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The authors would like to thank Don Chew for contributing valuable insights to this tribute based on his relationship with Jensen. This tribute also reflects personal interactions with Jensen by
the first author and research conducted on Jensen by the second author in his new book, In Search of a Moral Foundation for Capitalism’’ (Cambridge University Press, 2024). We also reached out
to Ed Freeman to confirm Jensen’s interactions with the father of stakeholder theory later in life. To provide unique insights and avoid duplication, we have reviewed and cited from a broad range
of tributes coming from multiple sources including the University of Chicago, the University of Rochester, and the public press. Nevertheless, our tribute to Jensen reflects the unique personal
perspectives of the authors.

INTRODUCTION

Michael Cole Jensen (1939–2024) passed away on April 2, 2024
in Sarasota, Florida. A number of fitting tributes have appeared
celebrating the life of one of the world’s most productive and
influential financial economists. A tribute to Jensen by Eugene
Fama on the University of Chicago website ProMarket empha-
sizes how Jensen’s research contributions put him in the highest
echelons of academic finance and economics. Fama cites several
of Jensen’s seminal papers, including his 1976 paper coauthored
with William Meckling, “Theory of the Firm: Managerial Behav-
ior, Agency Costs and Ownership Structure.”1 Jensen’s paper with
Meckling became the most heavily cited paper in the corporate
finance literature and established agency theory as the dominant
theory of the firm in finance and accounting. Fama also highlights
Jensen’s role in the transformation of finance into a scientific dis-
cipline, noting that he founded the Journal of Financial Economics
in 1974 and edited it for over 20 years to drag the Journal of
Finance “into the era of scientific research.” Finally, Fama high-
lights Jensen’s leadership and foresight in launching the Social
Science Research Network (SSRN) in 1994 to advance research
across the social sciences.2

1 Jensen, Michael, and William Meckling. 1976. “Theory of the Firm: Managerial Behav-
ior, Agency Costs and Ownership Structure.” Journal of Financial Economics 3(4): 305–60.
Since its publication, Jensen and Meckling’s seminal paper has received over 130,000 Google
citations.
2 Fama, Eugene. 2024. “Michael C. Jensen Tribute,” PROMARKET, April 5, 2024https://
www.promarket.org/2024/04/05/michael-c-jensen-tribute/.
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Another tribute to Jensen on ProMarket by Cambridge Law
Professor Brian Cheffins suggests that Jensen’s thinking on the
public corporation underwent a 180-degree turn. In Cheffins’s
account, Jensen began his career as a strong advocate of the cor-
poration as a driver of innovation and growth in the economy,
calling it “an awesome social invention” in his seminal article with
Meckling. After the economic stagnation and rampant inflation of
the 1970s, however, Jensen allegedly became a fierce critic of the
corporation, expressing skepticism about internal corporate sys-
tems and emphasizing the effectiveness of the market for corporate
control to discipline manager opportunism. Cheffins highlights
Jensen’s promotion of the corporate takeover boom of the 1980s
and the proliferation of incentive pay for executives based on stock
options and earnings targets.

When the takeover boom suddenly halted in the 1990s,
Cheffins notes that Jensen blamed executives and politicians who
had put up roadblocks to corporate takeovers. Jensen also criti-
cized self-serving managers and compliant boards who had used
incentive pay to shield executives from market risk while adding
significantly to their total compensation. Yet, public corpora-
tions continued to grow in number and size and were a major
contributor to strong economic growth and soaring stock prices
throughout the 1990s. But in Cheffins’ view, for all the accom-
plishments of US public companies, “there would be no reversal
of Jensen’s 180 degree turn regarding the public company.”3

3 Cheffins, Brian. 2024. “A Famed Economist’s Public Company U-Turn,” PROMARKET,
April 3, 2024. https://www.promarket.org/2024/04/03/michael-jensen-economist-public-
company-u-turn-takeover/.
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In contrast to prior tributes, we focus on Jensen’s contributions
to the theory of the firm over his illustrious career. We argue that
his contributions in this area represent the greatest and yet, in
some respects, the most misunderstood part of Jensen’s legacy. We
identify three phases or “acts” in Jensen’s thinking regarding the
public corporation and the role of management. Consistent with
Cheffins’ tribute, we argue that Jensen had a 180-degree turn
in his thinking after the economic stagnation of the 1970s and
became a fierce critic of certain practices of the public corpora-
tion. However, we argue that Jensen renewed (if indeed he ever
completely lost) his confidence in the public corporation later in
life. That renewed confidence came with the realization that his
original theory of the firm was incomplete. We focus on Jensen’s
third act, where he attempted to revise his theory by incorporat-
ing integrity and stakeholder perspectives and developed a highly
innovative educational program for leadership training. Despite
the dramatic changes we observe across these three acts, how-
ever, we identify a continuity in Jensen’s thought that provides
a path forward for future development in the theory of the firm to
address the challenges of modern capitalism.

ACT ONE: AGENCY THEORY

Jensen received his PhD at the University of Chicago in 1968,
at a time when the economics department had already pivoted
from the institutional economics of Thorstein Veblen and Frank
Knight to the neoclassical economics of Milton Friedman and
George Stigler. His dissertation, which was supervised by Merton
Miller, developed a method of measuring fund manager perfor-
mance called Jensen’s alpha and was later published in The Journal
of Finance.4 Through his association with Miller and Eugene Fama
at Chicago, Jensen’s early work focused on market efficiency, the
capital asset pricing model (CAPM), and market reactions to
financial information releases. For example, he coauthored a 1969
paper with Fama, Lawrence Fisher, and Richard Roll establish-
ing the event-study method that became the standard in capital
market studies in finance and accounting.5

Most academic researchers, however, associate Jensen’s early
career with the powerful theory of the firm he developed with
William Meckling called agency theory. Previous theories of the
firm used the marginal analysis presented by Alfred Marshall
(1842–1924) in his early synthesis of neoclassical economics at
Cambridge University. It was under Marshall’s influence that
Cambridge dropped political economy from the moral sciences in
1903 before expunging the label “political” in its attempts to make
the field of economics an objective science.6 Based on Marshall’s
price theory, economists initially modeled the firm as a set of cost
and demand curves categorized by market structure (whether per-
fect competition, pure monopoly, monopolistic competition, or
some other intermediate variation thereof ). The economic func-
tion of a firm was said to be to combine economic resources (plant,

4 Jensen, Michael. 1968. “The Performance of Mutual Funds in the Period 1945-1964.” The
Journal of Finance 23(2): 389–416.
5 Fama, Eugene, Lawrence Fisher, Michael Jensen, and Richard Roll. 1969. “The Adjustment
of Stock Prices to New Information.” International Economic Review 10(1): 1-21.
6 Stevens, Douglas. 2024. In Search of a Moral Foundation for Capitalism: From Adam Smith to
Amartya Sen. Cambridge, UK: Cambridge University Press.

machinery, labor, etc.) in order to produce goods and services
demanded by consumers. The first task of a theory of the firm,
therefore, is to explain why firm coordination is superior to market
coordination.

In his seminal paper published in 1937 entitled, “The Nature of
the Firm,” Ronald Coase (1910–2013) argued that firms emerge
from a competitive process as the most efficient, or least-cost,
means of coordinating economic activity. Coase also argued that
firm size is influenced by rising marginal costs of organization
and supervision, so a firm will eventually stop growing when the
marginal costs rise to meet the marginal benefits.7

In contrast to previous neoclassical theories, Jensen and Meck-
ling viewed the firm as a “nexus of contracts” among all the
different stakeholders with claims on the firm. Their theory of
the firm focused on the agency relationship that arises when
a principal hires an agent to perform some task that involves
the delegation of decision-making authority. Jensen argued that
agency relationships exist in all organizations and across all levels
of management, including the relationship between sharehold-
ers and managers of a public corporation. Given the traditional
assumptions of information asymmetry and self-interested agents,
the theory characterized the principal’s problem as choosing some
combination of formal contracting and financial incentives to con-
trol opportunistic behavior on the part of agents to maximize the
wealth of the firm’s shareholders (as the residual claimants).

Like previous neoclassical theories, agency theory assumed that
individuals have a well-defined utility function with preferences
only for wealth and leisure. Although Jensen and Meckling them-
selves made serious efforts to investigate alternative models of
human behavior,8 the Jensen-Meckling agency framework nev-
ertheless relied on self-interested maximizing behavior to make
the theory tractable for their formal modeling and theorizing.
The underlying behavioral assumptions of agency theory con-
trasted sharply with the assumptions of institutional economic
theory, which characterized economic agents as influenced by
nonfinancial factors such as social norms, institutions, and cul-
ture. Institutional economists had established business schools
in the new research university in the late 19th century and
their theoretical perspective still dominated the nation’s business
schools.9

Economic historians and sociologists Marion Fourcade and
Rakesh Khurana have described the growing dominance of agency
theory in the university-based business school:

Agency theory created a unified approach to organi-
zations that would have repercussions in corporate
finance, organizational behavior, accounting, and
corporate governance. Unlike much of the ear-
lier scholarship in business school, the core ideas
of agency theory were derived not from inductive
observation and practical experience but, instead,

7 Coase, Ronald. 1937. “The Nature of the Firm.” Economica 4(16): 386-405.
8 See Jensen and Meckling, “The Nature of Man.” Journal of Applied Corporate Finance 7(2)
(Summer 1995).
9 Stevens, Douglas. 2019. Social Norms and the Theory of the Firm: A Foundational Approach.
Cambridge, UK: Cambridge University Press.
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from the theoretical musing of a newly revitalized
neoclassical economic theory.10

Jensen played a central role in promoting agency theory through
his own research and in his role as editor of the Journal of Financial
Economics. Further, he promoted the theory in practitioner-
oriented outlets such as the Harvard Business Review and the Wall
Street Journal. Finally, Jensen promoted his theory of the firm to
students in his MBA courses at the University of Rochester and
later at Harvard. Between 1967 and 1988, Jensen taught finance
and business administration at the University of Rochester Grad-
uate School of Business Administration. He joined the Harvard
Business School on a half-time appointment in 1985, dividing his
time between Rochester and Harvard, before taking a full-time
appointment at Harvard in 1988.

While at Harvard, Jensen and several of his colleagues devel-
oped a popular MBA course they called “Coordination, Control,
and the Management of Organizations” (or CCMO, as it came to
be called by the legions of Harvard MBAs who elected to take
it). Grounded in agency theory, the course addressed issues of
motivation, information and decision-making, the allocation of
decision rights, performance measurement systems, organizational
and personal rewards and punishments, corporate financial policy,
and governance. According to Khurana, however, agency theory’s
emphasis on self-interest challenged the beliefs of MBA students
who came to the class with a broader social and moral perspective:

So powerful was the course in creating a par-
ticular point of view, Jensen said, that students
found that the logic and outlook of CCMO chal-
lenged “some of their deeply felt beliefs.” The
course helped students, Jensen argued, to become
more “tough-minded” and shifted them away from
the “stakeholder model” of organizational purpose,
which was “dear to the hearts of many of our
students.”11

Khurana credits Jensen’s influence at Rochester and Harvard with
changing the focus of management training from the “higher
aims” of institutional economists to the “hired hands” of a
renewed neoclassical theory. Jensen took pains to make clear that
the objective of firm management was to maximize total enterprise
value (the market value of debt plus equity). In Khurana’s telling of
the story, however, agency theory reduced corporate managers and
their “captured” regulators to self-interested opportunists and nar-
rowed managerial responsibilities to “the maximization of stock
price.”12

10 Fourcade, Marion, and Rakesh Khurana. 2013. “From Social Control to financial Eco-
nomics: The Linked Ecologies of Economics and Business in Twentieth Century America.”
Theory and Society 42(2): 121–59, page 151.
11 Khurana, Rakesh. 2007. From Higher Aims to Hired Hands: The Social Transformation of
American Business Schools and the Unfulfilled Promise of Management as a Profession, Princeton,
322. NJ: Princeton University Press.
12 Khurana, Rakesh. 2007. From Higher Aims to Hired Hands: The Social Transformation of
American Business Schools and the Unfulfilled Promise of Management as a Profession, Princeton,
322. NJ: Princeton University Press.

ACT 2: THE MARKET FOR CORPORATE
CONTROL

The neoclassical theory of the firm developed by Jensen and
Meckling focused on three mechanisms for managing the agency
conflict between managers and owners of the firm: (1) monitor-
ing managerial performance, (2) providing economic incentives,
and (3) promoting an active market for corporate control. The
first mechanism incorporated accounting disclosures, internal
control systems, and a professional board of directors. The sec-
ond mechanism incorporated powerful financial incentives that
aligned the financial interests of managers with shareholders.
The third mechanism incorporated the threat that poorly per-
forming management “insiders” would be replaced by efficiency-
and profit-oriented “outsiders.” Jensen blamed the economic
stagnation of the 1970s and early 1980s to top management’s
opportunistic pursuit of growth and diversification. The solu-
tion, according to Jensen, was to subject these managers to the
discipline of the financial markets.

By promoting a view of managers as opportunistic agents pur-
suing an agenda at odds with investors, Jensen harkened back
to an earlier era in America. During the second industrial rev-
olution, investors like J. P. Morgan took large debt and equity
positions in public companies and often participated in stock
price manipulation and strategic decision-making. Morgan him-
self famously quipped, “I owe the public nothing.” In a similarly
provocative spirit, Milton Friedman published his famous article
in the New York Times Magazine in 1970 arguing that “the social
responsibility of business is to increase its profits.”

According to Khurana, Jensen viewed Friedman’s article as “a
sign of growing academic skepticism about managerialism and an
important cultural event in its own right.”13 In what we charac-
terize as his second act, Jensen came to doubt the effectiveness of
corporate governance and management control and looked to eco-
nomic incentives and the market for corporate control to motivate
managers to act in the best interest of shareholders. As Cheffins
argues in his tribute, Jensen’s writings in the popular press during
this time encouraged a large wave of takeover and restructuring
activity in America in the 1980s as well as a dramatic increase in
CEO compensation.14

The dramatic increase in CEO compensation during this time
was also heralded by Jensen’s four-decade collaboration with Kevin
Murphy. In their seminal paper published in 1990 in the Jour-
nal of Political Economy, Jensen and Murphy argued that executive
compensation was not sufficiently “high-powered.”15 In partic-
ular, they argued that executive compensation should take the
form of increased stock ownership or be tied substantially to the
stock price of the firm. In response, corporate boards dramatically
increased the financial incentives of top executives. Between 1992
and 2000, the average inflation-adjusted pay of CEOs at S&P 500

13 Khurana, Rakesh. 2007. From Higher Aims to Hired Hands: The Social Transformation of
American Business Schools and the Unfulfilled Promise of Management as a Profession, Princeton,
317. NJ: Princeton University Press.
14 Cheffins, Brian. “A Famed Economist’s Public Company U-Turn,” PROMARKET, April 3,
2024. https://www.promarket.org/2024/04/03/michael-jensen-economist-public-company-
u-turn-takeover/.
15 Jensen, Michael, and Kevin Murphy. 1990. “Performance Pay and Top-Management
Incentives.” Journal of Political Economy 98(2): 225–64.
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firms climbed from $3.5 million to $14.7 million.16 This increase
in CEO pay, which included shares of stock granted as well as
stock options, far outpaced the growth in average employee pay.
As a result, the ratio of average CEO pay to average worker pay at
these large companies grew from 140:1 to 500:1.17

Jensen’s views during this second act are reflected in his 2000
book entitled, A Theory of the Firm: Governance, Residual Claims,
and Organizational Forms. His book includes a spirited defense of
agency theory and a frontal attack on stakeholder theory, which
emphasizes the firm’s obligation to create value for its employees,
suppliers, and communities as well as investors.18 Jensen’s book
also includes a passioned argument for the revival of an active
market for corporate control. Jensen begins by arguing that the
disciplining effect of the market for control in the 1980s was long
overdue:

The takeover boom of the 1980s brought the sub-
ject of corporate governance to the front pages of
newspapers as a revolution was mounted against
the power complexes at corporate headquarters. The
mergers, acquisitions, leveraged buyouts (LBOs),
and other leveraged restructuring of the 1980s con-
stituted an assault on entrenched authority that was
long overdue. Control of the corporation was trans-
formed from a means of perpetuating established
arrangements into a marketplace where the highest
bidder made certain that the owners’ interests would
prevail.19

Jensen draws direct parallels between the merger boom of the
1980s and the merger activity during the second industrial rev-
olution in America. First, he argues that in both periods the
capital markets played a major role in eliminating excess capacity
and increasing profit for shareholders. Second, he argues that the
takeover specialists in both periods were disparaged by managers,
policy makers, and the press. He directly associates the takeover
specialists of the 1980s with “the so-called Robber Barons” of the
late nineteenth century. Third, he states that in both periods “the
criticism was followed by public policy changes that restricted the
capital markets: in the nineteenth century the passage of antitrust
laws restricting combination, and in the late 1980s the renewed
regulation of the credit markets, antitakeover legislation, and court
decisions that restricted the market for corporate control.” Jensen
concludes that corporate governance and managerial control failed
to provide the same discipline and productivity as the market for
corporate control.20

In his review of agency theory, Jensen highlights many areas
for future research. He recommends that researchers examine fur-
ther “how industry-wide excess capacity arises, how markets and

16 Bebchuk, Lucian, and Jesse Fried. 2004. Pay without Performance: The Unfulfilled Promise of
Executive Compensation. Cambridge, MA: Harvard University Press.
17 Revell, Janice. 2003. “Mo Money, Fewer Problems: Is It a Good Idea to Get Rid of the $1
million CEO Pay Ceiling?” Fortune, March 31, 34.
18 Freeman, R. Edward. 1984. Strategic Management: A Stakeholder Approach. Chicago, IL:
University of Chicago Press.
19 Jensen, Michael. 2000. A Theory of the Firm: Governance, Residual Claims, and
Organizational Forms, 9. Cambridge, MA: Harvard University Press.
20 Jensen, Michael. 2000. A Theory of the Firm: Governance, Residual Claims, and
Organizational Forms, 16–17. Cambridge, MA: Harvard University Press.

firms respond to such market pressures, and why exit is so dif-
ficult for organizations to deal with.” He also recommends that
researchers examine “the weaknesses that cause internal corpo-
rate control systems to fail and how to correct them.” Among
his other recommendations, Jensen calls on researchers to exam-
ine “how capital budgeting decisions are actually made” and the
nature of “implicit contracts” and how to “limit opportunistic
behavior regarding those implicit contracts.” He concludes with
this statement:

(W)e have to understand even better than we do
now the factors leading to organizational failures
(and successes): we have to break open the black box
called the “firm,” and this means understanding how
organizations and the people in them work. In short,
we are facing the problem of developing a viable
theory of organizations. To be successful we must
continue to broaden our thinking to new topics and
to learn and develop new analytical tools.21

In the following section, we discuss how Jensen answered his own
call for further research regarding the theory of the firm in his
third and final act.

ACT THREE: INTEGRITY, STAKEHOLDER
PERSPECTIVES, AND LEADERSHIP
TRAINING

In 2000, Jensen stepped down from his position as Jesse Isidor
Straus Professor of Business Administration at Harvard University
and retired from academia. Far from ending his research on the
theory of the firm, however, Jensen simply entered a new phase of
his research. He immediately went to work for Michael Porter’s
management strategy company, Monitor Group (now Monitor
Deloitte), where he put his theory of the firm to practical use from
2000 to 2009.

We argue that this phase of Jensen’s research involved an equally
dramatic shift in his thinking regarding the corporation and the
role of management. Yet, it is the least covered or understood
period of his career. Fama and Cheffins don’t even mention
Jensen’s highly productive final years in their tributes. In a trib-
ute published by Sandra Knispel at Rochester, Jensen’s research
efforts after 2000 receive brief mention:

In the wake of the infamous corporate fraud cases
and subsequent implosions of Enron and World-
Com in the early 2000s, followed by the global
financial crisis of 2008, Jensen began advocating for
a change in corporate behavior. In 2012, together
with Werner Erhard, he argued that integrity was “as
important as labor, capital, and technology. Without
a clear, concise, and most importantly, an actionable
definition of integrity, economics is far less powerful
than it can be.” The same, the duo wrote, applied

21 Jensen, Michael. 2000. A Theory of the Firm: Governance, Residual Claims, and
Organizational Forms, 59–60. Cambridge, MA: Harvard University Press.
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to finance and management…Aware that this posi-
tion could be perceived as a departure from Jensen’s
earlier research, the coauthors cautioned readers that
because their intention was to “call attention to
aspects of life and aspects of finance that are not
commonly discussed, or certainly not discussed in
the way we will do so here, you are likely to find it
strange and even wrong.”22

The paucity of coverage given to Jensen’s research efforts after
2000 (they aren’t even mentioned on his webpage on Wikipedia)
adds to the mystery surrounding his final views of the theory of
the firm. Most researchers in finance and accounting are strangely
unaware of Jensen’s shift in views later in life. We emphasize the
third act of Jensen’s career in our tribute for the following reasons:
(1) prior tributes have ignored or shortchanged this highly pro-
ductive period in Jensen’s life; (2) the lack of coverage regarding
this period has clouded Jensen’s legacy and caused us to want to
“set the record straight”; and (3) both of us have drawn inspiration
from Jensen’s later research regarding the corporation and the role
of management.

In his much-heralded book highlighting Jensen’s influence
on economic and public policy in America, Nicholas Lemann
describes the three phases in Jensen’s thinking as follows:

The way Jensen’s mind worked was that he would
identify a vast area of human activity that, to
him, was obviously tainted because it was based
on automatic, lazy, and bad assumptions; then he
would propose a single powerful new tool that
would correct the problem. When he was a young
economist, the problem was self-satisfied investment
managers, and the solution was the new financial
economics. Then the problem became corporations,
and the solution was making their executives super-
responsive to the financial markets. But frustratingly
for Jensen, the world still needed fixing. So now he
switched his focus again: reforming markets hadn’t
worked, reforming corporations hadn’t worked, but
maybe reforming people would work. That seemed
to be the lesson of his own recent transformation.23

In Jensen’s attempt to reform people, he returned to the under-
lying behavioral assumptions of his theory of the firm. He never
abandoned the conflict of interest at the core of the public cor-
porate form, nor did he immediately embrace integrity as a
replacement for self-interest or apply useful aspects of Freeman’s
stakeholder theory. In articles published in 2001 and 2002, in
fact, Jensen showed his continued skepticism about two manage-
rial controls commonly used in practice: the use of participative
budgeting and tying bonuses to performance relative to the bud-

22 Knispel, Sandra. 2024. “Michael Jensen ‘transformed the way we perceive and prac-
tice economics’.” Society & Culture, April 16, 2024. https://www.rochester.edu/newscenter/
economist-michael-jensen-theory-of-the-firm-tribute-601412/.
23 Lemann, Nicholas. 2019. Transaction Man: The Rise of The Deal and the Decline of the
American Dream, 130. New York, NY: Farrar, Straus and Giroux.

get because it invited and indeed encouraged managers to “lie,”24

and the use of the balanced scorecard in evaluating manage-
rial performance because of its foundation in stakeholder theory
and tendency to cause confusion about the corporate mission of
long-run value maximization (an idea Jensen insisted on to the
last).25

In 2001, Jensen responded to the rising popularity of Ed Free-
man’s stakeholder theory in an article published both in this
journal and in Business Ethics Quarterly. By then, stakeholder
theory had grown increasingly popular in many professional
organizations, special interest groups, and governmental bodies
including the British government. Thus, the time had come for
Jensen to take account of and deflect this latest challenge to his
theory of the firm. As with his later incorporation of integrity,
however, Jensen attempted to incorporate useful insights from
stakeholder theory into his own theory. First, he acknowledged
that the process of creating a balanced scorecard with multiple
objectives for management to achieve “can add significant value
by helping managers understand both the company’s strategy and
the drivers of value in their businesses.” Then he proposed a new
corporate objective function:

With this in mind, I clarify what I believe is the
proper relation between value maximization and
stakeholder theory by proposing a (somewhat) new
corporate objective function. I call it enlightened
value maximization, and it is identical to what
I call enlightened stakeholder theory. Enlightened
value maximization uses much of the structure of
stakeholder theory but accepts maximization of the
long-run value of the firm as the criterion for
making the requisite tradeoffs among its stakehold-
ers. Enlightened stakeholder theory, while focusing
attention on meeting the demands of all important
corporate constituencies, specifies long-term value
maximization as the firm’s objective. In so doing, it
solves the problems arising from the multiple objec-
tives that accompany traditional stakeholder theory
by giving managers a clear way to think about and
make the tradeoffs among corporate stakeholders.26

The first public signs of a shift in Jensen’s thinking appeared in
2004, when he partnered with Werner Erhard to develop a lead-
ership course that emphasized integrity as a necessary ingredient
to the workability of an organization (what Jensen liked to call
a “new factor” in the corporate productivity function). Lemann
describes how Jensen’s oldest daughter invited him to attend one

24 Jensen, Michael. 2001. “Corporate Budgeting is Broken – Let’s Fix It.” Harvard Business
Review (November): 94–101. For Jensen’s unwavering commitment to the concept of the
market for corporate control and its role in forcing managements to pursue long run value
maximization as the corporate goal, see the YouTube video “Masters of Finance: Michael
Jensen,” Don Chew’s interview of Jensen for the AFA Historical Series, which took place on
March 25, 2010.
25 Jensen, Michael. 2002. “Value Maximization, Stakeholder Theory, and the Corporate
Objective Function.” Business Ethics Quarterly 12(2): 235–56. Once he became prominent
enough, Jensen made a point and a practice of always retaining copyright to anything he
wrote.
26 Jensen, Michael. 2001. “Value Maximization, Stakeholder Theory, and the Corporate
Objective Function.” Journal of Applied Corporate Finance 14(3): 8-21, page 9.
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of Erhard’s seminars called “Landmark Forum” as a way of recon-
ciling their broken relationship.27 Jensen became actively involved
in Landmark soon afterward and began to work with Erhard
and another Landmark executive, Steve Zaffron. Together with
Erhard and Zaffron, Jensen developed a positive economic model
of integrity and began to circulate it as a working paper for further
discussion.28

It was not until the crisis of capitalism brought on by the
global market crash of 2007–08, however, that Jensen challenged
researchers to go beyond narrow self-interest and incorporate the
role of values and integrity in their economic theory. This shift
in Jensen’s thinking is reflected in a foreword he wrote for Paul
Zak’s edited book, Moral Markets: The Critical Role of Values in
the Economy:

Economics, having traditionally focused on the pos-
itive analysis of alternative institutional structures,
has far too long ignored the normative world. By
the term “positive analysis,” I mean, of course,
the analysis of the way the world is, however it
behaves, independent of any normative value judg-
ments about its desirability or undesirability…By
“normative,” I mean establishing, relating to, or
deriving from a standard or norm that specifies desir-
able or undesirable conduct or behavior, that is, what
ought to be…l look forward to seeing the creation of
an entirely new field of inquiry in economics, and in
its sister social sciences, focused deeply on the pos-
itive analysis of the role of values in evaluating the
possible outcomes of human interaction.29

While some members of the Chicago School shrugged off the
global market crash of 2007–08 as just a normal part of free
markets,30 Jensen viewed the crash as a threat to free-market
capitalism itself and blamed his own narrow theory of the firm.
In his third and final act, therefore, Jensen joined Erhard in a
decade of research “to seriously confront the unconfronted (and
often even hidden) cost of our own and others’ out-of-integrity
behavior.” But again, Jensen did not turn his back on the pub-
lic corporation as the engine of value creation for the firm and
the economy. Instead, he joined his co-authors in incorporating
integrity into his economic theory of the firm while continuing his
earlier efforts to incorporate useful aspects of stakeholder theory
into his overarching goal of long-run value maximization.

In attempting to throw off the straitjacket of narrow self-
interest, however, Jensen was unable or unwilling to wander far
from the realm of positive economics. This is reflected in the

27 Lemann, Nicholas. 2019. Transaction Man: The Rise of The Deal and The Decline of the
American Dream, 123-124. New York, NY: Farrar, Straus and Giroux.
28 Erhard, Werner, Michael Jensen, and Steve Zaffron. 2008. “Integrity: A Positive Model That
Incorporates the Normative Phenomena of Morality, Ethics and Legality.” Harvard Business
School NOM Working Paper No. 96-11.
29 Jensen, Michael. 2008. “Foreword.” In Moral Markets: The Critical Role of Values in the
Economy, edited by Paul J. Zak, ix-x. Princeton, NJ: Princeton University Press.
30 Posner, Richard. 2009. A Failure of Capitalism: The Crisis of ’08 and the Descent into Depres-
sion. Cambridge, MA: Harvard University Press. For an account of the causes of the crash that
appeared in this journal and that focuses largely on errors of public policy (and relying heavily
on Jensen’s theory of market overshooting’’ in which rational agents pretty much pursue what
they take to be their own interests), see Chew, Don. “The Economic (not Literary) Offenses
of Michael Lewis: The Case of The Big Short.” JACF 32(4).

positive model of integrity developed by Erhard, Jensen, and Zaf-
fron. Because of their commitment to positive economics, Jensen
and his co-authors ignored all definitions of integrity with norma-
tive implications and focused on a definition from engineering. In
particular, they defined integrity as “the state of being whole, com-
plete, unbroken, unimpaired, sound, perfect condition,” which
they argued was empirically observable and, importantly, a purely
positive phenomenon.

Similar to his original attempts to transform graduate business
education in America (after facing down intense initial resistance
from his Rochester colleagues), Jensen attempted to take his new
views into the classroom. In particular, he aspired to empower
students and executives to give authentic expression to their per-
sonal values in their professional lives, and came to see the main
function of management studies as assisting them in this effort.
Nevertheless, Jensen’s attempts to bring integrity and values into
the classroom were also hampered by his attempt to stay at a
safe remove from all normative talk. Claus Dierksmeier highlights
the inherent difficulties in Jensen’s positive approach to teaching
values and integrity in business education:

According to Jensen, individuals and societies sim-
ply have certain values—and these they should
enact then with integrity and authenticity. This view
overlooks not only the dynamic interplay between
individuals and institutions, persons and cultures in
the generation of norms, …it also conflates a dis-
tinction fundamental to all moral philosophy, i.e.,
that between the genesis and the validity of moral
norms.31

Although Lemann’s book also emphasizes Jensen’s ground-
breaking research in the later years of his life, it takes a rather
unflattering view of Jensen as the embodiment of “the transac-
tion man.” In a positive but perspective-correcting review, Don
Chew acknowledges that “Jensen’s eye-catching collaboration with
Werner Erhard and the Landmark Group after leaving the Har-
vard Business School in the early 2000s took a lot of his colleagues
by surprise.” But Chew takes strong exception to Lemann’s sugges-
tion that Jensen ever regretted, recanted, or viewed with anything
but pride, his earlier analysis of and solutions to the traditional
principal-agent problem, including his core belief in the social
benefits of a vigorous, well-functioning market for corporate
control.

Chew cites with approval examples of Jensen’s new material
from his collaboration with Erhard being presented at Rochester
and other business schools, including Baylor University in 2010.
Further, he dismisses as fiction Lehmann’s account of a Morgan
Stanley dinner honoring Jensen’s work that Chew himself not
only attended, but helped arrange. Whereas Lemann’s account
has Jensen insulting and then leaving behind “red-faced” Mor-
gan Stanley bankers on his way out the door, Chew recalls
Jensen’s description of his integrity program being so well received
(by his own boss, Linda Riefler, who in turn reported to John

31 Dierksmeier, Claus. 2020. “From Jensen to Jensen: Mechanistic Management Education or
Humanistic Management Learning?” Journal of Business Ethics, 166(1): 73-87, page 81.
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Mack) that elements of Jensen’s integrity program were eventually
incorporated into the firm. Chew concludes:

Contrary to the assertions in Lemann’s book, I didn’t
find even the hint of a suggestion—nor is there any
such hint in the transcript [of the Baylor University
roundtable] we published in 2011—that Mike had
turned his back on, or in any way disowned, his past
work on corporate finance.32

In harmony with Chew’s characterization of Jensen’s research in
this later period, we have benefitted from Jensen’s collaboration
with Erhard in our own research on the theory of the firm. We
argue that value creation and knowledge building in the firm are
opposite sides of the same coin. Our pragmatic theory of the firm
views knowledge-building proficiency as the critical determinant
of a company’s long-term performance. Hence, our theory incor-
porates a knowledge-building loop as a needed analytical tool to
better understand the knowledge-building process. We employ
this knowledge building loop to dissect the key ideas developed by
Erhard and Jensen to improve a firm’s performance by upgrading
management’s leadership skills.

For starters, we consider Erhard and Jensen’s view of their
leadership course as proceeding from what they identify as their
“ontological/phenomenological model” (OPM):

Integrity, authenticity, and being committed to
something bigger than oneself form the base of “the
context for leadership,” a context once mastered,
leaves one actually being [ontology] a leader. It is not
enough to know about or simply understand these
foundational factors, but rather by following a rig-
orous, phenomenologically [direct experience] based
methodology, students have the opportunity to cre-
ate for themselves a context that leaves them actually
being a leader and exercising leadership effectively as
their natural self-expression.33

Despite the deeply philosophical language, the contents of the
course are pragmatic and highly useful. Erhard and Jensen’s goal is
to turn students taking the course into leaders. “Acting” the part
of a leader is not the same as “being” one, and would-be followers
are quick to perceive the difference.

Erhard and Jensen view the firm as a holistic system in which
knowledge building continually occurs as an integral part of man-
agers and employees living and working with one another. This
leads to the foundational observation that employees’ perfor-
mance is profoundly influenced and affected by their perceptions
of the firm, its people, and their collective capabilities. This
is a hand-in-glove fit with the pragmatic theory of the firm.
Figure 1, which displays the knowledge-building loop from

32 Chew, Don. 2021. “Misreading Michael Jensen: The Case of Nicholas Lemann’s Transaction
Man: The Rise of The Deal and The Decline of the American Dream.” Journal of Applied Corporate
Finance 33(3): 95-104, page 103. This tribute to Jensen also appears in this issue, as well as
the Baylor University Roundtable mentioned above.
33 Snook, Scott, Nitin Nohria, and Rakesh Khurana, 2012. The Handbook for Teaching
Leadership: Knowing, Doing, and Being, xxiv. Los Angeles, CA: Sage Publications.

F I G U R E 1 The knowledge building loop.

our framework, also offers a useful way of understanding the
OPM.

As shown in Figure 1, the knowledge base contains assumptions
of varying degrees of reliability. One’s worldview reflects not
only one’s training and experience but also insights gained from
traversing the knowledge building loop to achieve one’s purposes.
As for perceptions, our brains store past experiences to facilitate
predictions via analogy to the past. Language is perception’s silent
partner and has a potentially subversive influence in camouflaging
instead of revealing assumptions. This in turn means that the
reliability of linear cause-and-effect thinking, when applied to
the physical universe, can lead decision-makers to a false sense of
confidence when applied to complex systems that involve human
behavior. (In our framework, fast and effective traversing of the
knowledge building loop provides useful feedback that enables one
to become more proficient in taking actions that produce desired
consequences.)

Our reading of the SSRN working papers by Erhard, Jensen,
and colleagues confirms their agreement with the key takeaways of
the knowledge-building loop illustrated in Figure 1. This includes
the importance of asking better questions, using effective lan-
guage, and applying systems thinking. The bullet points listed
in the box inset below summarize the key ideas covered in the
OPM course,34 and demonstrate how they are remarkably consis-
tent with the components of the knowledge-building loop in our
pragmatic theory of the firm.

Students taking the course are shown how being a leader can
be beneficial to themselves personally and their organizations.
As emphasized by Jensen, a necessary condition for maximum
performance in life and at work is integrity (keeping one’s
word):

Integrity is important to individuals, groups, orga-
nizations, and society because it creates workability.

34 Erhard, Werner, Michael C. Jensen, Steve Zaffron, and Jeri Echeverria. 2024. “Course
Materials for: Being a Leader and the Effective Exercise of Leadership—An Ontolog-
ical/Phenomenological Model.” Available at papers.ssrn.com/sol3/papers.chm?abstract_id=
1263835.
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Insights from OPM

Knowledge Base
∙ Without integrity nothing works
∙ Leaders master the conversational environment
∙ Both employees and management benefit from enthu-

siastically committing to a shared future
Purposes
∙ Performance improves by changing how the world is

perceived by employees
∙ The passion that successful leaders exhibit is grounded

in being committed to something bigger than oneself
Worldview
∙ Awareness that language can either constrain the future

to be like the past (default future) or promote new
possibilities

Perceptions
∙ Language impacts perceptions and is a uniquely

powerful tool
∙ Context matters
Actions and Consequences
∙ Actions are closely connected with how a situation

occurs for an individual
∙ Changing worldview and perceptions can enable new

actions to overcome one’s default future
Feedback
∙ Expect improved performance from new actions after

embracing integrity and a created future

Without integrity, the workability of any object, sys-
tem, person, group or organization declines; and
as workability declines, the opportunity for perfor-
mance declines. Therefore, integrity is a necessary
condition for maximum performance. As an added
benefit, honoring one’s word is also an actionable
pathway to being trusted by others.

Is there empirical evidence that the OPM is a practical means
to facilitate substantial gains in performance? Two colleagues of
Erhard and Jensen, Steve Zaffron and Dave Logan provide evi-
dence in their book, The Three Laws of Performance. Building
on the OPM foundation, the laws are: (1) how people per-
form correlates to how situations occur to them; (2) how a
situation occurs arises in language; and (3) future-based lan-
guage transforms how situations occur to people.35 Zaffron and
Logan present insightful summaries from their consulting work
involving remarkable performance gains that arguably would
not have occurred using conventional management tools. They
note:

35 The early development of the OPM’s core ideas about language, being, integrity, authen-
ticity, and more is presented in Hyde, Bruce, and Drew Kopp. 2019. Speaking Being: Werner
Erhard, Martin Heidegger, and a New Possibility of Being Human. Hoboken, NJ: John Wiley &
Sons.

(Jensen) suggests that business needs new models
that do a better job of predicting how people per-
form. Current models say that people behave in
accordance with their mental assets—skills, intel-
ligence, emotions, beliefs, values, attitudes, and
knowledge. It’s no wonder that the development
of people in an organization is relegated to the
training department and takes a backseat to process
improvement.36

We conclude that the third act of Jensen’s illustrious career
was highly productive and provided useful insights for extend-
ing the theory of the firm. In particular, Jensen developed and
promoted a radically improved model for predicting how peo-
ple perform, with the goal of orchestrating change that can
substantially improve performance while sustaining win-win rela-
tionships. Jensen had come full circle from criticizing leadership
that serves its self-interest over organizational effectiveness to lay-
ing out a practical roadmap for achieving great leadership. In
contrast to the behavioral assumptions of agency theory, however,
Jensen’s leadership training emphasized integrity as well as useful
aspects of stakeholder theory.

CONCLUSION

In this tribute to Michael C. Jensen, we highlight three phases or
“acts” in his thinking regarding the public corporation and the
role of management. In his first act, Jensen built on the neo-
classical economic theory of the Chicago School to develop a
theory of the firm that gave management a role. In his second act,
Jensen emphasized the market for corporate control and financial
incentives as effective controls for opportunistic self-interest. We
focus on Jensen’s third act, where he attempted to revise his the-
ory by incorporating integrity and stakeholder perspectives and
developed a highly innovative educational program for leadership
training. As such, we contribute to Jensen’s legacy by clarifying his
final views on the theory of the firm.

Despite the dramatic changes we observe across the three acts
of Jensen’s career, we identify a continuity of thought that pro-
vides a path forward for future development in the theory of the
firm. In each act, for example, we find Jensen building on previous
insights gleaned from applying neoclassical economic theory to
the firm. In particular, Jensen’s efforts to incorporate integrity, use-
ful aspects of stakeholder theory, and leadership training later in
life built on previous insights from neoclassical economic theory.
In contrast to Jensen’s commitment to positive economics, how-
ever, agency researchers have recently used Adam Smith’s moral
theory to incorporate shared values and social norms into the the-
ory of the firm.37 If these efforts continue and bear fruit, Jensen’s

36 Zaffron, Steve, and Dave Logan. 2009. The Three Laws of Performance: Rewriting the Future
of Your Organization and Your Life, 13. San Francisco, CA: Jossey-Bass.
37 Stevens, Douglas. 2019. Social Norms and the Theory of the Firm: A Foundational Approach.
Cambridge, UK: Cambridge University Press.
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efforts to extend his theory of the firm later in life may turn out
to be his greatest legacy.

K E Y WO R D S
agency costs, free cash flow, integrity, market for corporate control, Michael
Jensen, theory of the firm
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