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December 12, 1984

Mr. Ronald Reagan

President of the United States
The White House

1600 Pennsylvania Avenue N.W.
washington, D.C.

Re: Treasury Department Tax Reform Proposal

Dear Mr. President:

I believe that the current Treasury Department tax
proposals, if enacted, would do irrepairable damage to the
economy of the United States. I voted for you in the last
two elections and I believe that the proposals are
diametrically opposed to your philosophy of free enterprise,
capital formation, and smaller government. I therefore urge

you to take a strong position against the enactment of these
proposals.

The efficiency of the United States economy is based on
supply, demand, and incentives to the private sector.
Supply and demand are obvious, but incentives are more
complex. The Government provides incentives through the tax
code. Incentives to build housing, incentives to contribute
to charities, incentives to build factories and equipment,
which provide employment and to increase the gross national
product.

The current Treasury proposals would change this system
of incentives. It would, in a broad bush stroke,
nationalize the tax system by eliminating many incentives to
make investments. By eliminating incentives to invest, it
would place the burden of certain industries, housing, and
heavy manufacturing from the private sector to the
government. Then as the cost of labor increases to the
employer through elimination of fringe benefits, etc., and
the increased cost of equipment through the elimination of
the investment tax credits and longer depreciable lives of
equipment and property, industries will move abroad or lose
out to foreign competition.
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Once the government gets into housing and heavy
industries the government will need aditional revenues and
will continuingly raise taxes (i.e. Britain) until the
economy stagnates as the government becomes a larger and
more inefficient employer while investment in the private
sector continues to dwindle.

I agree the deficit must be reduced but the deficit
reduction should be accomplished through traditional means,
i.e. raising taxes, shifting incentives, and controlling
government spending. Propose an equivalent to the alternate
minimum tax for individuals for businesses. Increase
depreciable lives by 2 to 4 years and decrease the
investment tax credit but do not destroy a tax structure
that has kept the United States strong and the private
sector thriving for over 50 years.

I again urge you to publicly reject the Treasury
proposals and raise taxes through the existing and proven
taxing system.

Very truly yours,

Stephen \J. Kratovil
President

SCK:k

cc: Edwin Meese, III, EsA.
James A. Baker, III
















UNION PACIFIC CORPORATION

345 PARK AVENUE NEW YORK, N. Y. 10154

WILLIAM S. COOK
PRESIDENT anD
CHIEF EXECUTIVE OFFICER

December 21, 1984

The Honorable James A. Baker, III
Chief of Staff and Assistant

to the President
The White House
1600 Pennsylvania Avenue
Washington D.C. 20500

Dear Mr. Baker:

We at Union Pacific are seriously concerned by the
Treasury's new tax plan and its effect on the nation's
economy. We are convinced that these proposals, especially
repeal of the Accelerated Cost Recovery System (ACRS) and
investment credit (ITC), will have severe disruptive ef-
fects. It 1is shocking that these changes alone would
increase corporate taxes by $§100 billion in 1990, only
partially offset by rate reductions and dividend deductibil-
ity.

Simplification of the tax code is a worthwhile goal --
as are capital formation, Jjob <creation, international
competitiveness and national security. The current tax code
reflects an attempt to balance such goals through the

political process. It is thus appropriate to evaluate tax
reform proposals from a macro-economic as well as a simpli-
fication perspective. Various economists have begun to do

so, and they foresee higher costs of capital, lower invest-
ment and diminished job creation or actual loss of jobs to

foreign competitors. The story with Union Pacific would be
much the same. Loss of capital formation provisions would
force us to borrow more. The ensuing increased cost of

capital would put restraints on our capital expansion plans.

The 1981 tax cuts and ACRS are one of the very meaning-
ful achievements of this Administration. They have led to a
robust economic expansion, an unprecedented burst of job
formation and the reelection of the President by one of the
greatest margins in history. Let's not replace those known,
positive achievements with a new tax scheme whose benefits
are uncertain at best and whose detriments include impaired
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capital formation, fewer jobs and increased calls for
protectionism as higher stateside capital costs strengthen
our foreign competitors.,

We are enclosing an outline of our thoughts on the
Treasury's tax proposal along with a summary of various
economists' views. The plan has very real negative effects
that have not received adequate attention. I would welcome
the opportunity to speak with you about them and how they
would specifically affect Union Pacific.

ACRS/ITC incentives have worked very well. Let's not
destroy them.

Sincerely yours,

Sy N

WSC/1fm
Enclosures






(2)

(3)

to finance, lower corporate credit ratings or put
pressure on weak profit margins.

Companies producing products or commodities with a
global market would not be able to raise prices
above the world price to offset this higher cost,
nor would other firms that sell abroad be able to
raise prices unless their product was unique or
the dollar declined by a large amount.

Companies in depressed areas unable to raise
prices (such as steel and airlines) could be put
out of business or forced to make drastic cut-
backs.

Opposition from economists and others has raised the
following concerns:

(1)

(2)

(3)

(4)

(5)

Cutbacks or closures in basic industry would lead
to a loss of jobs, with a rise in 1local and
federal outlays for unemployed workers, perhaps
widening the deficit.

Basic industry decline and job contraction would

have significant ripple effects:

(1) Capital goods manufacturers, high tech and
service companies that sell to basic industry
would be hurt.

(ii) Homebuilders, merchants and service estab-
lishments would lose business due to the
unemployment of their customers who work at
basic industry jobs.

A loss of capacity in the basic industry and

energy sectors would make the economy more depen-

dent on foreign suppliers.

The increased cost of capital and diminished

after-tax cash flow for basic industries would put

pressure on interest rates (if projects are not
scrapped) and downward pressure on stock prices.

A decline in equipment investment would damage the

recovery that occurred, in part, as a result of

enactment of the 1981 tax cuts and ACRS system.

The mere threat of ACRS/ITC repeal is already

causing some businesses to rethink long-range

projects, thereby 1lengthening the economic pause
that is occurring.

The offsetting benefits of the Plan are actually less than
might at first appear, so that service, trade and high tech
companies are not necessarily "winners" either.

(]

Most companies make some investment in equipment, so
that higher capital costs would adversely impact most

business.

Hi-tech companies would be adversely affected in their
capital raising ability by the capital gairs change,
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of investment in tools for workers to encouragement of
consumption.,

The Plan is politically unwise.

o

It conflicts with the President's goals through its
redistributive and disruptive effects, which undercut
supply-side economics. Why did persistent critics of
the President's policies promptly embrace and endorse
the Treasury's proposals?

It would undercut the international free-trade consen-
sus painfully crafted in the GATT negotiations over

the past several years once calls for protectionism
arise.

It would eventually have ordinary voters up in arms
due to loss of portfolio values in the equity portion
of pensions and IRA's and 1loss of jobs in basic
industries.

Finally, the Plan 1is based on flawed reasoning and 1is
structurally unsound.

©

The Treasury's study focuses on alleged investment
allocation distortions. A Congressional Research
Service analysis by Jane Gravelle concludes that such
distortions are negligible.

It is argued that high tech industries get few tax
benefits as compared with heavy industry. However,
this is not true. Such companies get to expense their
labor cost, research costs, and get a 25% credit for
research, all of which is retained in the Plan.

The benefits of lower marginal tax rates are overstat-
ed. A corporate rate reduction is not as efficient a
tax incentive as is ACRS/ITC, which economic studies
have shown encourages the greatest new investment per
dollar of lost tax revenues.

Indexing of interest and basis is seen to be a benefit
of the Plan and indeed has theoretical appeal.
However, such a system has been tried in a number of
countries for some years without any particularly
miraculous results. Does that kind of system, espe-
cially when linked with cost of living escalators in
labor contracts and entitlement programs, make citi-
zens and government less 1likely to fight inflation
itself?

The high tech and service industry tilt in the Plan

rests on a misunderstanding of our economy. First,
basic industry and the energy sector are important
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o Nariman Behravesh; Economist; Wharton Econometrics

For all the rhetoric we've heard about supply-side
economics, this 1is sort of an anti-supply-side
approach. It provides a disincentive for investment.

o Allen Sinai; Chief Economist;Shearson Lehman/American

Exgress

A world with tax incentives in it will produce more
capital formation than without them.

Business taxes will increase with each passing year
under the Plan. Higher business taxes might do more
than just retard corporate investment; they could be
inflationary if business passes on the tax increase.

The overall effect would be less growth, more person-

al saving, less business capital formation and,
because of lower business investment, lower interest
rates.

o Norman Ture; Former Under Secretary of the Treasury for
Tax and Economic Affairs

The Plan is far less generous than ACRS/ITC unless
inflation 1is high. Furthermore, at any inflation
rate, it would not provide the extra cash flow in
early years (thus helping finance new investment)
that accelerated depreciation does.

We haven't had as illiberal a depreciation schedule
since pre-1954.

o John Makin; Director of Fiscal Policy Studies; American
Enterprise Institute

The boom in capital investment in the last three
years 1s attributable to ACRS, which effectively
lowered the cost of investment capital in spite of
high real interest rates.

o Milton W. Hudson; Head of Economics Analysis Depart-
ment; Morgan Guaranty Trust Company

The present tax system should be restructured, but
over an extended period of time, since putting the
Plan into effect quickly would <create severe
hardships for many individuals and organizations.












Many economists are doubtful that reducing rates and
providing a more even allocation of resources would
bolster investment as much as the special tax incen-
tives do now.

The reason the present program of accelerated depre-
ciation and investment tax credits is so much more
effective in spurring investment, is that a company
must invest in plant and equipment to receive these

benefits. Lower tax rates, on the other hand, would
apply to any company, even if it made no investment
at all.

The results of specific tax incentives have been
demonstrated 1in economic studies. According to
research conducted by Allen Sinai, chief economist at
Shearson Lehman/American Express, and the late Otto
Eckstein of Data Resources Inc., accelerated depreci-
ation provides an increase in business investment of
81 cents for every dollar of tax revenue lost, while
the investment tax c¢redit provides 76 cents of
increased investment. By comparison, the research
showed, only 19 cents of increased investment was
generated by reductions in corporate tax rates.

o Paul Craig Roberts; Former Assistant Treasury
Secretary for Economic Policy

The Treasury Department's tax-reform proposal is a
retreat from the supply-side principles put in place
by President Reagan during his first term. The
threat to free trade posed by the decline in U.S.
labor productivity growth has serious implications
for the future of the Western alliance. Only a
sustained rise in productivity can prevent the
unraveling of free trade and the Western alliance.
Supply-side economics rose in response to these
fundamental economic and strategic challenges. This
fundamental change was possible only because the
Reagan administration brought its tax policy to
office with it (along with policy officials to
enforce it) and did not permit the bureaucracy in the
Treasury's Office of Tax Policy to determine policy
or to design the 1981 legislation. If the permanent
government had controlled the policy, it would have
substituted its own agenda and never permitted the
drop in the cost of capital that constituted the
fundamental achievement of the 1981 bill.

A logical approach to tax reform consistent with the

administration's supply-side policy would have been
to move to expensing (first-year write-off of capital
investments) from the accelerated capital cost
recovery system (ACRS) of the 1981 bill. Expensing















