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Abstract:

The aim of this paper is to examine the consequeatemployees’ participation in boards
of public companies. As the topic has been discusiseroughly from the point of view of
board performance and stake-holder problem, thiskwie focused on shareholders’
perspective. In the first | analyze the anatomy ao-determined board. The second part is
aims at employees’ interests and their incentiv@sbibard participation. Subsequently, |
discuss possibilities of legal arbitrage and inmgdiens of co-determination on capital
markets. Even though the emphasis is given on Gewguoaletermination system, the results

of the research are applicable for any other cerdehed system of corporate governance.

Anotace:

Ucelem této prace je zmapovatistedky @&asti zandstnan@ v organech viejnd
obchodovatelnych spaleosti. Toto téma jiz bylo mnohokrat diskutovano ozipe
vykonnosti statutérnich orgéna z pozic ostatnich stran zainteresovanych naokacp
nicmeére, tato prace se zatuje na dsledky, které plynou pro akciofg V prvnicasti
analyzuji anatomii co-determinovanych orgaspole&nosti. V druhécasti se zawtuji na
z4jmy zamdstnan@ a jejich motivaci pro &ast v organech. Déle se zabyvam moznostmi
regulativni arbitrdZze audledky, jaké ma co-determinace pro kapitdlové tigstoze se
vénuji predevSim ameckému systémucasti zandstnand, vysledky tohoto vyzkumu jsou

aplikovatelné i na ostatni systémy corporate gaueea s dasti zanistnand.
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1. Introduction

Shareholders are generally essential constituemdiesrporations as they makstima
ratio the choice where to allocate their investment®ifTposition has been strengthened by
increasing capital mobility on global capital maskeTo maximize their wealth, they can
flexibly move the capital from one jurisdiction smother. Moreover, legislators now days
cannot rely on coercive sovereignty of states &pkeapital in their jurisdiction, but have to
promote their own company law to make their jugidn as convenient for shareholders as
possible. In this paper, we will examine how thepooate law framework is marked by

obligatory co-determination and what kind of inéees it gives to shareholders.

a. Aims and Methodology

The aim of this paper is to examine how co-deteatiom influences the shareholders
perception of corporation. Main ideas of sharehsideerspective of co-determination will
therefore be discussed as well as shareholderssuresto avoid co-determination effect to
maximize their wealth. Many observers have notadl ¢brporate law systems with employee
participation are now struggling under the needglobal capital marketswWe will therefore

intend to determine what the origin of this phenooreis.

The methodology used in this paper is multiple.sSiles of corporate law theories are
mainly cited in the first Parts of the discussian determine some theories regarding
corporation and its interestholders. Space is ghath to thdaw and economicemovement
as well as to scholars that react to it. The setbind of the paper describes the current legal
frameworks using comparative means and opinionsoafemporary scholars on corporate

law developments in Europe. Furthermore, empirisatvey conducted by renowned

! E.g. Michel GoyerCorporate Governance, Employees, and the Focusosa Competencies in France and
Germany in: Curtis J. MilhauptGlobal Markets, Domestic InstitutionSorporate Law and Governance in a
New Era of Cross-Border Deafdlew York: Columbia University Press, 2003) or BlthDore:Stock Market
Capitalism: Welfare CapitalisrfOxford: Oxford University Press, 2000)
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economists is subject to discussion in the Pafh& last Part of this paper describes the
current corporate ownership situation in Germanyd aits possibilities for future

developments

b. Overlook of the Contents

Regarding the content of this paper, we will fiystixamine why the employees are the
unique group of stakeholders that in history ofpooate law was given right of representation
in board beside shareholders. It can seem tharggnpeople tend to sympathize with thém,

but we will discuss if there is some further ratibbhehind this policy.

Subsequently, we will discuss what the interestshaireholders and employees are. We
will reveal that it is mostly approach to risk wheir interests diverges as employees are
more “fixed” claimants than shareholders and tfereefmore conservative towards risk. Our
subsequent concern in this Part will be managermaderation measure of this clash of

interests.

Further, co-determiantion implications on corporately architecture will be analyzed.
We will effectively see that the most typical andvdloped system of co-determination
is present in German legal framework. Despite et that also other jurisdiction will be
mentioned, the German economy is the only one thabig enough to be examined
thoroughly. The conclusions of this paper are, rnbedéess mutatis mutandispplicable for

other systems if not stated otherwise.

Presence of employees’ representatives and ingeirestoardrooms and the way how it
influences the performance of board will be disedss the Part 4. It will be also examined
how a co-determined board differs from usual boasisve know them from Anglo-Saxon
jurisdictions and why shareholders may prefer thglé-Saxon model. In relation to this, we

will also discuss the implications on monitoringspibilities.

Legal arbitrage as a mean to partly avoid co-deteation will be discussed separately as

there is serious empirical evidence that supperthleory of effective legal arbitrage. We will

2 Jonathan R. Macey and Geoffrey P. Mill€orporate Stakeholders: A Contractual Perspegtiveiversity of
Toronto Law Journal, issue 4 (1993), p. 417
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see if the investors are willing to undergo reipooation process in order to mitigate the

level of employee participation in board.

Finally, the relation of the fact of co-determinbdard and ownership structure of
corporations will be analyzed in Part 7. We wiltéis mainly on the traditional ownership
structure of Germany, i.e. on blockholder ownersam further on the possibilities of capital
market development. The main concern is to detegmin co-determination burdens

development of capital markets.

In the end, we will conclude to see the overallssmuences of co-determined boards and

its implications for the shareholder perspective.

2. Why Should the Employees Be the Privileged Class of Interest
Holders?

Before committing wholly to the discussion how dtmiders deal with employee
participation on corporate governance in the folfgyvParts of this paper, we will briefly
overlook some theories that explain who shouldilzgergthe right to decide upon the matters
of the corporation. Further, we will look examinbywemployees are the only interest-holders
that were given the right of codetermination.

Traditionally, the shareholders are seen as thet ma$able group of stakeholders to
dominate the decision making process in corporafidrhis theory was widely promoted by
the law and economicsnovement as the shareholders were seen as theatdtiresidual
claimants of corporation and therefore mostly aédcby corporate decisiofisAs residual
claimants they have most incentives to avoid insaty and motivate corporation’s profits.
For this reason, as stipulated also by Kelly andiRson, they are usually entitled to monitor

the managemernit.

% Frank H. Easterbrook and Daniel R. Fischadting in Corporate LawJournal of Law and Economickssue
26 (1983), p. 403

* Ibid.

® Gavin Kelly and John ParkinsoiThe Political Economy of the Compati@xford: Hart Publishing, 2000),
p. 117
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However, later the portfolio theory evolved anddals began to underline the fact that
shareholders are not the ultimate risk-bearerbes ¢an effectively hedge against the risk of
mal-functioning of the firm by diversifying theinvestments.

Non-residual and in terms of insolvency law unseduclaimants usually have two
options how to protect against the default of tbgoration (i) contractually (as for example
providers of unsecured loan or big suppliers doirmjuding bonding covenants to their
contracts with the corporatiof)or (ii) by diversifying in the same way the shavelers do

(this is, for example, case of consumers).

Nevertheless, neither of the both hedging optichswailable to employees. Bonding
covenants in employment contracts are economiedfhost unimaginabfeand diversifying
is in their case also impossible as they develop-fipecific skills? In the end of the day, they
are the class of risk bearers that is most imprebad effectively hedge their risk and
therefore it seems logical to provide them withpacsal protection also in corporate 1&W.
Still it is not without interest that these thegriemerged in papers of North American
scholars much later than the actual employee [aation was established in other parts of

the world as in Europe (see below) or in JaPan.

We can conclude that shareholders are the group ttaditionally has the right to
determine upon the fate of the corporation. Howgeasrthey can diversify their portfolios,
they are not necessarily the group with major egem the corporation. The economic theory
says that the employees should have most incertveSectively monitor the corporation as
they have, apart from labor and insolvency lawgfiwient measures how to hedge their risk.
The clash of their interests will however be subjeadiscussion in the following parts as the
divergence of employees’ interests and shareholdeesests seems to be essential problem
of co-determined boards

® Eugene R. Famagency Problems and the Theory of the Fifiihe Journal of Political Economyol. 88, no.
2. (April, 1980), p. 291

" Clifford W. Smith, Jr. and Jerold B. Warn€@n Financial Contracting: An Analysis of Bond Coarts
Journal of Financial Economics, issue 7 (1979)17.

8 Jonathan R. Macey and Geoffrey P. Millgupranote 2, p. 417

° Kelly and Parkinsorsupranote 5, p. 124

10 Apart from labor and insolvency law protection.

1 Concept of life-time employment. Please referéioample to Richard R. Ellswortheading with Purpose
(Stanford: Stanford University Press, 2000), p. 281
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3. What Are the Interests of Shareholders and Emplo  yees?

Divergence of interests of shareholders and empkoydll be further discussed. As we
noted in the previous Part, interests of these ttarsacies are different. Otherwise there
would be no problem for shareholders to let the legges govern the corporation as their
stakes are bigger. Still, for various reasons egg@e do not reign over corporations in any

democratic jurisdiction.

Supposing that the corporation is a nexus of cotgfa it is inevitable that several
interests will be clashing over the optimal govew of the firmi-> The approach towards
risk bearing will differ regarding the constitueesi

Firstly, we can start with axiom that good businpsgormance is a common interest of
all stakeholders of corporation. It iater alia, confirmed by the European legislators that one

of the objectives of European corporate law isosidr business efficiendy.

Secondly, employees’ main concern is to keep tjubs therefore they do not have
incentives to accept bigger risk. In fact, empleyeare about the economic performance of
the firm only to that extent as it influences theiages. As they will in general receive
proportionally less with better corporation perfamse> they do not always have enough

incentives to foster on maximum the economic pertorce of the firm.

Thirdly, shareholders, on the other hand, tendak® tmore risks. Sometimes too much
risk as the corporations usually have some debthiir financing structures so the
shareholders are not taking all the risk, but biéngffully from the risky project. Moreover,
they are hedged by portfolio theory so they cam ¢ass about risk Generally firms with

more shareholder rights achieve better businedsrpgance, because they aim more on profit

2 Ronald H. Coaséfhe Nature of the FirprEconomica, New Series, Vol. 4, No. 16 (19373%0

13 Kelly and Parkinsorsupranote 5, p. 122

14 Gert-Jan VossestieModernization of European Company Law and Corpofateernance: Some
Considerations on its Legal Limi¢dlphen aan den Rijen: Kluwer Law Internatonal, @) ¥p. 44

15 Frank H. Easterbrook and Daniel R. Fisch&le Corporate ContracColumbia Law Review, vol. 89 (1989),
p. 1425

1% bid, p. 1440
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that is to be distributed to shareholders as residaimants’ and generally use capital more

productively*®

This incentive of excessive risk taking by shardkolis, on the other hand, present only
in economies with diffused ownersHiplf the corporation is owned by a blockholder, the
probability that undiverisified investor would take excessive risk is low&}.The interests

of blockholders and employees tend to convergenagadth maximization is diminished.

In the end of the day, the risky ventures that rshgreholders promote are always
moderated by managers that have to conduct theis stipulated by Blair and Stofit.As
managers also have their stakes in corporatiortlaidinterests tend to converge with those
interests of employees (stable jobs, fixed inconManagers also owe fiduciary duties
towards company and are therefore exposed tolibility.>> For these reasons, they tend to

mitigate the risks to be taken by the corporation.

As the managers are, on the other hand, appoioyethe shareholders, they have
incentives to reasonably maximize shareholders’ Itwedao keep their positions as
underperforming corporations are easy targetsakedvers. This balance of risk is, however,

present regardless of employee representationardbo

In this Part, we have examined that employees &adekolders have because of this
generally very diverse interests. Employees focumaintenance of their jobs employees and
therefore tend to exclude risks which can mitigdéite overall business efficiency of the
corporation. Shareholders on the other hand preéetimization of corporations’ profit. This
focus on profit is greater when diffused ownerstungl debt are present as shareholders bear
less risk. Willingness to take risk then declinetlasse two elements are not present. As a
moderating power, usually managers’ incentives wsed to produce optimal balance of

prevailing interests regardless of employees’ dipacticipation in the board.

" Hideki Kanda et al.TransformingCorporate Governance in East Agizondon: Routledge 2008), p. 17,
please refer also
18 Ronald Doresupranote 1, p. 206
¥ Michel Goyer supranote 1, p. 186
20 Easterbrook and Fischelpranote 15, p. 1440
2 Margaret M. Blair and Lynn A. StouEorporate Accountability: Director Accountabilitynd the Mediating
5ole of the Corporate BoartlVashington University Law Quarterly, vol. 79, roen 2 (2001), p. 428
Ibid, p. 424
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4. Anatomy of Co-Determined Board

For the purposes of this paper, we will handle tya@erman co-determination model
and some other minor European jurisdictions will ddy briefly noted. Architecture of
corporate bodies will be the main concern of trast.p Firstly we will discuss the German
model and secondly we will examine co-determinatiotihe rest of Europe

a. Co-Determination in Germany

The German defeat in the Second World War brouglgamnomic and social disorder to
the country. Therefore solutions of a new socidhtee had to be sought. In the end of the
day, the compromise was found and employees fagtaatepted lower wages and personal
commitment in exchange of representation in boamis?® This revolution came from above
as co-determination was made compulsory by statti®y that time it was for Germany
technically impossible to develop strong capitalrkets as there were lack of wealthy

investors that would invest in public comparfies.

Since the first codetermination acts in the 1950s,legislation has evolved. Through an
expansion in the 1970s when all companies of thdipuompany forr® were subject to co-
determination to the last amendments in 1994 tiegrdte from co-determination those

companies with less than 500 employ&es.

Employee representation is limited to the superyisboard which is advisory and
controlling body of the two-tier system of Germamporate structure. This two-tier system is
obligatory for all AG corporations. This system bles to anchor the co-determination in the

supervisory tier and no employee representatitimeis present in the management board.

% Mark J. RoeStrong Managers, Weak Owners, The political Rob#sneerica Corporate FinancgPrinceton:
Princeton University Press, 1994), p. 215

% Wolfgang Streek and Kozo Yamamura (edBhe Origins of Nonliberal Cpitalism: Germany ancpaa in
Comparison(Cornell: Cornell University Press, 2001), p. 163

% caroline FrohlinThe History of Corporate Ownership and Control iar@any [available online at:
http://www.nber.org/chapters/c10271.pdf], p. 224

% AktiengesellschafiAG]

%" Charles E. StewarMergers and Acquisitions: Germaf@ceana Publications, 2000), p. 7
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The current legislative framework stipulates thaptoyees of all AG corporations should

be represented in supervisory boards accordingetéollowing patterrf®

Size of corporation Size of supervisory board Number of employees
(number of employees) representatives
0-500 at least 3 chairs no obligatory co-

determination

500-2000

12 chairs

one third

2000 and more

20 chairs

one half

As we can see, the German employees enjoy a begaésentation in the controlling
body of public companies as they almost reach ypavith shareholders representatives. The
amount of chairs in boardroom enjoyed by Germanleyeps is unprecedented even in other
European jurisdictions as we will see further. Mwar, the statutory requirements keep
supervisory boards excessively big. What once was s social compromise survived until
today and employees keep holding their monitorimg) @ontrolling rights through their direct

representatives in the supervisory board

b. Co-Determination in Other European Countries

Before the actual discussion on the co-determinatiwdels in Europe, the issue of
corporate structure is to be explored as it seentetdetermining for the possibilities of co-
determination. Afterwards we will review some otligropean systems of co-determination

that exist besides the German model.

Despite of the proclaimed harmonization of Europemmporate law, only minor
harmonization has been done so far on the fielkcbgborate bodies. We can observe in total
three models applied for public corporations actegsope: (i) obligatory two-tier system as
we know it from Germany, (ii) obligatory one-tiggrstem (e.g. Italy or Spain) and (iii) mixed
system where it depends upon the shareholders whade they prefer (e.g. France or the

% German Codetermination Act of 1976 as amended
2 Quasi-parity with decisive vote of the supervisboard chairman (appointed by shareholders)

12
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United Kingdoni®. The one-tier model seems to be the most widespend the best
functioning as it enables better monitoring at lowest®’ Firms seem to prefer one-tier
system as for example in France where they aretéreboose, but only 2-4% of corporation

opt for two-tier systeni>

Co-determination seems to be related to two-tistesys as no strictly one-tier system in
Europe currently prescribes obligatory represematf employeed® The reason why one-
tier system does not attract co-determination eslatainly to information flow in corporation
and in exclusion of employees to engage in dayatpousiness of the corporatithThis

would probably diminish the board efficiency evearm

The most widespread model of co-determination oatgs from the Dutch legislation as
it is sometimes claimed to be the most developdt stipulates that supervisory board in

which employees are represented by one third df<ffa

In France employees are represented in the boatdyrity for advisory purposes. Direct
participation is required only in some public comies of statutorily stipulated siz&.In this

case the shareholders will presumably opt for tepstructure.

An interesting model of co-determined corporatéhiecture can be found in the Czech
Republic that obligatorily prescribes two-tier gst Employees are represented in the
supervisory board with no managerial function, with supervisory duties only. The
management board is elected directly by sharer®kieemployees are left with their strictly

controlling positiort®

To conclude this part, no other European corpdeateframework stipulates as high level

of employee participation as German model does. |&yeps are represented in two-tier

%0 In the United Kingdom the two-tier system involgia supervisory board is compulsory for listed canigs,
as the listing rules stipulate. Stefan Grundma&hmopean Company Law@™ edition (Cambridge: Intersentia
2012), p. 259. More on the rise of monitoring baardthe United Kingdom: Paul L. David3oard structure in
UK and Germany2000), p. 2 [available online at: http://papesmscom/sol3/papers.cfm?abstract_id=262959]
31 Stefan Grundmansupranote 30

% \bid, p. 257

* bid

3 paul L. Daviessupranote 30, p. 20

% Stefan Grundarrsupranote 30p. 263

% |bid

%" bid, p. 264

3 Karel Drevinek and Petr Sevef@etting the Deal Through: Czech Repul§2605) [available online at:
http://www.weil.com/news/pubdetail.aspx?pub=3648]
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models of corporate bodies as it should give tresibdity to shareholder to dominate at least

the executive tier (management board).

5. Employees’ Interests and Implications for Boards

Firstly, we will have a brief look at supervisorgdrd of German public corporations that
tend to be big and not very operational. In the esaime we will have a look why these
boards differ from ideal boards. We will handle yotihe German model as for other co-
determined models can the samatantis mutandibe applied. Secondly, we will examine if
there are some advantages for shareholders to dwadetermined boards. Thirdly, we will
see how the shareholders find their way to byphssstructure of the corporations and
mitigate the co-determined boards involvement ie thecision making process. Legal
arbitrage will be excluded from this part as isubject to discussion in the separate Part 7.

a. Co-Determined Boardrooms

Roe observes four main problems regarding Germparsisory boards: (i) they are too
big, (ii) their meetings are not frequent, (iii)etle is a weak flow of information, and (iv)

conflicts of interest&? Now we will examine these points.

As was noted in Part 4, employees reach almostypaith shareholder representation in
supervisory boards of big German public corporaidioreover, the statutes stipulate that
these boards have to be composed of 20 membersharefore are bigper se It brings
several concerns about their operational abilaé increases free-rider probléfiviembers
of a big board tend to rely on their co-memberdé¢oprepared and well informed for the

meetings and therefore engage themselves lesse mdhitoring tasks.

39 Mark J. RoePolitical Determinants of Corporate Governance: ilohl Context, Corporate Impa¢New
York: Oxford University Press, 2003), p. 72
40 1.

Ibid

14
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Also meetings of supervisory boards do not seefetdrequent — typically two or four
times per yeaf' Shareholders that in many occasions prefer nathre the power with
employees do not have incentives to hold board img=etvith more frequency and tend to
monitor instead the management directly (see bel®e@g also suggest that boards with a
lower frequency of meeting will be less infornf&dThe monitoring effect of supervisory
board is then diminished and the actual risk mamage process is situated to the

management board.

Presence of employees in boardrooms means a difeanation channel to employees.
As a survey among co-determined Swedish boardragimosed, the threat of information
leak in co-determined boards was hfgtin effect, aimost any piece of information given t

employees’ representatives flows practically diseatmong employees.

The conflict of interests in supervisory boardsnse¢o be obvious as was discussed in the
Part 3. Moreover, the supervisory boards tend td spgo fractions of shareholders’ and
employees’ participant§. Employees representatives may therefore wish dokbtorporate
changes and be reluctant to austerity measures cthaltl lead otherwise to a better

performance of the corporation, but are not initiberest of employees.

As we have seen and as Roe suggested, the co-aedrboards are weak in these four
crucial points. Co-determination decreases thersigmey board monitoring ability. The lack
of board monitoring has to be replaced by othernsess direct monitoring. Furthermore,
bigger boards mean higher aggregate remuneratiadhenf members and more insurance

expenses with no added shareholder value.

b. Can Shareholders Benefit from Co-Determined Boar ds?

As it is usually observed, shareholders do notinbtaich advantage from co-determined

boards. As we have seen, these boards tend toddeamd block shareholders have incentives

“bid, p. 73

“2 |bid

3 Anders Victorin:Employee Participation on Company Board: The SweHisperiencéCompany Law
Reform in the OECD Countries: A Comparative OutlookCurrent Trends, 2000) [available online at:
http://www.oecd.org/daf/corporateaffairs/corporategrnanceprinciples/1931982.pdf]

* Mark J. Roesupranote 39, p. 75
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to monitor the management directly and not to imgoto-determined boards. Now we

overlook in which area can shareholders benefihfon-determination.

Co-determined boards can have significant soé¢fatkein cases of unpopular decisions.
If they approve austerity measures to rescue thpocation, employees usually tend to
perceive it better than in case of unco-determibedrds. The social peace and strike

prevention is then a surplus for sharehold@rs.

As supervisory boardrooms tend to split into fraiwsé as we discussed above, the
employee representatives usually have incentivesntmitor the other fraction of the
supervisory board. In effect it means that they rhaymore willing to block related party
transactions of the shareholders’ representativéisese are harmful for the company and
these transactions are to be approved by the sspgnboard™® They can also be more

willing to denounce these transactions as theiitippsdoes not depend on the shareholder.

We can conclude, that there are, nevertheless, sgeies for shareholders if the
supervisory board is co-determined. Firstly, theme social benefits of co-determined boards
the employees may feel more protected. The secenefibis that employees may have better
incentives to monitor related party transactionst 8espite all of this, shareholders do not
prefer it in transnational enterprises if they @t for unco-determined board5as these

seem to be more efficient for them.

c. How Do Shareholders Bypass the Co-Determined Boa  rds

As we discussed in the Part 5 a., the shareholdars incentives to diminish the role of
the supervisory board. Shareholders usually fingswew to cope with co-determined board

and in the same time preserve the advantages #matdescribed in the Part 5 b. The ways

*® |bid

8 As precribed by law in Germany. For more detalgk refer to Joseph A. McCahery and Erik P. M.
Vermeulen:Corporate Governance Crisis and Related Party Taations: Post-Parmalat Agendan: Klaus J.
Hopt et al. (eds.)Corporate Governance in Context: Corporations, &atand Markets in Europe, Japan and
the US(Oxford: Oxford University Press, 2005), p. 239

4" Klaus J. HoptCommon principles of CG in Europi@: The Millenium LecturegOxford: Hart Publishing,
2000), p. 121
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how shareholders bypass co-determined supervismaydb will be discussed now with the

exception of the ultimate one — legal arbitrage Wi be examined separately in the Part 6.

Primarily we have to observe that a shareholder tiaas options how to monitor
managers. It can be done by the shareholder hessdlfy her agents such as supervisory
board. If we suppose that the corporation is cdlettdoy blockholders (for more details see
Part 7), the direct monitoring is not impossfBl@pposing to the state of diffused ownership

structure).

By installing a direct informal meetings with maeagent board in two tier board system,
shareholder receives enough information withoubiving the supervisory board. In this case
employee representation stays without the inforomaéind can be revoked only to give formal
consent as described above while preserving albratdges of co-determined board for

shareholders.

To prevent information leaks, management and sbidets may tend to diminish the role
of supervisory board and keep it uniformed untidsahg of a transaction. The result of this
will be the role of supervisory board minimized donsent with fully negotiated deals, as

Hopt appoints?

As we have discussed, shareholders have many wagarinish the role of the co-
determined supervisory board and avoid informatilonv towards employees. The co-
determined supervisory board than represents aensie vehicle in relation to the benefits

that it brings to the firm’s economic performance.

6. Legal Arbitrage and Co-Determination

The main topic of analysis in this part will be &g@rbitrage and shareholders’ forum
shopping that they may undergo to avoid co-deteatran. It is examined separately, because

of empirical proves that support it. Firstly, freeovement of companies in order to avoid

8 Mark J. Roe,supranote 23, p. 75
9 Klaus Hoptsupranote 47, p. 120
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codetermination will be discussed. Secondly, wd digcuss the “SE effect” as the most

significant device for legal arbitrage of publicgpanies.

Due to pressure of global investors, legislatorgehimcentives to shape local corporate
law more convenient for investors and boost invesitsiin their countrie¥.We can assume
that investors are more likely to invest into compa in jurisdictions that better protect their

interests.

Dutch law can serve as an example of jurisdictiat ts promoting foreign investments.
In relation to co-determination, it has enabledoi@ign capital to avoid t* Apparently, this
gives a strong competitive advantage to Dutch aatpolaw. As we will observe further,
more than opportunistic behavior it represents ahéy/ logical move towards remaining

competitive on the field of corporate law.

More generally, in areas of free movement of corigsf investors have possibilities to
effectively avoid inconvenient rules (co-determioa} by incorporating under another |1&iv.
However, opposing to all expectations, there arewidence of a massive re-incorporation of
German public corporations under foreign law as wasdicted®® While it happened
massively on the level of small private limitedbliiity companies, public limited corporations
do not seem to be subject to this trend, | supidsedue to legal uncertainty regarding these

reincorporating transactions.

Co-determined public companies in Europe have astst®emmenced using another device
for legal arbitration in recent years. This is suational form of public companySocietas
Europea®® As Grundman appointed, there were prolonged disomson the point of
employee participation regime between the membatest In the end, a compromise

involving negotiation agreement between sharehslded employee was adapted instead of

%0 Lars Hornuf:Regulatory Competition in European Corporate angi@d Market Law(Cambridge:
Intersentia 2012), p. 2
*1 Stefan Grundmanisupranote 30, p. 264
2| e. in the area of application imicorporation doctrinén company private international law.
%3 Jenns C. Dammafuture of Codetermination aft&entrosWill German Corporate Law Move Closer to the
\E_;JlS Model? [available online at: http://papers.ssrn.com/gEpBers.cfm?abstract_id=811564], p. 621
Ibid, p. 613
%> Marco Becht et al\Where do Firms Incorporate? Deregulation and CdsEntry, Journal of Corporate
Finance, vol. 14, issue 3, June 2008 [availablaerdt:
?gtp://www.sciencedirect.com/science/article/pi@SQ119908000370#]
[SE|
°" Stefan Grundansupranote 30, p. 846
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statutory co-determiantioli.By this mean German public corporations can mii¢ighe level

of employee participation and size of supervisagrds depending on negotiation results.

Empiric data proved that SE is a very popular cevor legal arbitration among German
public corporations? Eidenmiiller et al. conducted a comprehensive suaveong SE users
in 2008 to determine what the motivations of firmmsincorporate under SE are. While this

unique survey has a significant importance fordiscussion, we will look at it closer.

Eidenmdiller et al. confirmed their thesis that &mm countries with co-determination
legislatior?® will have more incentives to incorporate under & mitigate the level of co-
determinatior?” It was also believed that in countries with twertboard system will have the
same incentives to mitigate costs by reincorpogatiith one-tier systerff: This hypothesis

was also confirmed.

The biggest transactions involving incorporationkiglace in Germari§ and the main
motives for remodelation of corporate bodies wemdion for one-tier system, mitigation of
co-determination and reduction of the size of suery board®® More surprisingly, one of
the firms reached such an agreement with its engpoyhat the system of co-determination
was abolished completefy.

We can therefore conclude, that shareholders vapodunities to opt for lower levels of
co-determination do so. Even with high costs ohceiporatiofi® they are still willing to
undergo the reincorporation process to reach mifieacy of supervisory board and lower

employee participation.

%8 |bid, p. 847

%9 Horst Eidenmiiller et allncorporating under European Law: the Societas e as a Vehicle for Legal
Arbitrage, in: Allesio M. PaccesThe Law and Economics of Corporate Governgjigeeltenham: Edward
Elgar Publishing, 2010), p. 91

€ |.e. Germany, Czech Republic

®1 Horst Eidenmilller et alsupranote 59, p. 90

2 bid, p. 88

% Namely incorporations of Allianz SE, BASF SE, Riws Automobil Holding SE, ettbid, p. 103

*bid, p. 109

% |bid, p. 108

% In case of Allianz SE the costs of reincorporatigre estimated for EUR 90 mibid, p. 87
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7. Co-determination and Ownership Structure

As we discussed in the previous part, shareholaens employ several devices to avoid
influence of co-determined supervisory bodies.his part, we will examine the implications
on corporate ownership structure. We will contrake current interaction between
corporations and blockholder owners. Subsequenttywill examine the implications and
concerns that co-determination brings to capitalrketa and their potential future

development.

a. Blockholder Structure in Germany and its Implica  tions

Firstly, it is necessary to accept the fact thdiliguinancing provided by capital markets
does not have in Germany such a strong traditionnathe traditional capital market
economies. Evolution of German capital markets wasng and slow on¥. Until recently
German corporation ownership structure was marked. blow levels of financially-oriented
shareholders as individuals, pension funds andsmaent funds® The diffused ownership
in its magnitude as observed for example by Benté eans in the USA of 193¥sis not

present in Germany.

The voting power is usually concentrated in thedsaof big blockholders (banks) as these
also exercise voting rights connected with theierts’ shares through a proxy systéhin
important feature of these blockholdings is thaytin fact do not care about the price of

securities as these will not likely be sold anddf the price is not a matter the banks should

7 Klaus J. Hoptsupranote 49, p.122

% Gregory JacksorComparative Corporate Governance: Sociological Pergivesin: Gavin Kelly et al.
(eds.):The Political Economy of the Compaii@xford: Hart Publishing, 2000), p. 271

%9 Adolf Berle and Gardiner Mearhe Modern Corporation and Private Propeftyew York: Harcourt, Brace
& World, 1968), p. 4

0 Caroline Frohlinsupranote 25, p. 224
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worry about’* Their shares are moreover usually too big tode sn the markét and they
are recipients of own only a small portion of desmals in comparison with voting rights they

exercise.

As was noted in the previous part, for blockholders easy to bypass the do-determined
supervisory board by direct monitoring. | therefaegue that blockholders have more
incentives to find “compromises” with employees aaslsign them with chairs in the
supervisory board. The big shareholders are molingvito allow codetermination on the
price of lower transparency. For blockholders it is not difficult to obtain theeeded
information on corporation by other means as thegctly influence the composition of
supervisory board majority and the composition ahagement board. Informal meetings of
the blockholder with management board can be atifuiesfor monitoring by supervisory
board. They do not object co-determination, becaheg (i) anyway cannot diversify their
investments and their interests converged more thighinterests of employees, (ii) they can

effectively bypass co-determined boards

b. Capital Markets and Future Development

German economy is not any more a capital poor eognas it was in the times when
codetermination legislation was originally born daday is capital more frequently sought on
public markets. However, it seems that the moveatds diffused ownership that is usually
connected with capital markets brings many chaberng the current system that might have

to evolve in order to survive.

The arrival of global investors to German economygreating and need to compete with
emerging markets for the investor’'s attention igding new concerns about corporate

governance in Germany. As Hopt noted, corporateegsitip structure was in past not very

" peter F. DruckeReckoning with the Pension Fund Revolutidarvard Business Review, March/April 1991
72 i

Ibid
3 Michel Groyersupranote 1, p. 206
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friendly of profit-oriented investors. New globabrapetition of new economies develops

pressures on German system of universal bankiamding system?

Therefore it is important aim for legislators teeate capital markets friendly investor
environment if public capital raising should be mpaied. Furthemore, more pressure on
market efficiency of German corporate governanceng&le by the EU effort to integrate

capital market$®

Capital markets generally require a different kmidcompromise than that made with
employees during co-determination era. Major transpcy is usually required by the
investors providing capital on global capital mask8 Therefore a major conflict with
blockholding system of information flow arises.

Also monitoring by the main blockholder is dimingghby share fragmentation. Diffused
owners cannot install the informal system of megtiwith management and have to rely on

public disclosure. Co-determination no more woukstliese investors.

Moreover, in Germany the external monitoring bytooinmarket is not easily accessible
as take-over devices are not sufficiently develoggdrmany generally constitutes a “...
hostile environment for hostile takeovéf§ Employees and managers in many cases oppose
takeovers and major corporate chan@jeBherefore, shareholders cannot rely on bidders to

discipline the co-determined boards and give ingestto at least avoid underperformance.

It seems that Germany will have to develop somertsfto improve the financial markets
if it wants to remain competitive with other ecoriemand keep attracting foreign investbtrs.
It would be an interesting issue to provide congmriwith less co-determined jurisdictions,
but none of them has comparable market potenti@eamany. Usually it is due to the overall
small size of their economy (e.g. Czech Republichecause of the measures they enable
foreign investors to avoid co-determination (thetidelands). However, legal arbitrage in

favor of SE seems to show that capital marketsadgrefer rigid co-determination.

To conclude this Part, the co-determination dodssaem favorable of developed capital

market economy. Co-determined supervisory boardsmséo prevent efficient board

" Klaus J. Hoptsupranote 48, p.124

> Gert-Jan Vossestieaypranote 14, p. 34
® Michel Goyer,supranote 1, p. 185

" Charles E Stewarsupranote 27, p. 16
8 bid, p. 22

bid, p. 13
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monitoring and so the current system favorites aflir@onitoring by blockholders. Less
possibilities in the market of external controlcal$o not add certainty to foreign investors.
Some authors argue that German system brings éassue for investor®, but it is not

possible to empirically prove that the German syst& co-determination would burden

capital market environment more than other co-datezd systems

8. Conclusion

We have examined that there are reasons why engdal®uld be treated like a special
group of corporations’ stakeholders as they bearbilygest risk while taking firm specific
risks without any factual possibility to diversitiyeir risks or to be contractually secured. For
this reason, they remain without any reasonablgihgdoption and representation in board

can help to mitigate their risks.

Despite of some convergence between blockholdetseamployees, generally there is a
big divergence between diffused shareholders’ amgpl@yees’ interests. The interests of
employees seem to be clear: good economic perfagnahthe firm with little risk. Unlike
shareholders, they usually do not profit from rigkpjects as their claims (wages) tend to
adjust slowly. The clash of these interests is lisumaoderated by managers with fiduciary
duties as stipulated by Blair and Stout. Managessally also have incentives to avoid
underperformance of the corporation because thiddcbecome a target of a takeover

transaction.

Co-determination protects employees’ interest lwngi them right to be represented in
the supervisory board. Several models of co-deteaticn have been developed in Europe,
but it seems that the underlying policy is to gareployees right to supervise the corporation
actions, but no to enable them run day-to-day mssinCo-determined boards are typically
present in two-tier systems while the other boargiven to be governed by the shareholders’
agents (appointed directly or by the supervisorgrdavhere shareholders retain majority).

The consequence of co-determined boards is a hiteéds’ tendency to bypass the co-

determined supervisory board and diminish its Hoje keeping it uninformed and little

8 Ronald Doresupranote 1, p. 206
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operational during its infrequent meetings. Suseny board’s monitoring function is highly
diminished. This effect flows from the shareholdensximization of wealth in the decision
making process.

Moreover, co-determined boards seem to attract rgew@her problems. They are
statutorily big and therefore attract free rideslgem. The supervisory board’s success is also

jeopardized by its fragmentation to shareholdeentsggand employee agents.

The advantages for shareholders of having a cordeted board does not seem to
outweigh the difficulties with the co-determinedalbd that is in consequence a “weak” agent
and its monitoring function is to be supplementgddiher means as direct monitoring.
Generally, it is proved that for these reasonsedt@ders do not prefer co-determined boards.

Furthermore, it seems that German public corpamatiare in favor of reincorporation
under SE in order to diminish employee participatidt is empirically proved that by
reincorporation they mitigate the level of co-detgration and generally to promote more
efficient boards as this corporate form enablemtt@create smaller supervisory boards. This

presumably could constitute a source of inspiratimrGerman legislators.

In effect, unco-determined boards tend to be mdfieient and less costly as no
shareholder-employee struggle is present and baadsievote their energy to effectively
manage the corporation. Developed capital markétscainvestors and these prefer diffused
ownership because of diversification of their innesnts. However, co-determined boards
seem to burden their development. Legislators witbably have to choose whether to
preserve employee monitoring and co-determineddsoarr to develop strong capital markets.
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