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The purpose of this study is to analytically examine the non-deductible part of entertainment
expenses introduced in various countries worldwide. A global comparison of non-deductible
entertainment expenses shows that the tax systems differ by country. Some countries make all the
entertainment expenses deductible, some make these expenses entirely non-deductible, and
others make only a portion of the expenses deductible. This study thus has two main research
objectives. First, how do nondeductible expenses affect the compensation contract? Second, and
more importantly, why has the non-deductible ratio of entertainment expense changed across
countries and over time? Considering the behavior of the tax authority, we explain this issue by
endogenizing the non-deductible ratio. The main results are as follows. When the non-deductible
ratio is exogenous, the principal reduces the incentive rate when the corporate tax rate or the non-
deductible ratio increase, since a rise in the corporate tax rate or the non-deductible ratio reduces
the efficiency of incentivizing the agent. By contrast, when the non-deductible ratio is endogenous,
a rise in the corporate tax rate increases the incentive rate, which is opposite to the case where the
non-deductible ratio is exogenous. This is because, if the corporate tax rate increases when the
nondeductible expense ratio is endogenous, the tax authority tries to stimulate business activities
and secure tax revenues by lowering the non-deductible ratio.
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The purpose of this study is to analytically examine the non—deductible part of entertainment expenses introduced in various
countries worldwide. A global comparison of non—deductible entertainment expenses shows that the tax systems differ by country.
Some countries make all the entertainment expenses deductible, some make these expenses entirely non—deductible, and others
make only a portion of the expenses deductible. This study thus has two main research objectives. First, how do nondeductible
expenses affect the compensation contract? Second, and more importantly, why has the non—deductible ratio of entertainment
expense changed across countries and over time? Considering the behavior of the tax authority, we explain this issue by endogenizing
the non—deductible ratio. The main results are as follows. When the non—deductible ratio is exogenous, the principal reduces the
incentive rate when the corporate tax rate or the non—deductible ratio increase, since a rise in the corporate tax rate or the non—
deductible ratio reduces the efficiency of incentivizing the agent. By contrast, when the non—deductible ratio is endogenous, a rise in
the corporate tax rate increases the incentive rate, which is opposite to the case where the non—deductible ratio is exogenous. This
is because, if the corporate tax rate increases when the nondeductible expense ratio is endogenous, the tax authority tries to
stimulate business activities and secure tax revenues by lowering the non—deductible ratio.
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