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Abstract
 Corporate law, the Supreme Court’s 2014 Burwell v. Hobby Lobby decision, and the economic model of the firm all suggest that religious considerations are a legitimate objective of a corporation. This does not depend on whether the firm is closely held or not, whether it is for-profit or nonprofit, or whether its stock is publicly traded. Thus, the Administration’s 2014 proposed rules for exemption from Obamacare’s contraceptive mandate should apply to all corporations equally. The crucial element for exemption eligibility is not the form of governance, but whether the shareholders and directors of the corporation can demonstrate a sincere religious objection to the mandate, something which should require more than self-certification by assertion. 
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   I thank J. Mark Ramseyer for helpful conversations and suggestions, and participants in Harvard Law School’s Olin Workshop for comments I am sure they will make.

    I have changed the formatting of quotations and dropped internal citations where I thought that would help the reader; in particular, I have boldfaced certain phrases relevant to my discussion. 

1. Introduction
  This paper has two purposes. One is to provide the materials for an academic law-and-economics paper to be published in a scholarly journal or a law review. The second is to provide input to the Administration on the proposed new regulations for administering exemptions to the Obamacare contraception mandate. The present draft is drafted for this second purpose, since the deadline is close. The Internal Revenue Service, the Employee Benefits Security Administration, and the Health and Human Services Department have announced the following: 
   In light of the Court's decision in Hobby Lobby, the Departments propose to amend the definition of an eligible organization under the July 2013 final regulations to include a closely held for-profit entity that has a religious objection to providing coverage for some or all of the contraceptive services otherwise required to be covered.   

    Comments are made via “Coverage of Certain Preventive Services under the Affordable Care Act: A Proposed Rule by the Internal Revenue Service, the Employee Benefits Security Administration, and the Health and Human Services Department on 08/27/2014” at https://www.federalregister.gov/articles/2014/08/27/2014-20254/coverage-of-certain-preventive-services-under-the-affordable-care-act, using file code CMS-9940-P and must be submitted by 5 p.m. October 21, 2014. This round of comments is about who is eligible for an exemption on grounds of religion. It is not about the more controversial issue of what form that exemption would take.  An organization found to be entitled to an exemption might have to do nothing as far as providing contraceptives, or might have to open its employee records to help an insurance company supply the contraceptives, might supply  employees with  contraceptives but not   pay for them, or pay for them but not provide them, etcetera. The present proposal is about the eligibility rules in 54.9815-2713A(a). The rules specifying the accommodation itself are in §54.9815-2713A (b) and (c). Those rules have been under litigation separate from Hobby Lobby and related cases, since exempt nonprofit organizations have objected that the accommodations still violate their religious beliefs.
 
    I have four suggestions regarding the proposed rule. 

1. The definition of closely held for-profit corporation. All for-profit corporations should be eligible for exemption if they satisfy the requirement of sincere religious belief. Having numerous shareholders or publicly traded stock should not be a limitation, and is not under the logic of the Supreme Court’s ruling.    

2. Nonprofits and trusts. The Administration should consider how to grant exemptions to other entities such as nonprofit corporations and trusts. The logic of the Supreme Court’s ruling applies to them also, but since they usually do not have shareholders (some nonprofits do have them, e.g. the Cato Institute), the application is somewhat different. 

3. Religious sincerity.  Self-certification is unsuitable as proof of religious sincerity.  This applies to exemptions for individuals as well as for corporations and other entities. I suggest an alternative procedure based on the religious exemption from social security taxes.   

4. Contraception and other medical services. The Supreme Court’s ruling applies to every form of medical care, not just contraception. The regulations should be written to reflect that.
     I will also make two observations, one of fact and one of theory, useful in thinking about these questions. 

A. We commonly think of a “corporation” as being a giant publicly traded for-profit corporation, but those are a small minority of the entities affected by these rules. Most for-profit corporations are small, closely held, and not publicly traded. Most new for-profit entities are limited liability companies (LLC’s), not corporations.  This matters because the Supreme Court’s ruling in Burwell v. Hobby Lobby has implications for all of these. 
B. Neither the legal idea of shareholder primacy nor the equivalent economic idea of the contractual view of the corporation imply that a corporation should maximize profits. Rather, they imply that the corporation should pursue whatever goal the shareholders want. For most corporations and most decisions this goal will be purely monetary, even though the means to attain money profits may include costly activities such as purchasing equipment, training workers, donating to charity,  letting the local community use corporate resources such as empty land, and making concessions to customers beyond what formal contracts require.  For other corporations and decisions shareholders may well wish to deliberately sacrifice money profits for other objectives. These objectives will be more idiosyncratic, since everybody likes money profits but we disagree as to what we would buy with those profits. That is why firms issue dividends rather than buying consumer goods and distributing them to shareholders. Thus, a firm might close on Sundays, buy expensive solar panels to reduce carbon dioxide emissions, refrain from selling pornographic magazines in company stores, or endorse an unpopular political candidate in a corporation-owned newspaper. 
       The effect on wealth of sacrificing money profits in exchange for other shareholder objectives is most clearly seen in publicly traded corporations, because it will increase the share price, and thus the market capitalization of the firm. Most simply, suppose a chemical company sells poison gas to an Arab dictator, thus raising money profits, but very few investors are willing to own shares in an evil company. Accounting profits and cash flow will rise, but the stock price will fall, and the company will only be able to issue new stock at a deep discount. I will lay out the economics of this in more detail below, but the crucial point is that maximizing profits is not the same as maximizing the share price. 
2. Suggested Changes to the Proposed Rules
I suggest emending the proposed regulations thus: 
§ 54.9815-2713A Accommodations in connection with coverage of preventive health services.

(a) Eligible organizations. An eligible organization is an organization that meets the criteria of paragraph (a)(1) through (3) of this section.
(1) The organization opposes providing coverage for some services required to be covered on account of religious objections.
(2)

       The organization’s objection to covering   the 

 services on account of the sincerely held religious beliefs of its owners or the members of its governing body is made in accordance with the organization's applicable rules of governance, consistent with state 
law.
(3) (i) The organization must self-certify in the form and manner specified by the Secretary or 
provide notice to the Secretary of Health and Human Services as described in paragraph (b) or 
(c) of this section. The organization must make such self-certification or notice available for 
examination upon request by the first day of the first plan year to which the accommodation in 
paragraph (b) or (c) of this section applies. The self-certification or notice must be executed by a 
person authorized to make the certification on behalf of the organization, and must be 
maintained in a manner consistent with the record retention requirements under section 107 of 
ERISA.

  (ii) The organization must also submit a statement of at least 50 but no more than 1,000  
words of evidence as to the sincerity of its religious objection. The statement must be executed 
under penalty of perjury by a person authorized to make the statement on behalf of the 
organization, and must be maintained in a manner consistent with the record retention 
requirements under section 107 of ERISA.



Example 1. The organization has one owner, who has written a newspaper op-ed in which 


he publicly asserted his religious belief that contraception is forbidden. 



Example 2. A majority of the organizations owners belong to a church with a pastor who 


tells his congregation that contraception is contrary to the will of God. 


Example 3. The organization’s charter asserts that the business is to be conducted according 

to religious principles and its operations are closed on Sundays for religious reasons.  

(iii) If the agency does not object to the statement of religious sincerity within 30 days, the 
organization’s sincerity is presumed valid. If the government asks for further evidence of 
religious sincerity, the applicant may resubmit a statement of unlimited length. Again, if the 
government does not object within 30 days, the organization’s sincerity is presumed valid. 

    A purely stylistic suggestion is to replace the word “entity” with “organization” wherever it appears. The two are used synonymously, and so one or the other ought to be replaced.  I have no opinion on whether “entity” is better than “organization”. 
   The phrase “(4) [Reserved]” is where the definition of “closely held corporation” would go. I delete that since with my emendations it is unnecessary to define “closely held”. 
 3. What Types of For-Profit Corporations Should be Eligible for Exemption? “Closely Held” versus Corporations in General
    The agencies’ chief request is for suggestions for the definition of “closely held”.  I suggest that this definition is unnecessary, because any corporation should be eligible for exemption on the grounds of sincerely held religious beliefs, not just closely held for-profit corporations. I will argue that this conclusion is the implication of three different perspectives on corporations: (1) The United States Supreme Court’s decision in Burwell v. Hobby Lobby, (2) state law’s ideas of the purpose of a corporation and the fiduciary duty of its directors, and (3) economics’s analysis of what rules make corporations value-maximizing organizations. The coincidence is no surprise; all three perspectives view a corporation as a flexible tool that individuals can use to attain a wide variety of objectives. Thus, the important and hard question for determining eligibility for exemption under RFRA is not the legal question of whether the corporation is closely held or not, but the factual question of whether the purported religious beliefs of the people behind it are sincere. 
    I will start by laying out the setting of the proposed regulations in the request for comment and the Supreme Court’s decision in Burwell v. Hobby Lobby, 134 S. Ct. 2751 (2014). I will then talk about the variety of kinds of organizations to be dealt with, and, in particular, try to set our minds on the idea that the rules must deal with a wide variety of organizations from the closely held limited liability company to the Fortune 500 corporation. The economic analysis showing the difference between profit maximization and value maximization will follow.  This done, I will talk about the more difficult question of the relevance of the religious beliefs of directors as opposed to shareholders, and how the analysis applies to nonprofit corporations and trusts. 
3a.   The Agencies’ Proposal and the Supreme Court’s Decision in Burwell v. Hobby Lobby.
   The agencies’ proposal says
    This proposed change would extend to… certain closely held for-profit entities with religious objections to contraceptive coverage… the same, separate payments for contraceptive services provided… certain nonprofit religious entities with such objections 

 Under the first proposed approach, a qualifying closely held for-profit entity would be an entity where none of the ownership interests in the entity is publicly traded and where the entity has fewer than a specified number of shareholders or owners. 
 Under a second, alternative approach, a qualifying closely held entity would be a for-profit entity in which the ownership interests are not publicly traded, and in which a specified fraction of the ownership interest is concentrated in a limited and specified number of owners.
   These approaches might serve to identify for-profit entities controlled and operated by individual owners who likely have associational ties, are personally identified with the entity, and can be regarded as conducting personal business affairs through the entity. These appear to be the types of entities the Court sought to accommodate in Hobby Lobby. 
   To address the question of which entities to be accommodated, we need to look to the logic of the Supreme Court in Hobby Lobby.  The holding seems simple enough: 

For all these reasons, we hold that a federal regulation's restriction on the activities of a for-profit closely held corporation must comply with RFRA.   

or, as stated in another place in the opinion, 
The contraceptive mandate, as applied to closely held corporations, violates RFRA.
   What it means for something to be a holding, however, and whether what a court says is holding or dictum, is one of the great issues of jurisprudence. Any court decision is, strictly speaking, only a decision as to how the law applies to a particular set of facts. This decision dealt with three entities: Hobby Lobby Stores, Mardel (the Green family’s other business), and Conestoga Wood.  Thus, to understand what the decision implies for entities in future disputes, we must at a minimum figure out what “closely held corporation” means. We can do that only by looking to the logic of the opinion. 

The opinion’s result turns on how to define “person” for the purposes of RFRA.  The Court’s logic is straightforward: if religious nonprofit corporations are persons, as HHS concedes and as law dictionaries say, then consistency requires that other entities also called corporations and treated the same way under state law be treated as persons too. The Court says, 
   We see nothing in RFRA that suggests a congressional intent to depart from the Dictionary Act definition, and HHS makes little effort to argue otherwise.… HHS concedes that a nonprofit corporation can be a "person" within the meaning of RFRA. 
   This concession effectively dispatches any argument that the term "person" as used in RFRA does not reach the closely held corporations involved in these cases. No known understanding of the term "person" includes some but not all corporations. The term "person" sometimes encompasses artificial persons (as the Dictionary Act instructs), and it sometimes is limited to natural persons. But no conceivable definition of the term includes natural persons and nonprofit corporations, but not for-profit corporations.”

    Thus, the Court says that for-profit corporations are “persons” for the purposes of RFRA. It has provided two reasons: (1) The Dictionary Act definition includes for-profit corporations, and (2) HHS admitted that nonprofit corporations were “persons” and it is nonsense to include those corporations as persons while excluding other corporations.  The Court dismisses theories that Congress wished to exclude certain corporations from RFRA as speculative--- possible, perhaps, but lacking any evidence that anybody in Congress actually thought that way. To the contrary, a bipartisan Congress seemed intent on broadly protecting the exercise of religion by statute after court decisions that narrowed its protection by the Constitution:
“…the amendment of RFRA through RLUIPA surely dispels any doubt. That amendment deleted the prior reference to the First Amendment, see 42 U.S.C. §2000bb-2(4) (2000 ed.) (incorporating §2000cc-5 ), and neither HHS nor the principal dissent can explain why Congress did this if it wanted to tie RFRA coverage tightly to the specific holdings of our pre-Smith free-exercise cases. Moreover, as discussed, the amendment went further, providing that the exercise of religion "shall be construed in favor of a broad protection of religious exercise, to the maximum extent permitted by the terms of this chapter and the Constitution." §2000cc-3(g) .”
    HHS has also provided no evidence that the purported problem of determining the sincerity of an asserted religious belief moved Congress to exclude for-profit corporations from RFRA's protection. On the contrary, the scope of RLUIPA shows that Congress was confident of the ability of the federal courts to weed out insincere claims.   RLUIPA applies to "institutionalized persons," a category that consists primarily of prisoners, and by the time of RLUIPA's enactment, the propensity of some prisoners to assert claims of dubious sincerity was well documented. 29Nevertheless, after our decision in City of Boerne, Congress enacted RLUIPA to preserve the right of prisoners to raise religious liberty claims. If Congress thought that the federal courts were up to the job of dealing with insincere prisoner claims, there is no reason to believe   that Congress limited RFRA's reach out of concern for the seemingly less difficult task of doing the same in corporate cases. And if, as HHS seems to concede, Congress wanted RFRA to apply to nonprofit corporations, see, Reply Brief in No. 13-354, at 7-8, what reason is there to think that Congress believed that spotting insincere claims would be tougher in cases involving for-profits?

      How does the Supreme Court’s reasoning help us decide which entities are to be eligible for exemption from mandates by the enactment of RFRA?  Certainly the logic that “No known understanding of the term "person" includes some but not all corporations” means that not just religious nonprofit corporations but closely held for-profit corporations such as Hobby Lobby stores are eligible. Equally, however, that logic means that widely held publicly traded corporations are eligible, and so are non-religious nonprofit corporations. To repeat:  “No known understanding of the term "person" includes some but not all corporations.” The supplementary reasoning leads to the same result. Congress wanted “broad protection of religious exercise” and there is no evidence that Congress thought spotting insincere claims would be tougher in cases involving broadly held for-profit or in nonreligious nonprofits than in cases involving prisoners. Thus, the logic of the Court’s opinion is in no way limited to closely held for-profit corporations. 
     Nor is the Court’s logic with respect to what RFRA means by “corporation” limited by the additional explanation Justice Kennedy provides in his concurrence. He says, indeed, that “the Court's opinion does not have the breadth and sweep ascribed to it by the respectful and powerful dissent.” He is not referring to the breadth and sweep of the types of entities covered, however, but to how much the mandate exemption hinders the public interest. His concurrence is about how in the particular case of the contraceptive mandate, “the Government has not made the second showing required by RFRA, that the means it uses to regulate is the least restrictive way to further its interest.”   What he stresses is that the government can easily achieve the goal of reducing the number of people who pay for contraception out-of-pocket without requiring that the contraception to be provided by people whose religion forbids it. Whether such accommodation is easy to provide when a corporation asks to be exempted from other government rules depends on the rule, and in a reasonable way. 

To be sure, the Court denies that its decision applies to publicly traded corporations: 
   ...HHS contends that Congress could not have wanted RFRA to apply to for-profit corporations because it is difficult as a practical matter to ascertain the sincere "beliefs" of a corporation. HHS goes so far as to raise the specter of "divisive, polarizing proxy battles over the religious identity of large, publicly traded corporations such as IBM or General Electric." Brief for HHS in No. 13-356, at 30.

   These cases, however, do not involve publicly traded corporations, and it seems unlikely that the sort of corporate giants to which HHS refers will often assert RFRA claims. HHS has not pointed to any example of a publicly traded corporation asserting RFRA rights, and numerous practical restraints would likely prevent that from occurring. For example, the idea that unrelated shareholders-including institutional investors with their own set of stakeholders-would agree to run a corporation under the same religious beliefs seems improbable. In any event, we have no occasion in these cases to consider RFRA's applicability to such companies. The companies in the cases before us are closely held corporations, each owned and controlled by members of a single family, and no one has disputed the sincerity of their religious beliefs. 
   That is disingenuous.
 In these cases, the Court only needed to consider the situation of three individual companies, so it could just as well have said that it had only ruled on RFRA’s applicability to those three companies, nothing more. But nobody believes that. The reasoning is part of the Court’s precedent and it is what lower courts will use to predict future Supreme Court decisions. The opinion also says that the Court didn’t need to consider RFRA’s applicability to “unrelated shareholders” since “[t]he companies in the cases before us are ... each owned and controlled by members of a single family”, yet nobody would argue that Burwell v. Hobby Lobby has nothing to say about the application of RFRA to a corporation owned by two highly religious shareholders who were fourth cousins instead of being members of a single family.  Here, the Court is just dismissing HHS’s parade of horrors by saying that a widely held corporation was unlikely   to come up with persuasive evidence of sincere religious beliefs.  Again: what distinguishes widely held publicly traded companies from companies like Hobby Lobby is not their ownership per se, but the unlikelihood that such a company would have a religious identity.  If such a company did have as strong a religious identity as Hobby Lobby, then there is no reason for barring it from eligibility for exemption from the contraception mandate. Rights pertain to individuals, however, not classes. Even if most members of a class are irreligious, the law does not exclude the possibility of one member demonstrating that he is religious. Even if it were true that most Portlanders have no religious objection to contraceptives, a government agency cannot write regulations that exclude Portlanders from application of  RFRA to the contraceptive mandate.   Even if most publicly traded corporations do not exercise religion, regulations cannot categorically reject the evidence of a publicly traded corporation that it rejects contraception on religious grounds.  What regulations can do, on the other hand, is ask that religious beliefs be demonstrated by evidence that very few publicly traded corporations will be able to provide. 
3B. The Entities. 

       A sole proprietorship has no legal existence: it cannot sue or be sued. Rather, the individual natural person who is the proprietor is the legal actor. The same is true of a partnership, though there the assets are owned by more than one person and they are jointly responsible for the actions of the enterprise. As a result, there is no question that their use of the corporation assets and the actions of their managing agent are entitled to protection of property, speech, and religion, even if the firm were to employ thousands of workers.
 
    Another kind of entity is the trust. Like a partnership, a trust is not a legal person. Rather, it is best considered as a special kind of contract under which a grantor conveys property to a trustee, who becomes the “legal owner” and accepts the fiduciary obligation to use that property for the beneficiary, the “beneficial owner”. The trustee is the legal agent of neither the grantor nor the beneficiary, however, because they cannot command or dismiss the trustee. At most, the beneficiary can petition a court to command or dismiss the trustee for violation of his fiduciary duty, a very serious charge. 
     Can a trust obtain religious exemption from the contraception mandate? The question is unlikely to arise, since although noncharitable trusts often own large assets, few of them have enough employees to trigger the mandate. If it did, however, the question would arise as to which religious beliefs would be relevant, those of the legal owner trustee or the beneficial owner beneficiary.

       A corporation, in contrast to partnerships and trusts, is a legal person in its own right, able to own property and to sue. In some ways it is similar to a trust. The assets are owned by the corporation, but the corporation is owned by the shareholders. They do not control the corporation, however: the president is not the agent of the shareholders. Rather, the shareholders elect a board of directors, who command the president as if they were a composite principal. The directors are like trustees, though, in that they are not the agents of the shareholders. They have a fiduciary duty to act for the benefit of the shareholders, but they may act contrary to the shareholders’ wishes, just as a trustee can act contrary to the beneficiary’s wishes. Unlike in a trust, however, the shareholders’ consent must be obtained for certain actions such as dissolution of the corporation, and the shareholders can take special action to reorganize the corporation and dismiss the board of directors via special procedures. These procedures are awkward for a widely held corporation, but a corporation with few and unanimous shareholders can use their threat to control the directors quite tightly. 
    A wide variety of organizational forms are possible for an enterprise formed in the United States, ranging from the traditional trio of sole proprietorship, partnership, and corporation to nonprofit corporations, S-corporations, trusts, charitable trusts, cooperatives,  the archaic “corporation sole”
 used by the Roman Catholic church and a wide variety of what Larry Ribstein called “uncorporations”:
 limited-liability partnerships,  limited-liability limited partnerships, the master limited partnerships
,  limited liability companies, benefit corporations,
 low profit limited liability corporations, and California’s “flexible purpose corporation”. One can also mix and match these entities by dividing the organization into parent and subsidiaries.
 Some of these are persons--- corporations and limited liability companies, for example---  while others--- partnerships and trusts, for example--- have no personal identity aside from the identities of the natural persons who own their assets. 
      These entities can be categorized in at least three different ways. One way, the one important for the purposes of the proposed rule, is by governance and legal identity, characteristics regulated by state law. The broadest division of this is between organizations that are legal persons and those that are not.  A second way is by federal tax status. The most important division of tax status is between tax-exempt organizations, organizations that pay corporate income tax, and organizations whose profits flow through to the owners and are counted as owner income in the year they are earned rather than the year they are distributed. This is different from legal identity. A nonprofit corporation might or might not be exempt from taxes as a 501(c)(3) charity. Many corporations and limited liability companies can elect whether to be subject to corporate income tax or to flow-through taxation. Finally, there is the categorization into publicly traded companies and private companies, which is regulated by the Securities and Exchange Commission. 

      Another distinction is between for-profit and nonprofit firms, but that is  not as important a distinction as people usually think.
 Hospitals use both organizational forms, for example, but both forms allow doctors to earn a living from the success of the institution.  Conversions from non-profit to for-profit status is possible and does happen. From 1994 to 2003, 14 states’ Blue Cross Blue Shield insurance companies converted from nonprofit to for-profit corporations (after the nonprofits had lost their tax-exempt status in the 1986 tax reform bill). The companies cited the increased ease of obtaining new capital and the usefulness of being able to base executive pay on stock performance. They remain affiliates of the national Blue Cross Blue Shield, which still contains the nonprofits which did not convert.
  To convert, a tax-exempt non-profit must transfer its equity value to a charitable entity and obtain state government approval for its plan.
 
       Although large organizations are usually publicly traded C-corporations that pay corporate income tax and have many and unconcentrated owners, that is not invariably true. Cargill and Mars are private, family-owned corporations, and Harvard University is a nonprofit corporation. Being publicly traded does not require that ownership of a corporation be dispersed. In a sample of 95% of publicly traded Swedish firms, 59% were controlled by a family owning at least 25% of the voting power, and 76% had dual-class shares (that is, some shares carried more weight in governance than others that received the same dividends).
 In Australia, it was estimated that 45% of publicly traded firms had a blockholder controlling 25% or more of the shares.
  In Canada, 44 of the 246 publicly-traded firms among the top 500 Canadian firms by sales in 1988, 44 had as a controlling shareholder an heir of the firm's founder.
 Even in the United States, family firms are over 35% of the S&P 500, the families owning an average of 18% of the equity.
 About 6% of public companies in the U.S., with 8% of the capitalization, use dual-class stock.
 
   Moreover, for businesses that are not publicly traded, C-corporations have been diminishing in importance since the 1980’s, as Figure 1 shows. Figure 1 does not show limited liability companies, which in all states except New York, California, Illinois, and North Dakota had by 2008 become more numerous than new domestic and foreign (that is, chartered out-of-state) corporations, LPs, LLPs and LLLP’s combined (including professional corporations).
  In most states the number of LLC’s was at least double that of all of those other entities; the most extreme was Wisconsin, with over five times as many LLC’s. LLC’s, like corporations, are legal persons and may elect to be taxed either flow-through or as C-corporations if they are closely enough held.  They require fewer legal formalities, however, and in general are more like partnerships in their flexibility than like corporations.  
Figure 1

Trends in the Number of Entities and Their Percentage of GDP
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Source: William McBride, U.S. Corporate Tax Revenue is Low Because High Taxes Have Shrunk the Corporate Sector,  Tax Foundation, September 18, 2014.

   Thus, in considering which entities should be eligible for exemption from the contraception mandate, we should keep in mind the wide variety of organizational forms, and the decreasing importance of the C-corporation relative to other entities such as the limited liability company. We should also recognize the parallels between trusts and corporations, and think of corporate directors as being more trustees than agents and corporate shareholders as more beneficiaries than principals.  This suggests that not just the religious beliefs of the trustees of trusts and shareholders of corporations (as the legal owners) should matter, but the beliefs of the beneficiaries of trusts and directors of corporations (as beneficial owners and as undirected decisionmakers). 
3C. The Corporation’s Objective under State Law

  A corporation should have as its objective the conduct of business activities with a view to enhancing corporate profit and shareholder gain. 
 

   It is the obligation for directors to attempt, within the law, to maximize the long-run interests of the corporation's stockholders.
 

These two statements about the objective of the corporation both frame the objective in terms of shareholder welfare.
 Corporate profit is indeed a key element of shareholder welfare, and for most large public corporations the only reason shareholders hold shares is for monetary reward. In their daily lives, however, people care about more than money. This is true even in the economic sphere. People do not always choose the job with the highest salary, and they do not always drive the hardest deal they can when they are bargaining. Thus, some shareholders do care about more than corporate profit. Consider, too, that not every corporation is public, or large, or widely held, but all fall under the same corporate law, if not the same securities law. Thus, it is useful to think about what “shareholder gain” and “long-run interests of the corporation’s stockholders” mean besides money.

To address the question of religious goals for corporations, we must address the general question of whether a corporation can have any goal but profit. Here constitutional law meets corporate law.    The proper goal of a corporation is an old question in corporate law, most commonly discussed in connection of “social responsibility”.
 American law has taken the view that a corporation’s directors must act solely with the objective of benefiting the shareholders, subject to minor caveats such as not engaging in criminal acts. This is known as “shareholder primacy”.
  An opposing view is that the directors also should sometimes act to hurt shareholders if that would benefit “stakeholders”: other parties interested in the acts of the corporation, such as customers, employees, suppliers, and local governments.  

One cannot look to a corporation’s charter to discover whether it is intended to maximize profits. The main specification in a charter is the corporation’s “purpose”— the activities in which it can engage— rather than its “goal”— the term we use for its objective.  Nowadays, charters are less important than in the 1800’s and they are usually written to specify the purpose as broadly as possible. The Model Business Corporation Act says, “Every corporation incorporated under this Act has the purpose of engaging in any lawful business unless a more limited purpose is set forth in the articles of incorporation.”
  The State of Delaware provides a template, for example, which says “The purpose of the corporation is to engage in any lawful act or activity for which corporations may be organized under the General Corporation Law of Delaware,” with no blanks for limiting the purpose further.
  That template says nothing whatsoever as to the goal of the corporation.

A company has owners, and if we follow the usual principle that theft is wrong, Robin Hoods should not be allowed to sit on the boards of directors and distribute corporate assets to the poor.  But shareholders are people, and people do not own things just so they can sell them. People want money so they can accomplish things: buy houses, rent cars, make political donations, support their church, and so forth. Thus, under the standard doctrine of “shareholder primacy” , profit should not necessarily be the only goal. On the other hand, some corporations are nonprofit. We think of nonprofit corporations as if their goal is to further the public good, but that is not quite right. The public good is the legal goal of charitable nonprofit corporations— a subset of nonprofit corporations generally— but it is not always the intent of their founders, who in many cases are thinking of advancing their own careers. Thus, the roles and goals of both profit and nonprofit corporations require careful thought.
3D. Profit Maximization versus Value Maximization


Suppose we have a corporation some or all of whose shareholders wish for the business to sacrifice profit for some religious goal such as closing on Sunday. We will consider this in three parts. First, we will think about a corporation whose shareholders are unanimous in wanting it to sacrifice profit for principle. It may seem obvious that the directors of this corporation ought to follow the desires of the shareholders, but in some interpretations of the law, doing so makes them scoundrels who should have to pay damages to the shareholders for doing what the shareholders want.  Second, we will ask whether such a corporation can survive if it is publicly traded, or whether market pressures will force it to maximize profit alone or be acquired by profit maximizers. Finally, we will examine the case of heterogeneous shareholders who disagree on the tradeoff between principle and profit. 

3D1. UNANIMOUS SHAREHOLDERS


The first case is that of unanimous shareholder preferences— as in Hobby Lobby. Note that what matters for us is the homogeneity of shareholder interests, not the number of shareholders. A one-man corporation will automatically have unanimous preferences.
  A two-man corporation will not, and will raise troubling governance issues. Those issues get no worse with a million shareholders, and, indeed, the governance problem is less severe since there isn’t likely to be a 50-50 split of opinion in a widely held corporation. 

It would seem unfair to sue the directors personally to recover the lost profits, especially since directors’ liability insurance doesn’t cover intentional acts.
  But it is not unknown for people to use litigation to bite the hand that feeds them.
  We will here not dwell on this case, since it seems clear, except to those who see religious motivations as illegitimate for any purpose  and feel constrained by the 1st Amendment from denying them to natural persons but feel that the courts should not support them any more than it supports contracts against public policy.
  

3D2. THE PUBLIC CORPORATION: THE PARADOXICAL EFFECT OF MARKET PRESSURE TO MAXIMIZE VALUE


For a public corporation, maximizing market value is not the same as maximizing profit, and a rejection of profit for principle can benefit even unprincipled minority shareholders.
  This paradox is due to efficient markets that adjust stock prices as a result of change in supply and demand. 

  If the directors sacrifice profits for principle, you might think that the stock price will fall and some outsider who cares only about profits will find it worthwhile to acquire enough shares of the corporation to replace those directors.
  The new directors will change company policy to increase profits, thus rewarding the acquirer, and so the corporation’s religious mania will be a minor blip in its history. This reasoning is fatally flawed. 

 Consider Acme, a restaurant corporation that currently has annual profit of $100, the maximum possible, and a market capitalization of $1,000: $1 per share for 1,000 shares. A group of 1,500 religious investors, each with $1 to invest, are looking around for a place to invest their money. They want to own a restaurant corporation, but only if it stays closed on Sundays. Acme would have annual profit of $80 if it stays closed on Sundays. The religious shareholders think that $1 per share is a great price for which to buy a return of $.08/share annually if Acme were to close on Sundays. The board of directors therefore decides to close on Sundays.  The non-religious shareholders immediately sell, because the price of $1/share was only justified if the profits were $.10/share annually; now they would pay no more than $.80/share. 

With all 1,500 religious investors trying to buy Acme stock, though, the price will rise above even its original $1 price.  It must rise to a level so high that religious investors become indifferent between buying Acme stock and keeping their funds as cash. Suppose that is at a price of $1.20/share. At that price, religious investors are investing $1,200 of their funds in Acme, and 300 of the religious investors give up and just hold cash. In the end, the religious investors are no better off than to begin with— since Acme stock is so expensive— but the original, non-religious investors have benefitted greatly from the directors’ Sunday-closing decision, because they were able to sell out for $1.20/share and move into other investments just as attractive to them. 

What of a greedy corporate predator, who is look for companies he can buy, get rid of inefficiencies, and resell at a profit? He won’t find Acme an attractive target in the slightest. Acme’s move to sacrifice profits hasn’t hurt its stock price; the stock price has risen. If the predator takes over and starts opening on Sunday, investors will no longer want to hold Acme and the stock price will fall. There is simply no way for the predator to increase the value of the firm. 

The argument that a firm which sacrifices profits will have a lower stock price falls apart if shareholders like sacrificing profits that way. If they do, their valuation of the profit-sacrificing stock doesn’t fall: it rises. The firm finds it cheaper to acquire capital than rival firms, and its sacrifice of revenue has been more than repaid by the reduction in costs. The shareholders, to be sure, are not as rich as they would be if they cared about profits alone. But that is fine with them; profits are only valuable to the extent that they buy things, and the shareholders care more about Sunday closing than about higher dividends and fancier cars. 
    In the long run, this isn’t an equilibrium either. Since there is such demand for investment in restaurants that close on Sundays, other restaurant corporations will follow Acme’s lead, until the price of Sunday-closing stocks is $1/share, the same as ordinary stocks. At that point, the market will be in equilibrium, even though the percentage profit yield of Sunday-closing restaurants will be much lower than for ordinary restaurants. Also, in that long-run equilibrium, the religious investors will be better off than when they started, since they will only have to pay $1 for $.08/share annual profits. 
 
 Consider another possibility. Suppose there are only 600 religious investors, that they band together and buy 600 shares of Acme, and that with their 60% control they close the restaurant on Sundays. The price will fall to $.80/share, since the remaining 400 non-religious investors would not be willing to hold onto their shares unless it fell that far.
 It isn’t clear whether the outcome is good or bad. The 600 religious shareholders are delighted; the 600 nonreligious who sold out are indifferent, and the 400 remaining non-religious shareholders are unhappy.  

This is an old problem in corporate law. Often a single policy not only cannot please everybody: there is no policy is that is best for every shareholder. What should the directors do? One answer is that the directors should simply act to maximize the market price of the stock, which means that if there at least 1,000 religious shareholders in the world, so demand for religious stock is high enough, then closing on Sundays is the director’s duty 

But for a director to act for the benefit of the owners is inevitably ambiguous when there are many owners. This is a problem even when owners care only about money. Some want share price to be high now, some later, depending on when they plan to sell their stock. Tax and liquidity situations differ, so some want dividends, while others prefer capital gains.
 The directors must make a decision one way or the other, and they will have to choose which group of shareholders to please. 

 3D3. THE INTERMEDIATE CASE: MINORITY DISSENT IN AN ILLIQUID CORPORATION 


The most difficult problem is with corporations that are closely held yet have minority shareholders who do not share the goals of the majority. As with public corporations, the closely held corporation is problematic even with regard to purely financial decisions if the shareholders have different goals. Indeed, the problem is worse, since neither faction of shareholders can sell their shares without far greater loss than with publicly traded stock. Nor are shareholders diversified in their securities holding. If they were, then they would at least all share the same goal of getting the best profit/risk combination possible. Since so much of their wealth is tied up in one company, though, they may disagree seriously about how much to trade possible returns against risk or how big a dividend to pay. This disagreement will not just be a difference of opinion; even with exactly the same opinion as to the objective effects of a decision, the different shareholders will disagree as to whether the outcome is good or bad. 

Not only will decisions made in good faith fail to please all shareholders, but in addition there will temptation for opportunism when it comes to trading off profit against religious or other principles. The majority might not want to be sacrifice profits if they were 100% owners of the firm, but be willing to as 51% owners by following a religious policy. After all, 49% of the burden is being borne by the minority shareholders. Or, there might simply be a problem of unjust transfer of wealth, which besides its injustice would discourage people from becoming minority shareholders in the future and hence would discourage economic growth. Making a donation to a church would be 100% to the benefit of the majority shareholder, but they would be bearing only 51% of the cost. Or, put differently, it would be like issuing a dividend to just the majority shareholders, one of the bedrock forbidden acts of corporate law. 

 
Worse yet, since the shares are closely held, they are illiquid. There is no market price, so the majority shareholders are not hurt in their ability to sell shares, and the minority shareholder has no way to escape his miserable situation unless he sells at a price below even the reduced dollar value of his holding. And the minority shareholders may find it difficult to find investments that suit them equally well: they are shareholders in this business precisely because they have some special connection to it, sentimental (e.g., the family firm) or informational (e.g., they know it is a great business opportunity, but outsiders cannot see that). 


This problem occurs in other contexts, and has given rise to the idea of “shareholder fiduciary duties”.
 The classic case is Wilkes v. Springside Nursing Home, 53 N.E. 2nd 657 (Mass. 1976). Four investors started a corporation with equal shares. They were all employees, but the corporation paid no dividends. Wilkes and the other three shareholders had a disagreement, and they fired him from his job. He sued, and the court ruled that the others had a fiduciary duty to Wilkes. A general New York rule covers this kind of situation too. Professor Ragazzo tells us that 

[T]he majority breaches its fiduciary duty to the minority whenever it engages in conduct that frustrates the reasonable investment expectations of the minority. According to this view, the legitimacy of the majority's purposes is irrelevant if the minority is denied something for which it bargained, either explicitly or implicitly, at the time of investment.
 

Spending on religious or social responsibility goals would be dealt with in much the same way. Courts would not intervene except in clear cases— see our discussion of the business judgment rule below— and existing director fiduciary duty would work as well as the ill-fitting idea of shareholder fiduciary duty, but outrageous cases could be dealt with by courts’ equitable powers.
  
3E. What about the Religious Beliefs of Directors?  

   The Hobby Lobby decision says that a corporation is exempt from the contraceptive mandate if the shareholders hold a sincere religious belief that contraceptives are sinful. It says nothing about the religious beliefs of the directors of the corporation.  What if the shareholders do not care directly about contraception, but some or all of the directors do have a sincere religious objection and the shareholders wish to retain those directors? Similarly, what if the directors do not care, but the executives care? How about the production workers?
     It is easiest to handle the executives and workers. Whether the company offers contraception is not their decision to make. They are agents of the board of directors.  They may not want to work for a company that provides contraception--- in theory (I doubt any such religious belief actually exists). Similarly, customers may  have a religious objection to buying  the products or services of a company that provides contraception. And neighbors may have a religious belief against living within five miles of property owned by a company providing contraception, or perhaps even living in the same state. In any of these cases, however, a corporation is no different than a sole proprietorship. Nobody has proposed that RFRA says that a sole proprietor can be exempted from the mandate because some of his employees have religious objections to it. RFRA only applies to the person directly affected by a federal statute--- the person who is at risk of civil or criminal suit for violating it. An employee does not violate the Obamacare statute by refusing to provide contraception; it is his employer who provides medical services to the employees and who will be punished if the employer allows an employee to block the company from providing contraception. This is reasonable; the employer can fire the employee for refusing to carry out his duties, and firing the employee for refusing to act contrary to his religious beliefs is entirely legal. 
     What to do about directors with sincere religious objections to providing contraception is a more difficult issue.  The directors do make the company decision to provide contraception, or at least are perfectly able to block any such action by the executives. The board of directors is making the decisions for the principal--- the corporation--- and the CEO is just an agent. If the CEO fails to approve contraception, he can be fired. If the board fails to approve it, their decision is final. Even a court cannot make the decision for the company to provide contraception; at most, it could issue an injunction and jail the directors for civil contempt indefinitely unless they obeyed the injunction and authorized the contraceptives. 
     The shareholders, to be sure, can, for many corporations, schedule a special shareholders’ meeting and replace the directors.
 Even then, however, they are not making the decision to provide contraceptives--- they are just electing new directors who will make the decision come out the way the shareholders want.
  To be sure, some closely held corporations elect special status so that the shareholders are directly empowered to make decisions for the corporation, in place of or in addition to the board of directors. 

  So what about the directors? Should their religious beliefs count, or not? As a legal problem, this requires deciding how to apply RFRA to directors, and the U.S. Supreme Court did not do that in Hobby Lobby.  An argument for applying it is that the directors as a group are the natural persons responsible for making the decision to provide contraception to the employees of the corporation. An argument for not applying it is that the directors suffer no legal penalty under Obamacare for not providing contraception; it is the corporation that must pay fines, and it is the shareholders who bear the financial loss. I will not try to resolve that question here; I will only note that though it is clear that the logic of Hobby Lobby applies to public corporations, it is unclear what it implies for directors. 
     What is worth discussing, however, is the economics of the situation. Economics is about maximizing value, measured as the willingness of people to pay to buy or sell the right to control certain actions. [to be continued]
4.   Trusts and Nonprofit Corporations
    Trusts are interesting because trust property has two owners. The trustee is the “legal owner,” with control over the property. The beneficiary is the “beneficial owner,” and the trustee has a fiduciary duty to act on his behalf, subject to the trust instrument but not subject to the command of the beneficiary. Thus, it would seem RFRA applies to the trustee, but perhaps not to the beneficiary. 
   Nonprofit corporations present a different problem. Some nonprofit corporations, in some states, have shareholders. Shareholders of a nonprofit do not receive dividends, but they do have control rights. The Cato Institute, a Kansas corporation, is an example of a closely held nonprofit corporation, notable because of legal struggles over control between the president, Daniel Crane, and one of the founders, David Koch. Other nonprofits have “members”, who have the right to vote for the board. Still others have self-perpetuating boards. 
   Hobby Lobby’s logic says that nonprofit corporations are eligible for exemption because of sincere religious beliefs, but it does not tell us whose beliefs matter.  

[Still to be finished]
5.  Proving Sincerity

[Still to be finished]

6. Concluding Comments

    The logic of Hobby Lobby clearly applies to corporations of all sizes and variety of shareholding, to nonprofit corporations, and to other medical services besides contraception. The difficult question remaining is what to do about the requirement of sincere religious belief objecting to a mandate. For individuals and partnerships, the IRS and HHS asks for self-certification.  For corporations, who would be self-certifying. For Hobby Lobby Stores and its companion companies in the case, the Supreme Court decision says that it is the beliefs of the shareholders that matter.  
 [Still to be written]
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     That version does get us into the deep waters of game theory, however. First: if the plans of the 600 religious shareholders are leaked early, the non-religious investors will stampede to escape, and the price will immediately fall to $.80/share, making it even easier for the religious shareholders to take over. On the other hand, once they have taken over, if the price falls to $.80/share, some nonreligious hedge fund could buy all 1,000 shares, open up on Sundays again, and sell out at a $200 profit. Going Martian-like to a third hand, however, if investors foresee a hedge fund doing this, they will bid up the price to $1/share even before the hedge fund appears— in which case the hedge fund may not find it worthwhile to appear. There are ways out of this paradox, but they are not relevant to the point here, which is that in some circumstances a religious policy will help some shareholders and hurt others. See Sanford J. Grossman and Oliver D. Hart, Takeover Bids, the Free-Rider Problem, and the Theory of the Corporation, 11 BELL J. ECON. 42-64 (1980).





� This last was the problem in Dodge. v. Ford. Shareholders may also disagree as to which company policies will achieve their goals, but in this case the director’s duty is clear: he is to use his own best judgement, and whether all the shareholders agree with him or none does not matter. He is like Burke’s Member of Parliament: “To deliver an opinion, is the right of all men; that of constituents is a weighty and respectable opinion, which a representative ought always to rejoice to hear; and which he ought always most seriously to consider. But authoritative instructions; mandates issued, which the member is bound blindly and implicitly to obey, to vote, and to argue for, though contrary to the clearest conviction of his judgment and conscience— these are things utterly unknown to the laws of this land, and which arise from a fundamental mistake of the whole order and tenor of our constitution.” Edmund Burke, Speech to the Electors of Bristol (3 Nov. 1774).





� See Deborah A. DeMott, Agency Principles and Large Block Shareholders, 19 Cardozo L. Rev. 321 (1997-1998).





� Robert A. Ragazzo, Toward a Delaware Common Law of Closely Held Corporations, 77 Wash. U.L.Q. 1099, 1105 (1999). Interestingly enough, Delaware, famous for its law of publicly held corporations, stands out as a state which does not recognize such causes of action.





� Professor Greenwalt notes the similar problem that arises when courts are asked to decide disputes about goals that arise within nonprofit organizations. One of his hypotheticals presents the same problem as that of the minority shareholder who finds the goals of the corporation have shifted: “Courts have rarely, if ever, dealt with splits in secular organizations over purpose, when the purposes involved promulgating ideas. Suppose that a national organization set up to protect "freedom of speech" shifts its position across a substantial spectrum. In contrast to earlier stands, it now supports stringent restrictions on sexually explicit speech and hate speech… A `local’ faithful to the old views withdraws from the national and claims that it should keep property donated to it.” Courts generally reject such claims, which suggests they should do the same with regard to ordinary corporations that change policy in a way displeasing to minority shareholders— particularly since in a nonprofit, the new policy may even be opposite to the desires of a majority of those who donated capital. Kent Greenawalt, Hands off! Civil Court Involvement in Conflicts over Religious Property, 98 COLUMBIA L. REV. 1843-1907, 1873 (1998).


� Under Delaware law, this can be done by a majority vote of the shareholders, but only if the corporation has not chosen to have a term-staggered board of directors (a “classified” board). Delaware � HYPERLINK "http://delcode.delaware.gov/title8/c001/sc04/index.shtml" ��§141(k)�: ”Any director or the entire board of directors may be removed, with or without cause, by the holders of a majority of the shares then entitled to vote at an election of directors, except as follows:...”


� To be sure, the shareholders may be able to make the decision via a shareholder resolution or, as a last resort, by rechartering the corporation with revised articles of incorporation that require the corporation to provide contraception. Shareholder resolutions and rechartering are exceptional intrusions into the governance of the corporation, however, and their very oddity illustrates the strength of the rule that the board governs the corporation. 


� “Close corporations” in Delaware, which can have no more than 30 shareholders, are an example. See Delaware Code, � HYPERLINK "http://delcode.delaware.gov/title8/c001/sc14/index.shtml" ��“Close Corporations; Special Provisions,”� §341-356. Note that a close corporation might well be an “S corporation” as well, but “S corporation” is a concept in federal tax law, not in state corporate law. 








