policies. Rather they are antithetical to the notion of human dig-
nity we’ve articulated: that each of us must remain free to pursue
our own projects.

Thomas Hobbes, author of Leviathan, and other philosophers
have rightly argued that government is necessarily coercive. At
some level we must be protected from ourselves and the harm we
would do each other if left to our own recourse. But even so, hu-
man dignity is not promoted. Rather, we have found necessary in-
stitutions to deal with the fact that we cannot always rely on our
fellows and they cannot always rely on us to follow the moral
point of view and respect the automony of each other.

The search for voluntary
solutions

Surely there are real problems with our economic system. Surely
the bishops are correct arguing that any economic system must
promote human dignity. But, solutions which promote human
dignity must do so voluntarily. We must find methods and busi-
ness practices which encourage managers as well as employees,

“Our choices may bring evil into the
world, but better to have eaten of the
tree of knowledge and experienced
the freedom of choice that is the
essence of the human condition.’’

““...solutions which promote human
dignity must do so voluntarily.”

owners, customers, suppliers and local communities to deal with
how to promote the dignity of those not currently participating in
the economic system. How can they enter into voluntary agree-
ments with their fellows which help them to realize their life
projects?

The real problem is not constraining the marketplace, understood
as a system of voluntary contracts and exchanges. It is finding in-
novative ways to let the marketplace work. The bishops are
gravely wrong that the marketplace is to blame for the incredible
amount of human misery in the world. Rather, it must be given a
chance.

R. Edward Freeman is an associate professor of strategic
management and organization, University of Minnesota
School of Management.

Ian Maitland is an assistant professor of strategic manage-
ment and organization, University of Minnesota School of
Management. []

The LIFO paradox

and efficient
stock markets

by Shyam Sunder

The Last-In, First-Out (LIFO) method of inventory accounting
can save many businesses millions in tax dollars when unit prices
rise.

However, one of the more fascinating puzzles of corporate behav-
ior is that LIFO accounting was not widely used until the mid-
1970s when inflation soared. Internal revenue code has permitted
LIFO accounting for almost 40 years. Businesses could have
saved billions of tax dollars using LIFO earlier. Many firms who
would benefit from it are still reluctant to adopt it.

Manufacturers and traders often buy identical goods at different
prices in different transactions. Under LIFO cost of latest pur-
chases is deducted from revenue to reckon profit. If the cost of
later purchases is higher, use of LIFO yields a lower profit as
compared to the First-In, First-Out (FIFO) method where cost of
earlier purchases is used to compute profit. Smaller profit is ac-
companied by a smaller income tax payment.

For example, if a barrel of oil is purchased at $20 and sold at $25,
profit is $5. Oil purchased later for $22 and sold for $25 yields $3
profit. FIFO accounting assumes that the barrel of oil purchased
first is the first sold. LIFO assumes that the last barrel in is the
first to go out. Even with identical purchase and sale transactions
the choice of inventory valuation method has a major impact on
annual profit and taxes.

Corporate charity towards government is too unconvincing an ex-
planation of business’ reluctance to adopt LIFO. Corporate irra-
tionality at this level is too facile an explanation as well. Most
observers blame the structure of managerial compensation plans
and stock market inefficiency for such corporate behavior. But
neither explanation survives close scrutiny.

Compensation of senior managers is often linked to reported
profit. Managers may be expected to avoid LIFO for the fear that
its lower reported profit will reflect poorly on their abilities and
results in lower compensation for them. However, managers who
use LIFO can save the company millions, far in excess of the ex-
tra compensation they could personally earn from FIFO-based ac-
counts. A smart board of directors should ensure that the bonus
formula for managers encourages their value-maximizing deci-
sions for the firm through generous rewards.

Indeed, an empirical study of the effect of applying LIFO to man-
agerial compensation revealed no adverse effects. Compensation
theory of reluctance to adopt LIFO simply shifts the irrationality
to the board of directors. Therefore it’s unconvincing.

It’s also argued that managers are reluctant to use LIFO for the
fear of hurting their firm’s stock price. Unsophisticated investors
may fail to appreciate that the only real effect of this accounting
technicality is to put more money in the firm’s bank account
through taxes saved. Lower reported income that accompanies
LIFO may be interpreted by such investors as a sign of the firm’s
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poor management or poor prospects. It may induce them to lower
the price they are willing to pay for stock. Lower stock price hurts
managers who hold shares or options to buy the shares. The firm
will very likely be subjected to a take-over bid.

However, this explanation is based on the assumption of ineffi-
ciency and lack of sophistication in the stock market not sup-
ported by evidence. Twenty-five years of accounting and finance
research strongly suggests that stock market prices adjust quickly
and unbiasedly to public information. LIFO’s been around a long
time and people know about it. It’s unlikely that a firm’s stock
price will go down if LIFO is properly adopted. Empirical mea-
surements of stock market reaction to LIFO adoptions do not sup-
port fear of adverse reaction.

Given stock market efficiency, stock price would promptly reveal
the firm’s value under current management, distinguishing good
managers from poor managers. The poorer managers, once identi-
fied, will be forced to acquire better skills or forced out by com-
petitors inside and outside the firm.

The LIFO puzzle cannot be solved by assuming that individuals
behave irrationally; that they choose from known and available
options those less satisfactory to them. A solution can be con-
structed by assuming that the information and beliefs they hold
about their environment do not necessarily conform with the
facts. Others may or may not know the facts. Economics of uncer-
tainty suggest a way to solve this puzzle.

Reluctance to adopt LIFO cannot be explained by irrationality on
the part of managers, boards of directors or investors. If all man-
agers and investors were rational, and their bonus schemes prop-
erly designed, managers may still fail to adopt LIFO if they
perceive investors as irrational. Even though investors know that
adopting LIFO is rational, many managers simply do not believe
that investors will value stock based on cash flow rather than ac-
counting earnings. Therefore, the managers’ decision not to adopt
LIFO is, for them, rational. It is much easier to accept that such
beliefs about others’ irrationality coexist with their actual rational-
ity. The discrepancy between the actual behavior of investors and
how some managers believe the investors behave leads to their re-
luctance to adopt LIFO.

Coexistence of facts and beliefs contrary to facts is easy to con-
firm by direct observation. Different people often hold diametri-
cally opposed beliefs about the same phenomena. Both cannot be
correct. Such diversity of beliefs often persists over time because
the mechanisms for testing the validity of beliefs are far from per-
fect. A manager who believes investors are unsophisticated in
valuing stock based on accounting income and not on the firm’s
cash flows may have ample environmental evidence to reinforce
that belief. Evidence to refute that belief may be unavailable or
take a long time to gather and analyze. Revision of beliefs on the
basis of observable evidence is neither prompt nor certain.

It is an empirical fact that many managers believe that individual
investors are unsophisticated and that even the overall stock mar-
ket may behave in an unsophisticated manner. When such man-
agers choose between LIFO and FIFO, they seek to maximize
what they expect their firm’s stock price to be under each option.

Rational investors value the stock, and the stock price is in turn
observed by the managers. This stock price does not necessarily
inform the managers that their beliefs about investors are incor-
rect. The stock price the managers expect to observe can be very
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close to what they actually observe. The market does not always
help managers discover their beliefs are wrong because they con-
tinue to act according to these beliefs.

Revision of managers’ beliefs about how stockholders behave
happens over time through non-market mechanisms. Reading the
financial press and attending seminars and courses slowly change
the managers’ beliefs. Only then do they change their decision
rules. With LIFO, it’s taken almost 40 years to change the beliefs
of many managers. The job is not yet done.

Shyam Sunder is a Honeywell professor of accounting at the
University of Minnesota School of Management. []

Alumni recruiting
gains popularity

When recruiting new graduates for their companies, many School
of Management alumni consider their alma mater the first—and
best place to start.

Alumni recruiting is gaining popularity with Minnesota gradu-
ates. Some areas, like Industrial Relations and Accounting, have
long seen the value in recruiting on home turf. Others are catching
up fast. Currently, some 60 alumni actively recruit at the School
of Management. Their numbers are rapidly increasing.

Benefits abound for companies and the School alike.

Alumni are an integral part of a strong placement program, says
Jan Windmeier, placement director. Their efforts help bolster the
School’s impressive placement record. Nearly 80 percent of the
registered students actively looking for work were placed as of
August 31, 1984.

““We have lots of alumni calling in with leads and job openings,’’
Windmeier says. Most recruiters visit campus twice a year to
meet one-on-one with students. ‘‘I like to think alumni support re-
flects how well they were treated when graduating,’” she says.

‘It always helps when an alumni is placed in a position of hir-
ing,”’ notes Mary Drew, recruiting coordinator. ‘‘Recruiters are
much more likely to hire someone from their alma mater,”” Wind-
meier says. Alumni’s solid knowledge of University operations,
programs, courses and faculty is a real plus, Drew adds.

Knowing the School is a big advantage, agree recruiters. That cer-
tain element of the unknown is eliminated when one is familiar
with the organization.

“‘I know the School’s quality, its strengths and weaknesses,”’
says Jane Altobelli of R.R. Donnelly & Sons Co., Chicago pub-



