin’s Q value is nonsignificant. In this case, we do not find any evidence 

of changes in pay composition between high– versus low–growth opportunity firms. 

Finally, we explore differences in firms’ tax avoidance and tax planning based on the 

Generally Accepted Accounting Principles (GAAP) effective tax rate (ETR). We use the GAAP 

instead of the cash ETR to proxy for tax avoidance most accurately (see also DeSimone, Nickerson, 

Seidman, and Stomberg 2020) and to avoid sample attrition, because cash taxes paid are not a 

mandatory reporting item under International Financial Reporting Standards. The idea of this test 

is to explore whether firms that managed their taxes less (more) efficiently, that is, high-ETR (low-

ETR) firms, pass (do not pass) the burden of the increased after-tax costs of managerial pay on to 

executives. The results in column (5) of Table 6 support this notion. For firms with GAAP ETRs 

below the median in 2013, we do not find any effect of the tax deductibility limit on growth in 

executive pay. This result is indicated by the nonsignificant coefficient on Reform × Treatment. In 

contrast, the negative coefficient for Reform × Treatment × High GAAP ETR indicates that the 

managers of firms with high ETRs and, thus, low levels of tax avoidance experience a cut in the 

compensation growth. Further, the results in Panel B indicate managers of firms with high ETRs 

also experience a shift toward fixed pay. 

Overall, these tests indicate that some executives (e.g., experienced—rent-extracting—

executives, executives in low–growth opportunity firms, or executives in firms with low tax 

avoidance) bearing the burden of the limited tax deductibility of executive compensation in the 

form of (1) lower compensation growth and, in some cases, (2) a greater share of fixed pay, 

standing for less upside compensation potential. To further demonstrate that these findings are not 

due to general trends, we replicate this analysis using the German setting. In this placebo test, we 

do not find any indications of similar pay trends with respect to our cross-sectional variables (see 
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Table B.5 in Appendix B). This result indicates that the findings in Table 6 are unique to the 

Austrian setting and the 2014 introduction of a binding limited deductibility of executive pay. 

V. SUPPLEMENTAL ANALYSES 

In the final set of analyses, we examine two potential alternative ways how executives or 

other stakeholders could bear the burden of limited tax deductibility. The first set of analyses is 

performed at the executive level. The second part of this section examines firm-level responses, for 

example, in terms of investment and payout policy. 

Do New Executives Bear the Tax Burden? 

We next examine the possibility that contracts will only change upon renegotiation. For this 

purpose, we collect additional data on interim contract start and end days. This enables us to 

perform three different kinds of analyses. First, we exploit executive-specific post-reform periods. 

For example, if an executive signed a four-year contract in 2013, the contract is unlikely to be 

adjusted before 2017. Our initial analysis does not take this into consideration, because we treat all 

executives similarly. With the additional contract length data available for most but not all 

executives, we can examine the potentially slow-moving nature of changes in pay due to 

renegotiations. We thus replace Reform with Contract Renewal, which is equal to one for the first 

year after 2014 in which the executive signed a new contract and all years thereafter. The results 

are reported in Panel A, Table 7, but they are similar to our baseline results. On average, there is 

no statistically significant change in executive pay or in pay composition after contract renewals. 

Second, with our data, we can explore an alternative outcome variable, namely, the contract 

duration. For each executive, we calculate the average numbers of years of the contract duration 

before and after the reform (Duration in Years). We then collapse the observations into one pre-

reform and one post-reform observation, so that each executive in this test has exactly two 

observations. The control variables are averaged over the two respective periods. We also include 
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year and industry fixed effects and cluster standard errors at the executive level. In column (1) of 

Panel B, Table 7, we first run a simple DiD model comparing Austria and Germany around the 

reform, showing that the contract lengths (Duration in Years) in Austria decreased around 2014. 

To further account for the treatment status, we then run a triple difference model comparing treated 

versus control executives (first difference) before versus after the reform (second difference) in 

Austria versus Germany (third difference). The results indicate that the overall effect on the 

contract duration of treated executives is negative and statistically significant, indicating an average 

contract duration decrease of about two months (the coefficient of 0.18 times 12 months). However, 

presumably due to the small sample size, the difference between treated and control executives 

(Reform × Treatment × Austria) is statistically nonsignificant. Still, these coefficient estimates are 

generally consistent with executives bearing part of the after-tax cost via a reduced contract length. 

Since the after-tax costs of compensation significantly increased, it appears as if performance 

expectations have also increased. In other words, failure tolerance has decreased, and this is 

reflected in the form of a reduced contract duration. This finding corresponds to statements by the 

head of the Vienna (Austria) office of Egon Zehnder, who confirmed in an interview that the 

average contract duration for newly signed contracts decreased noticeably over the past few years, 

which he linked to Austria’s limited tax deductibility. 

Third, we can also examine newly hired executives. One issue of our main sample is that 

we can only explore incumbent executives. In our initial analysis, we require executives to be with 

a firm before and after the reform, to assign their treatment status. We now explore a sample of 152 

newly hired executives in Austria and Germany. In this test, we look at these newly hired executives 

and define their treatment status based on their predecessor’s compensation. That is, we define a 

dummy variable Predecessor Treatment that equals one if the predecessor’s compensation was 

above EUR 500,000 in Austria and above EUR 1.9 million in Germany. For each of the 152 
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executives, we then calculate the growth in total pay, using the first full year of compensation of 

the new executive relative to the predecessor’s total compensation (Pay Difference). We then 

follow the approach from columns (1) and (2) of Table 7, Panel B, and estimate first a DiD model 

(column (3)) followed by a triple difference model (column (4)). Although there is no statistically 

significant effect in the simple DiD model, the triple difference model indicates that, after the 

reform, newly hired affected executives in Austria experience lower compensation growth relative 

to their predecessor. However, we also note that, although statistically significant, the results are 

based on a very small sample of newly hired executives. While the results generally support the 

notion that newly hired executives could experience cuts in pay relative to their predecessors, this 

finding needs to be carefully interpreted.  

Overall, our results suggest that the limited tax deductibility could reduce the pay growth 

of executives, but that this process is very slow (e.g., via new hires) and can, instead, materialize 

in reduced contract lengths, but not in reduced pay (e.g., on average, for incumbents). This suggests 

that the ability of laws such as those in Austria to limit executive pay is rather limited. 

Firm-Level Responses 

In the final step, we explore potential firm-level responses to the limited deductibility of 

pay, which can arise for two reasons. First, the shareholders might not be willing to absorb the 

additional tax cost and, therefore, managers could cut other expenditures or try to pass on the tax 

costs to other stakeholders. For example, managers could reduce dividend payments or cut 

investments in capital or R&D. Managers could also pass on the costs to suppliers or customers 

through lower input and/or higher output prices. These strategies have different costs. Although 

dividend payouts are easily adjustable, firms and their executives will most likely avoid dividend 

cuts, due to signaling effects (Beaver, Kettler, and Scholes 1970; Kalay and Senbet 1980; 

Woolridge 1982; Denis, Denis, and Sarin 1994). While investment cuts come at the cost of reduced 
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future sales and growth (Williams 1998), investments such as R&D expenses are still often subject 

to myopic investment behavior (e.g., Bushee 1998) or real earnings management (e.g., Bange and 

De Bondt 1998), similar to capital expenses (e.g., Graham, Harvey, and Rajgopal 2005).24 Second, 

because, for example, executives are exposed to reduced contract durations, they could focus on 

actions that capitalize faster (Balsam 2002), which would, for example, result in reduced 

investments. Finally, because tax costs for firms increase, managers could seek alternatives to 

reduce tax payments and invest in tax avoidance. 

To test these potential outcomes, we run a firm-level analysis building on equation (1), 

using different firm-level outcome variables as the dependent variable. The control variables are 

those from equation (1) and we additionally control for sales growth and leverage. We include firm 

and year fixed effects. Standard errors are clustered at the firm level. To define the firm-level 

treatment status, we use a dummy variable that we set to one if at least 75% of executives are 

affected by the limited tax deductibility. Note that our results are qualitatively similar when 

requiring fewer treated executives in a firm (untabulated). Panel A, Table 8 presents the results 

using Austrian firms. We find that affected firms cut capital expenditures (column (1)) and overall 

investments, including R&D (column (2)). There are no discernable reactions in terms of payout, 

changes in cash holdings, tax avoidance, or margins, as indicated by the nonsignificant results in 

columns (3) to (6). When replicating the results for German firms (placebo country), we do not find 

similar patterns in economic terms (Panel B). The triple difference coefficient estimates in Panel C 

indicate that the effect on capital investment and on investment plus R&D is statistically significant 

(p-values of 5.8% and 6.9%, respectively). In economic terms, the cut in investment is greater than 

the actual increase in the after-tax burden, indicating that managers could also cut investments 

                                                      
24 Alternatively, firms can pass on the tax burden to other employees. This can be prevented by strong employment 

protection in Austria. For example, even necessary redundancy dismissals must be approved by a third party.  
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because of a reduction in exerted effort. Put differently, shareholders might bear the financial 

burden also in the form of misaligned contracts, due to the limited tax deductibility. However, we 

also carefully note some limitations of our analysis. Although it has high internal validity, the 

sample is small, and we focus on only one country with a reform. We believe that future research 

using more data or a statistically more powerful setting can shed light on other firm-level responses. 

VI. CONCLUSION 

This paper examines the effect of limiting the tax deductibility of manager compensation 

on the growth and composition of executive pay around the 2014 tax law change in Austria. We do 

not find any evidence of a decline in incumbent executives’ compensation growth or of changes in 

pay structure, on average, following the increase in after-tax compensation costs. However, 

executive pay declined for very high tax penalties. Our heterogeneity analysis further shows that 

new executives who joined boards after the reform and some potentially rent-extracting or more 

vulnerable groups of executives, such as very experienced executives, and executives in firms with 

low growth opportunities experience reduced compensation growth. In line with anecdotal 

evidence, we document shorter contract durations, on average, accompanied by a more short-

sighted investment policy. From our findings, we cautiously conclude that executive compensation 

is not directly very sensitive to the corporate tax code or the tax deductibility of labor expenses. 

One caveat of our empirical analysis is that it is based on one country. The results might 

thus not necessarily be generalizable to other countries. Bearing this in mind, we still think that our 

results can be informative for the heated debate about the level of excessive executive 

compensation and inequality (e.g., Piketty and Saez 2003). Several parties around the world suggest 

that limiting the deductibility of manager compensation from the corporate tax base can fix the 

problem of excessive pay and reduce income inequality. Taking our results at face value, we show 

that the ability of tax deductibility limits is rather limited and might not be an effective policy tool. 
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Figure 1: Timeline of Events in Austria 

This figure shows the timeline of the legislative process of implementing the deductibility limit in Austria. 

 
Figure 2: Trends Analysis, Treatment versus Control 

This figure examines trends in compensation growth (Panels A and B) and in changes in fixed pay share (Panels C and 

D). We estimate a regression with Treatment interacted with year indicator variables and including year dummy 

variables for each sample year. We plot the coefficient on the interactions of Treatment and the separate year indicator 

variables. We present the 95% confidence intervals based on standard errors clustered at the executive level. Panels A 

and C use the Austrian sample (reform country), whereas Panels B and D use the German sample (non-reform country). 

The vertical line separates the pre- and post-reform periods. The dashed vertical lines indicate the respective averages 

during the pre- and post-reform periods. 

Panel A: Trend in compensation growth, Austria Panel B: Trend in compensation growth, Germany 

  
Panel C: Trend in fixed pay share, Austria Panel D: Trend in fixed pay share, Germany 
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Appendix A: Descriptions of the Main Regression Variables 

Variable Description 

Dependent Variables 

Total Pay Executives’ total pay, in thousands. 

ΔTotal Pay Change in the natural logarithm of executives’ total pay in year t compared 

to the previous year, t - 1. 

Share Fixed Pay Ratio of executives’ fixed pay to total pay. 

ΔShare Fixed Pay Change in Share Fixed Pay in year t compared to the previous year, t - 1. 

Contract Duration Number of years between the contract start and dismissal or contract end. 

Pay Difference Logarithmic growth rate of the first full year’s compensation relative to the 

predecessor’s compensation. 

Firm-Level Variables 

Size Natural logarithm of total assets (Worldscope item 2999). 

ROA Return on assets, defined as pre-tax income (Worldscope item 1401) 

divided by total assets (Worldscope item 2999). 

Return Defined as the stock price at the end of financial year t less that at the end 

of financial year t - 1, divided by the stock price at the end of financial year 

t - 1 (Worldscope items 5015 to 5070). 

MTB Market-to-book value of the firm (Worldscope item MTBV).  

Firm Treatment Indicator variable equal to one if 75% or more of the executives in a firm 

earn more than EUR 500,000 for Austria (EUR 1.9 million for Germany) 

in 2012/13. 

CEO Characteristics  

Treatment Indicator variable taking the value of one for executives earning more than 

EUR 500,000 for Austria (EUR 1.9 million for Germany) in 2012/13. 

Predecessor 

Treatment 

Dummy variable equal to one if the predecessor earned more than 

EUR 500,000 for Austria and EUR 1.9 million for Germany, respectively. 

 Contract 

Renewal 

Dummy variable equal to one for the year in which the executive negotiated 

a new contract after 2014 and for all subsequent years. 

CEO Dummy variable that takes the value of one if the executive is the CEO in 

the current year. 

Age Executive’s age (available only for the hand-collected datasets for 

Germany and Austria). 

Experience Number of years the executive was active on the board of the firm. 

START Dummy variable that takes the value of one if the executive became a 

member of the board in the current year. 

END Dummy variable that takes the value of one if the executive left the board 

in the current year. 

WITHINYEAR Dummy variable that takes the value of one if the executive became a 

member of or left the board during the fiscal year. 
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Table 1: Sample Selection 
This table summarizes the steps in our sample selection procedure to arrive at the final regression samples. 

Step Description 
Remaining 

Observations  

  Austria Germany 

1 All available executive–years in the hand-collected data. 1,280 1,688 

2 Less observations missing financials to calculate control variables in 

Worldscope. 1,149 1,553 

3 Less executives missing pay change data. 745 957 

4 Less executives missing pre- or post-reform financial year data. 614 795 

 
Table 2: Descriptive Statistics 

This table presents descriptive statistics for Austria (Panel A) and Germany (Panel B). We report descriptive statistics for the full 

sample, the control group sample, and the treatment group sample for each country. The control (treatment) group consists of 

executives earning less (more) than EUR 500,000 in 2012 and 2013 (Austria) and EUR 1.9 million in 2012 and 2013 (Germany). 

Panel A: Austria 

 Full Sample (N = 614)  Treatment Group (N = 467)  Control Group (N = 147) 

 Mean SD Median  Mean SD Median  Mean SD Median 

Total Pay 1,019.88 660.25 845.35  1,213.96 634.93 1,040.00  403.32 200.87 394.22 

ΔTotal Pay 0.06 0.35 0.05  0.05 0.36 0.05  0.09 0.33 0.06 

Share Fixed Pay 0.56 0.20 0.54  0.52 0.17 0.51  0.71 0.20 0.72 

ΔShare Fixed Pay -0.02 0.16 -0.01  -0.03 0.16 -0.01  -0.02 0.17 0.00 

Treatment 0.76 0.43 1.00  1.00 0.00 1.00  0.00 0.00 0.00 

Reform  0.62 0.49 1.00  0.63 0.48 1.00  0.59 0.49 1.00 

Size 14.82 2.11 14.49  15.33 1.97 14.95  13.23 1.72 13.13 

ROA 0.04 0.04 0.04  0.04 0.04 0.04  0.03 0.06 0.03 

Return 0.10 0.35 0.05  0.09 0.33 0.03  0.16 0.43 0.07 

MTB 1.67 1.04 1.33  1.72 1.11 1.38  1.52 0.80 1.21 

CEO 0.28 0.45 0.00  0.30 0.46 0.00  0.20 0.40 0.00 

Age 53.38 6.84 53.04  54.02 6.31 54.04  51.37 8.01 51.04 

Experience 9.42 6.98 7.00  9.95 7.32 8.00  7.76 5.44 6.00 

START 0.02 0.15 0.00  0.03 0.17 0.00  0.01 0.08 0.00 

END 0.07 0.26 0.00  0.07 0.26 0.00  0.06 0.24 0.00 

WITHINYEAR 0.06 0.24 0.00  0.06 0.25 0.00  0.04 0.20 0.00 

Panel B: Germany 

 Full Sample (N = 795)  Treatment Group (N = 586)  Control Group (N = 209) 

 Mean SD Median  Mean SD Median  Mean SD Median 

Total Pay 3,150.86 1,476.36 2,813.00  3,540.37 1,479.91 3,103.50  2,058.73 731.19 2,022.00 

ΔTotal Pay 0.01 0.39 0.02  0.00 0.36 0.02  0.01 0.48 0.04 

Share Fixed Pay 0.32 0.12 0.29  0.30 0.11 0.28  0.37 0.13 0.33 

ΔShare Fixed Pay 0.00 0.09 0.00  0.00 0.09 0.00  0.00 0.10 0.00 

Treatment 0.74 0.44 1.00  1.00 0.00 1.00  0.00 0.00 0.00 

Reform  0.61 0.49 1.00  0.61 0.49 1.00  0.63 0.48 1.00 

Size 17.90 1.92 17.84  17.96 2.04 18.13  17.72 1.53 17.35 

ROA 0.06 0.05 0.05  0.06 0.05 0.05  0.05 0.05 0.04 

Return 0.11 0.30 0.09  0.12 0.29 0.10  0.10 0.31 0.07 

MTB 2.26 1.88 1.95  2.18 1.57 1.95  2.49 2.56 1.50 

CEO 0.21 0.41 0.00  0.26 0.44 0.00  0.06 0.24 0.00 

Age 54.77 5.41 55.04  55.45 5.38 56.04  52.87 5.05 54.04 

Experience 6.54 4.17 6.00  6.63 4.03 6.00  6.29 4.53 5.00 

START 0.04 0.19 0.00  0.03 0.18 0.00  0.05 0.21 0.00 

END 0.09 0.29 0.00  0.09 0.29 0.00  0.09 0.29 0.00 

WITHINYEAR 0.09 0.28 0.00  0.09 0.28 0.00  0.08 0.27 0.00 
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Table 3: Limited Tax Deductibility and CEO Compensation 
This table presents the regression results for executives’ compensation from 2012 to 2019 separately for Austria 

(the reform country, columns (1) and (2)) and Germany (non-reform country, columns (3) and (4)). The dependent 

variable is the logarithmic growth in total pay (ΔTotal Pay, columns (1) and (3)) and the change in the share of fixed 

pay (ΔShare of Fixed Pay, columns (2) and (4)), respectively. The variable Reform is an indicator variable taking 

the value of one for 2015 onward, and Treatment is an indicator variable taking the value of one for executives 

earning more than EUR 500,000 for Austria and EUR 1.9 million for Germany in 2012 and 2013. The remaining 

independent variables are defined in Appendix A. All regressions include year and Standard Industrial Classification 

(SIC) one-digit code industry fixed effects. We report robust standard errors clustered at the executive level in 

parentheses. ***, **, and * denote significant differences at the 1%, 5%, and 10% levels, respectively. We also 

report the difference in the Reform × Treatment coefficient between columns (1) and (3), as well as between columns 

(2) and (4), respectively, along with the t-statistics for the differences. 

 
Austria  

(Reform Country) 

 Germany  

(Non-Reform Country) 

Dependent Variable ΔTotal Pay ΔShare of Fixed Pay  ΔTotal Pay ΔShare of Fixed Pay 

 (1) (2)  (3) (4) 

Treatment -0.020 -0.020  0.034 0.012 

 (0.050) (0.026)  (0.059) (0.014) 

Reform × Treatment -0.028 0.017  -0.051 -0.015 

 (0.068) (0.036)  (0.064) (0.014) 

ΔSize -0.216** 0.089*  0.111 -0.062** 

 (0.096) (0.045)  (0.112) (0.031) 

ΔROA 0.924 -0.010  0.567 -0.056 

 (0.790) (0.370)  (0.633) (0.127) 

ΔReturn 0.051 -0.017  0.039 -0.006 

 (0.031) (0.013)  (0.033) (0.008) 

ΔMTB -0.063 -0.022  -0.000 0.003 

 (0.039) (0.016)  (0.012) (0.004) 

ΔCEO 0.204*** -0.059**  0.144** 0.011 

 (0.064) (0.024)  (0.069) (0.016) 

START 0.112 0.089  0.497*** -0.042 

 (0.149) (0.069)  (0.112) (0.038) 

END -0.417** 0.070  -0.276*** 0.049*** 

 (0.163) (0.073)  (0.095) (0.015) 

WITHINYEAR 0.398** -0.185**  -0.432*** 0.012 

 (0.166) (0.075)  (0.104) (0.017) 

Difference (1) vs. (3) 0.024 

[f-stat] [0.07] 

Difference (2) vs. (4) 0.032 

[f-stat] [0.70] 

Year fixed effects  Yes Yes  Yes Yes 

Industry fixed effects Yes Yes  Yes Yes 

Observations 614 614  795 795 

Adj. R-squared 0.080 0.066  0.364 0.119 
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Table 4: Limited Tax Deductibility and CEO Compensation, Sensitivity Analyses 

 

 

This table presents the regression results for executives’ compensation from 2012 to 2019 separately for Austria 

(the reform country) and Germany (non-reform country). The dependent variable is the logarithmic growth in total 

pay (ΔTotal Pay, columns (1) and (3)) and the change in the share of fixed pay (ΔShare of Fixed Pay, columns (2) 

and (4)), respectively. All independent variables are defined as before, with a few exceptions. In Panel A, we set 

Reform to one for 2016 and thereafter. In Panel B, we interact Treatment with year dummy variables, with 2013 as 

the base year (picked up by the Treatment coefficient). In Panel C, we restrict the sample to treatment firms and 

interact Reform with Pay 2013, which is the executive’s total pay in 2013 above EUR 500,000 in Austria and above 

EUR 1.9 million in Germany. To simplify interpretation, Pay 2013 is standardized to have a mean of zero and a 

standard deviation of one. We report robust standard errors clustered at the executive level in parentheses. ***, **, 

and * denote significant differences at the 1%, 5%, and 10% levels, respectively. 

Panel A: Lagged Reform (2016 or Later) 

 
Austria  

(Reform Country) 

 Germany  

(Non-Reform Country) 

Dependent Variable ΔTotal Pay ΔShare o Fixed Pay  ΔTotal Pay ΔShare Fixed Pay 

 (1) (2)  (3) (4) 

Reform × Treatment 0.047 0.015  -0.047 -0.025* 

 (0.060) (0.026)  (0.059) (0.014) 

Controls & FE Yes Yes  Yes Yes 

Observations 614 614  795 795 

Adj. R-squared 0.081 0.065  0.364 0.121 

Panel B: Breakdown by Year 

 Austria   Germany  

Dependent Variable ΔTotal Pay ΔShare Fixed Pay  ΔTotal Pay ΔShare Fixed Pay 

Treatment -0.034 -0.045  -0.027 0.012 

 (0.086) (0.040)  (0.069) (0.023) 

Treatment × 2014 0.026 0.049  0.110 -0.001 

 (0.107) (0.057)  (0.129) (0.036) 

Treatment × 2015 -0.109 0.039  0.027 0.007 

 (0.126) (0.060)  (0.096) (0.029) 

Treatment × 2016 0.021 0.060  -0.062 0.004 

 (0.106) (0.055)  (0.103) (0.029) 

Treatment × 2017 0.071 0.009  0.053 -0.033 

 (0.113) (0.063)  (0.089) (0.029) 

Treatment × 2018 -0.079 0.094*  -0.006 -0.065** 

 (0.118) (0.055)  (0.091) (0.028) 

Treatment × 2019 0.119 -0.027  0.060 -0.007 

 (0.133) (0.052)  (0.117) (0.025) 

Controls & Fixed 

Effects (FE) Yes Yes 

 

Yes Yes 

Observations 614 614  795 795 

Adj. R-squared 0.078 0.064  0.363 0.123 

Panel C: Within-Treatment Analysis, Continuous Treatment 

 Austria   Germany  

Dependent Variable ΔTotal Pay ΔShare Fixed Pay  ΔTotal Pay ΔShare Fixed Pay 

Reform × 2013 Pay  -0.126* 0.049  -0.009 0.011 

 (0.066) (0.037)  (0.018) (0.008) 

Controls & FE Yes Yes  Yes Yes 

Observations 441 441  569 569 

Adj. R-squared 0.060 0.103  0.443 0.172 
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Table 5: Limited Tax Deductibility and Pay–Performance Sensitivity 
Panel A of this table presents the regression results for executives’ compensation from 2012 to 2019 separately for 

Austria (the reform country, columns (1) and (2)) and Germany (non-reform country, columns (3) and (4)). The 

dependent variable is the logarithmic growth in total pay (ΔTotal Pay, columns (1) and (3)) and the change in the 

share of fixed pay (ΔShare of Fixed Pay, columns (2) and (4)), respectively. The variable Reform is an indicator 

variable taking the value of one for 2015 onward, and Treatment is an indicator variable taking the value of one for 

executives earning more than EUR 500,000 for Austria and EUR 1.9 million for Germany in 2012 and 2013. We 

additionally add interactions with Treatment and Reform with the level of ROA to account for pay–performance 

sensitivity. We standardize ROA to have a mean of zero and a standard deviation of one to simplify the interpretation. 

The remaining independent variables are defined in Appendix A. All regressions include year and one-digit SIC 

code industry fixed effects. We report robust standard errors clustered at the executive level in parentheses. ***, **, 

and * denote significant differences at the 1%, 5%, and 10% levels, respectively. 

 
Austria  

(Reform Country) 

 Germany  

(Non-Reform Country) 

Dependent Variable ΔTotal Pay ΔShare of Fixed 

Pay 

 ΔTotal Pay ΔShare of Fixed 

Pay 

 (1) (2)  (3) (4) 

ROA 0.018 -0.002  -0.026 0.006 

 (0.061) (0.028)  (0.046) (0.010) 

ROA × Treatment 0.052 0.024  0.009 0.004 

 (0.074) (0.035)  (0.049) (0.011) 

ROA × Reform 0.018 -0.018  -0.003 -0.010 

 (0.066) (0.033)  (0.064) (0.012) 

ROA × Reform × 

Treatment  -0.028 0.011  0.053 -0.008 

 (0.087) (0.041)  (0.072) (0.014) 

Reform × Treatment  -0.084 0.015  -0.084 -0.009 

 (0.057) (0.033)  (0.079) (0.016) 

Controls & FE Yes Yes  Yes Yes 

Observations 614 614  795 795 

Adj. R-squared 0.078 0.064  0.061 0.088 
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Table 6: Limited Tax Deductibility and CEO Compensation Growth—Heterogeneity Analysis 
This table presents the regression results for executives’ compensation from 2012 to 2019 for Austria. The dependent 

variable is the logarithmic growth in total pay (ΔTotal Pay) in Panel A and the change in the share of fixed pay (ΔShare 

of Fixed Pay) in Panel B. The variable Reform is an indicator variable taking the value of one for 2015 onward, and 

Treatment is an indicator variable taking the value of one for executives earning more than EUR 500,000. In column (1), 

we add interactions of Reform, Treatment, and Reform × Treatment with CEO, which is a dummy variable equal to one 

for the CEO. In columns (2) to (5), we split the respective breakdown variable at the 2013 median value. We use the 

number of years as a board member, Experience (column (2)); the firm’s dividend-to-assets ratio, Payout (column (3)), 

the firm’s Tobin’s Q (column (4)), and the firm’s ETR, GAAP ETR (column (5)). We do not tabulate the single interactions 

of the split variable with either Reform or Treatment. We also test for the joint significance of Reform × Treatment and 

the respective triple interaction. We report robust standard errors clustered at the executive level in parentheses. ***, **, 

and * denote significant differences at the 1%, 5%, and 10% levels, respectively.  

Panel A: Tests for Compensation Growth 

 CEO Experience Payout Tobin’s Q GAAP ETR 

Breakdown by … (1) (2) (3) (4) (5) 

Reform × Treatment -0.049 0.054 -0.206** -0.178** 0.050 

 (0.075) (0.097) (0.100) (0.089) (0.091) 

Reform × Treatment × CEO  0.067     

 (0.127)     

Reform × Treatment × High …  -0.281** 0.268** 0.224* -0.237* 

   (0.132) (0.122) (0.131) (0.133) 

Joint Significance 0.018 -0.227** 0.062 0.045 -0.187** 

[t-stat] [0.16] [2.48] [0.71] [0.48] [2.07] 

Controls & FE Yes Yes Yes Yes Yes 

Observations 614 556 559 577 577 

Adjusted R-squared 0.080 0.096 0.102 0.094 0.095 

Panel B: Tests for Change in Fixed Pay Share 

 CEO Experience Payout Tobin’s Q GAAP ETR 

Breakdown by … (1) (2) (3) (4) (5) 

Reform × Treatment 0.045 0.013 0.115** 0.069 0.009 

 (0.039) (0.045) (0.053) (0.048) (0.042) 

Reform × Treatment × CEO  -0.131     

 (0.092)     

Reform × Treatment × High …  0.098 -0.113* -0.028 0.088 

   (0.065) (0.062) (0.060) (0.064) 

Joint Significance -0.085 0.111** 0.002 0.041 0.097** 

[t-stat] [1.01] [2.34] [0.05] [1.09] [2.00] 

Controls & FE Yes Yes Yes Yes Yes 

Observations 614 556 559 577 577 

Adjusted R-squared 0.070 0.089 0.092 0.075 0.078 
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Table 7: Limited Tax Deductibility and CEO Compensation—New Contracts and Renewals 
Panel A of this table presents the regression results for executives’ compensation from 2012 to 2019 separately for 

Austria (the reform country, columns (1) and (2)) and Germany (non-reform country, columns (3) and (4)). The 

dependent variable is the logarithmic growth in total pay (ΔTotal Pay, columns (1) and (3)) and the change in the 

share of fixed pay (ΔShare of Fixed Pay, columns (2) and (4)), respectively. The variable Contract Renewal is a 

dummy variable equal to one for the year in which the executive negotiated a new contract after 2014 and for all 

subsequent years. In columns (1) and (2), the dependent variable is the average realized contract duration in the pre- 

and post-reform periods, respectively, for an executive (Duration in Years). To be in this sample, we need at least 

one contract length before 2014 and one after. In this test, each executive has exactly two observations, one pre- and 

one post-reform. Control variables are also included as pre- and post-reform averages. In Panel B, columns (3) and 

(4), we explore the percentage difference between the total pay of a newly hired executive in the first full year in 

office relative to the predecessor’s total pay in the final year of the predecessor’s contract (Pay Difference). Each 

executive is in the sample only once, namely, in the first full year in office. The control variables in this case are in 

levels (CEO, Size, ROA, Return, and MTB) and also comprise age and years with the firm. We define the treatment 

status based on the predecessor’s total pay in the final year of the predecessor’s contract. Hence, the Predecessor 

Treatment dummy equals one if the predecessor’s compensation was above EUR 500,000 in Austria and above 

EUR 1.9 million in Germany. We include industry and year fixed effects. We report robust standard errors clustered 

at the executive level in parentheses in Panel A; in Panel B, they are clustered at the executive level in columns (1) 

and (2) and at the firm level in columns (3) and (4) and. ***, **, and * denote significant differences at the 1%, 5%, 

and 10% levels, respectively. 

Panel A: Contract Renewals 

 Austria  Germany 

Dependent Variable ΔTotal Pay ΔShare of 

Fixed Pay 

 ΔTotal 

Pay 

ΔShare of 

Fixed Pay 

 (1) (2)  (3) (4) 

Contract Renewal × Treatment 
-0.015 -0.012  0.005 0.011 

(0.061) (0.027)  (0.058) (0.014) 

Difference (1) vs. (3) -0.020 

[f-stat] [0.24] 

Difference (2) vs. (4) -0.023 

[f-stat] [0.76] 

Controls & FE Yes Yes  Yes Yes 

Observations 451 451  704 704 

Adj. R-squared 0.088 0.125  0.344 0.129 

Panel B: Contract Duration around Renewals and Compensation in New Contracts 

 Duration in Renewals  Pay in New Contracts 

Dependent Variable Duration 

in Years 
Duration in 

Years 

 Pay 

Differenc

e 

Pay 

Difference 

 (1) (2)  (3) (4) 

Reform × Austria -0.167** -0.138  -0.189 0.503 

 (0.080) (0.090)  (0.192) (0.429) 

Reform × Treatment × Austria  -0.042    

  (0.088)    

Reform × Predecessor Treatment × Austria 

    -0.895** 

    (0.440) 

Joint Significance (Reform Effect for 

Treated Executives in Austria) – 
-0.180** 

[2.05] 

 
– 

-0.392** 

[2.26] 
[t-stat]  

Controls & FE Yes Yes  Yes Yes 

Observations 402 402  152 152 

Adj. R-squared 0.049 0.050  0.241 0.451 

 

Electronic copy available at: https://ssrn.com/abstract=3403486



 

45 

  

Table 8: Firm-Level Responses 
This table presents the regression results for firm outcomes from 2012 to 2019 for Austria (Panel A) and Germany 

(Panel B). The dependent variable is Capex (defined as capital expenditures over total assets) in column (1); Capex 

+ R&D (defined as capital plus R&D expenditures over total assets, with missing R&D values set to zero) in column 

(2); ΔCash (defined as the change in the cash holdings to total assets ratio) in column (3); Dividends (defined as 

total dividends over total assets) in column (4); GAAP ETR (defined as tax expenses over profits) in column (5), and 

the profit margin (operating profit after selling, general, and administrative expenses, divided by sales). When 

calculating the GAAP ETR, we exclude loss observations and add the non-deductible part of executive compensation 

times the tax rate back to obtain taxes paid without the deductibility limit. The variable Firm Treatment is an 

indicator variable taking the value of one if at least 75% of executives earn more than EUR 500,000 

(EUR 1.9 million) in 2012 and 2013 in Panel A (Panel B). In Panel C, we report the difference between the Firm 

Treatment × Reform coefficient in Panels A and B, along with the respective t-statistics. We report robust standard 

errors clustered at the executive level in parentheses. ***, **, and * denote significant differences at the 1%, 5%, 

and 10% levels, respectively. 

Panel A: DiD in Austria (Reform Country) 

Dependent Variable 

Capex Capex + R&D ΔCash Dividends GAAP 

ETR 

Margin 

 (1) (2) (3) (4) (5) (6) 

Firm Treatment × Post -0.028** -0.036** 0.019 0.003 0.002 0.041 

 (0.013) (0.017) (0.012) (0.004) (0.054) (0.038) 

Controls Yes Yes Yes Yes Yes Yes 

Firm FE Yes Yes Yes Yes Yes Yes 

Year FE Yes Yes Yes Yes Yes Yes 

Observations 265 277 276 268 226 226 

Adjusted R-squared 0.478 0.597 -0.036 0.659 0.239 0.239 

Panel B: DiD in Germany (Non-Reform Country) 

Dependent Variable 

Capex Capex + R&D ΔCash Dividends GAAP 

ETR 

Margin 

 (1) (2) (3) (4) (5) (6) 

Firm Treatment × Post -0.002 -0.003 0.028 0.001 0.052 -0.011 

 (0.003) (0.003) (0.024) (0.002) (0.046) (0.024) 

Controls Yes Yes Yes Yes Yes Yes 

Firm FE Yes Yes Yes Yes Yes Yes 

Year FE Yes Yes Yes Yes Yes Yes 

Observations 182 182 182 181 171 168 

Adjusted R-squared 0.936 0.973 -0.029 0.779 0.553 0.879 

Panel C: Comparison of Austria and Germany (Triple Difference Analysis) 

Dependent Variable 

Capex Capex + R&D ΔCash Dividends GAAP 

ETR 

Margin 

 (1) (2) (3) (4) (5) (6) 

Difference AUT versus GER -0.026* -0.032* -0.009 0.002 -0.050 0.052 

[t-stat] [1.93] [1.85] [0.34] [0.43] [0.72] [1.17] 
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Appendix B: Additional Tables and Figures 

Table B.1: Limited Tax Deductibility and CEO Compensation, Matching Analysis 

This table presents the regression results for executives’ compensation from 2012 to 2019 separately for Austria 

(the reform country, columns (1) and (2)) and Germany (non-reform country, columns (3) and (4)). We additionally 

match on Size, ROA, Return, and MTB, using entropy balancing between German and Austrian observations. We 

then use these weights in our regression analysis. The dependent variable is the logarithmic growth in total pay 

(ΔTotal Pay, columns (1) and (3)) and the change in the share of fixed pay (ΔShare of Fixed Pay, columns (2) and 

(4)), respectively. The variable Reform is an indicator variable taking the value of one for 2015 onward, and 

Treatment is an indicator variable taking the value of one for executives earning more than EUR 500,000 for Austria 

and EUR 1.9 million for Germany in 2012 and 2013. The remaining independent variables are defined in Appendix 

A. All regressions include year and one-digit SIC code industry fixed effects. We report robust standard errors 

clustered at the executive level in parentheses. ***, **, and * denote significant differences at the 1%, 5%, and 10% 

levels, respectively. We also report the difference in the Reform × Treatment coefficient between columns (1) and 

(3), as well as between columns (2) and (4), respectively, along with the t-statistics for the differences. 

 Austria  Germany  

Dependent Variable ∆Total Pay ∆Share Fixed Pay  ∆Total Pay ∆Share Fixed Pay 

 (1) (2)  (3) (4) 

Reform × Treatment -0.028 0.017  -0.033 -0.023* 

 (0.068) (0.036)  (0.061) (0.013) 

Difference (1) vs. (3) 0.006 

[f-stat] [0.09] 

Difference (2) vs. (4) 0.041 

[f-stat] [0.39] 

Controls & FE Yes Yes  Yes Yes 

Observations 614 614  795 795 

Adj. R-squared 0.080 0.066  0.324 0.120 
 

Table B.2 Limited Tax Deductibility and CEO Compensation, Levels Approach 
This table presents the regression results for executives’ compensation from 2012 to 2019 separately for Austria 

(the reform country, columns (1) and (2)) and Germany (non-reform country, columns (3) and (4)). The dependent 

variable is the level of total pay (Total Pay, columns (1) and (3)) and the share of fixed pay (ΔShare of Fixed Pay, 

columns (2) and (4)), respectively. The variable Reform is an indicator variable taking the value of one for 2015 

onward, and Treatment is an indicator variable taking the value of one for executives earning more than 

EUR 500,000 for Austria and EUR 1.9 million for Germany in 2012 and 2013. The remaining independent variables 

are defined in Appendix A. All regressions include executive, firm, and year fixed effects. We report robust standard 

errors clustered at the executive level in parentheses. ***, **, and * denote significant differences at the 1%, 5%, 

and 10% levels, respectively. We also report the difference in the Reform × Treatment coefficient between columns 

(1) and (3), as well as between columns (2) and (4), respectively, along with the t-statistics for the differences. 

 Austria   Germany  

Dependent Variable Total Pay Share of Fixed Pay  Total Pay Share of Fixed Pay 

 (1) (2)  (3) (4) 

Reform × Treatment -0.129 -0.005  -0.063 0.016 

 (0.078) (0.039)  (0.061) (0.017) 

Difference (1) vs. (3) 0.066 

[f-stat] [0.57] 

Difference (2) vs. (4) -0.021 

[f-stat] [0.31] 

Controls & Year FE Yes Yes  Yes Yes 

Executive & Firm FE Yes Yes  Yes Yes 

Observations 614 614  795 795 

Adj. R-squared 0.852 0.637  0.695 0.579 
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Table B.3: Limited Tax Deductibility and CEO Compensation, with Other Comparison Countries 

This table presents the regression results for executives’ compensation from 2012 to 2019 separately for Austria 

(the reform country, columns (1) and (2)) and the U.K. (non-reform country, columns (3) and (4) of Panel A). In 

columns (3) and (4) of Panel B, we use the U.S. as a non-reform comparison country. The dependent variable is the 

level of total pay (Total Pay, columns (1) and (3)) and the share of fixed pay (ΔShare of Fixed Pay, columns (2) and 

(4)), respectively. The variable Reform is an indicator variable taking the value of one for 2015 onward, and 

Treatment is an indicator variable taking the value of one for executives earning more than EUR 500,000 in 2012 

and 2013. The remaining independent variables are defined in Appendix A. All regressions include executive, firm, 

and year fixed effects. We report robust standard errors clustered at the executive level in parentheses. ***, **, and 

* denote significant differences at the 1%, 5%, and 10% levels, respectively. We also report the difference in the 

Reform × Treatment coefficient between columns (1) and (3), as well as between columns (2) and (4), respectively, 

along with the t-statistics for the differences. 

Panel A: Comparison of Austria and the U.K. 

 
Austria  

(Reform Country) 

 U.K. 

(Non-Reform Country) 

Dependent Variable ∆Total Pay ∆Share of 

Fixed Pay 

 ∆Total Pay ∆Share of 

Fixed Pay 

 (1) (2)  (3) (4) 

Reform × Treatment -0.028 0.017  -0.039** 0.029*** 

 (0.068) (0.036)  (0.018) (0.006) 

Difference (1) vs. (3) 0.011 

[f-stat] [0.03] 

Difference (2) vs. (4) -0.012 

[f-stat] [0.11] 

Controls & FE Yes Yes  Yes Yes 

Observations 614 614  10,146 9,714 

Adj. R-squared 0.080 0.066  0.145 0.044 

Panel B: Comparison of Austria and the U.S. 

 
Austria  

(Reform Country) 

 U.S. 

(Non-Reform Country) 

Dependent Variable ∆Total Pay ∆Share of 

Fixed Pay 

 ∆Total Pay ∆Share of 

Fixed Pay 

 (1) (2)  (3) (4) 

Reform × Treatment -0.028 0.017  -0.024*** 0.010*** 

 (0.068) (0.036)  (0.006) (0.003) 

Difference (1) vs. (3) -0.004 

[f-stat] [0.00] 

Difference (2) vs. (4) 0.007 

[f-stat] [0.04] 

Controls & FE Yes Yes  Yes Yes 

Observations 614 614  31,552 31,552 

Adj. R-squared 0.080 0.066  0.123 0.006 
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Table B.4: Limited Tax Deductibility and CEO Compensation, Top Incomes Excluded 

This table presents the regression results for executives’ compensation from 2012 to 2019 for Austria, excluding 

executives earning more than EUR 1 million (col. (1) and (2)) and EUR 750,000 (col. (3) and (4)), respectively. The 

dependent variable is the logarithmic growth in total pay (ΔTotal Pay, col. (1) and (3)) and the change in the share 

of fixed pay (ΔShare of Fixed Pay, col. (2) and (4)), respectively. The independent variables are defined in Appendix 

A. All regressions include year and one-digit SIC code industry fixed effects. We report robust standard errors 

clustered at the executive level in parentheses. ***, **, and * denote significant differences at the 1%, 5%, and 10% 

levels, respectively. We also report the difference in the Reform × Treatment coefficient between columns (1) and 

(3), as well as between columns (2) and (4), respectively, along with the t-statistics for the differences. 

 

Excluding EUR 1 Million and 

Above 

 
Excluding EUR 750,000 and Above 

Dependent Variable ∆Total Pay ∆Share of Fixed Pay  ∆Total Pay ∆Share of Fixed Pay 

 (1) (2)  (3) (4) 

Reform × Treatment -0.002 0.027  -0.033 0.036 

 (0.106) (0.056)  (0.082) (0.045) 

Controls & FE Yes Yes  Yes Yes 

Observations 366 366  253 253 

Adj. R-squared 0.285 0.113  0.210 0.119 
 

Table B.5: Heterogeneity Analysis in Germany 
This table presents the regression results for executives’ compensation from 2012 to 2019 for Germany. This table 

replicates Table 6, using German data and the Treatment definition for Germany. We report robust standard errors 

clustered at the executive level in parentheses. ***, **, and * denote significant differences at the 1%, 5%, and 10% 

levels, respectively.  

Panel A: Tests for Compensation Growth 

 CEO Experience Payout Tobin’s Q GAAP ETR 

Breakdown by … (1) (2) (3) (4) (5) 

Reform × Treatment -0.060 -0.005 -0.014 0.005 -0.071 

 (0.067) (0.097) (0.063) (0.067) (0.078) 

Reform × Treatment × CEO  0.513***     

 (0.190)     

Reform × Treatment × High   -0.057 -0.083 -0.109 0.045 

 …  (0.137) (0.137) (0.128) (0.137) 

Joint Significance 0.435*** -0.062 -0.096 -0.104 -0.025 

[t-stat] [2.69] [0.67] [0.81] [0.98] [0.23] 

Controls & FE Yes Yes Yes Yes Yes 

Observations 795 795 795 795 795 

Adjusted R-squared 0.364 0.369 0.362 0.365 0.362 

Panel B: Tests for Change in Fixed Pay Share 

Breakdown by … CEO Experience Payout Tobin’s Q GAAP ETR 

Reform × Treatment -0.009 0.021 -0.015 -0.016 0.002 

 (0.015) (0.026) (0.017) (0.019) (0.019) 

Reform × Treatment × CEO  -0.079*     

 (0.043)     

Reform × Treatment × High   -0.076** 0.002 0.004 -0.036 

 …  (0.030) (0.030) (0.028) (0.029) 

Joint Significance -0.088** -0.055*** -0.013 -0.013 -0.034 

[t-stat] [2.52] [3.81] [0.53] [0.61] [1.53] 

Controls & FE Yes Yes Yes Yes Yes 

Observations 795 795 795 795 795 

Adjusted R-squared 0.118 0.124 0.120 0.119 0.120 
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Appendix C: LEN Model with Executive Bargaining Power 

 Taking executive bargaining power into account, a simple moral hazard LEN (linear 

exponential normal) model, following Fuest, Peichl, and Siegloch’s (2015) individual wage 

bargaining model, sheds ambiguous predictions. The firm owner’s outcome x  depends on 

executive effort a  and an exogenous factor  2
0,N   that prevents effort from being directly 

verifiable. A bonus payment links the executive’s compensation to the firm’s outcome by means 

of a bonus factor   to align the interests of both parties. The executive’s bargaining power is 

 0,1b , where one is the highest possible bargaining power. In sum, the executive’s 

compensation c  comprises a salary s  and a performance-based compensation component 

 1c bf b x   . Usually, the executive is assumed to be risk averse, since the executive depends 

on his or her compensation. This risk aversion is expressed in the certainty equivalent 

       
2

2 2

2 2 2

r r a
CE E c Var s C a s x         , which needs to be at least as high as the 

compensation of an alternative job U . The term 
deductibility limit

1
overall compensation

l

c
     describes the 

deductibility limit of compensation and is defined for all limits below the overall compensation. 

 The firm owner wants to (1) ensure the executive’s participation (participation constraint 

PC) and (2) motivate effort that maximizes outcome after corporate taxes t  (incentive 

compatibility constraint IC):  

 

     

*

max 1 1

. . ( ) :

( ) : arg max

s

t x c c

s t PC CE U

IC a CE



      





 

 

(C.1) 

 

The resulting optimal overall executive salary is 
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(C.2) 

Comparing compensation with regard to an inactive ( 1  ) and active ( 0 1  ) deductibility 

limit leads to the following equations, respectively:  
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(C.3) 

Since Co2 is always greater than Co1, whether the deductibility limit affects remuneration 

negatively depends on whether 2
r  is smaller than one, emphasized by bargaining power b . 

Hence, predictions concerning the effect of a deductibility limit are ambiguous. 

 Several researchers have already investigated the effects of basing the performance-related 

remuneration components on either pre-tax or after-tax performance measures. For example, 

Phillips (2003) and Gaertner (2014) find that the use of after-tax incentives is positively associated 

with lower ETRs. Dependent on the general design of the incentive system, Powers, Robinson, and 

Stomberg (2016) show that firms report lower ETRs if CEO performance is measured after taxes. 

In this model, tying the agent’s bonus compensation component to pre-tax profits instead of after-

tax profits before compensation costs sheds qualitatively similar but also ambiguous results. 
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