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countermeasures. In seeking an answer to the former question, Gorton and Schmid 

(2004) examine the effects of board representation on managerial compensation and 

find that average management board compensation is contemporaneously negatively 

linked to performance (measured by MTB) in quasi-parity codetermined firms, and 

conversely for their counterparts with one-third employee board membership. As far 

as labour’s objectives are concerned, the authors’ regression discontinuity estimates 

point to an absence of any effect of codetermination on the ratio of the (log) wage bill 

to  the  number  of  employees.  This  result  is  attributed  by  the  authors  to  a  wage 

determination process that is conducted outside the firm at industry or regional level. 

But if codetermination has no measurable impact on earnings, material effects are 

reported for employment, alternatively measured by the (log) ratio of employees to 

sales and the (log) ratio of the wage bill to sales. Averaged over each of the five years 

in the sample period, codetermination is associated with a 48 percent longer payroll 

and  a  55  percent  higher  payroll.  The  obvious  implication  is  that  codetermination 

results  in overstaffing and success by the employee side in altering the objective 

function of the firm.14

In  the  final  part  of  their  analysis,  Gorton  and  Schmid  examine  whether 

shareholders take countermeasures that limit – presumably at some cost – worker 

appropriation  of  the  firm’s  surplus.  Using  their  nearest-neighbours approach,  they 

report  that  shareholders  respond  to  quasi-parity  representation  by  increasing  the 

performance sensitivity of supervisory board compensation. That is to say, the pay of 

non-executive directors is more sensitive to firm performance when employees have 

quasi-parity board representation than when one-third of  the board is made up of 

worker representatives. In the spirit of the U.S. union literature, the authors also test 

whether  leverage  is  higher  under  quasi-parity  representation.  Their  regression 

discontinuity regressions indicate that the effect of equal representation is to increase 

the debt-equity ratio by between 47 and 81 percent over the sample period, or by 69 

percent  on  average.  Accordingly,  Gorton  and  Schmid  (2004,  p. 895)  conclude: 

“Shareholders  attempt  to  align  with  shareholder  wealth  the  interests  of  employer 

14 But we should note that Gorton and Schmid (2004, p. 890) caution that “codetermination-induced 
productivity effects cannot be ruled out.”
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representatives on the supervisory board by linking employer compensation to firm 

performance and by leveraging up the firm.”

Although Gorton and Schmid’s study has received some criticism by reason of 

its cross-section methodology (where firm specific effects and survivor effects cannot 

be controlled for), note that the authors are able to distinguish between the influence 

of (quasi) equal representation and firm size. Their identification strategy hinges on 

the regression discontinuity introduced by the binary nature of the codetermination 

variable. Specifically, equal representation is a discontinuous function of firm size (the 

number of employees of the group of affiliated firms) and firm size (measured by 

stock  market  capitalization)  is  assumed  to  have  a  continuous  effect  on  firm 

performance.  In  the  authors’  semi-parametric  model,  firm  size  is  included  in  the 

nonparametric  component  and  the  binary  codetermination  variable  is  in  the 

parametric component. The goal is to purge the data of the influence of firm size prior 

to  estimating  the  influence  of  equal  representation  in  the  third  step  (Gorton  and 

Schmid, 2004, Appendix C).  In short,  their  results do not appear to confound the 

effect of this type of codetermination with a size effect, subject to the caveat that their 

sample is restricted to only the largest firms (that is, they do not consider firms with 

less than one-third employee board representation – on the possible consequences 

of which see below).

Summarizing the literature up to this point, we might argue that the anodyne 

results from the widely-criticized early studies have given way to improved estimates 

that  tend  to  paint  a  much  bleaker  picture  of  the  economic  consequences  of 

codetermination at board level. But, as is so often the case with studies of German 

institutions, a revisionist interpretation is actively under way.

In the first place, FitzRoy and Kraft (2005) have revised their earlier finding that 

the 1976 Act adversely impacted labour productivity (although they do not investigate 

whether the same holds true for firm profitability and the other indicators examined in 

their 1993 study). The authors now seek to control for unobserved firm heterogeneity 

or  firm-specific  effects,  necessarily  neglected  in  their  earlier  cross-section  study. 

Using panel data for 179 manufacturing firms from 1972-1976 and 1981-1985 (i.e. 

pre- and post-1976 panels), they regress (log) sales on a codetermination dummy 
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defined as firm size greater than or equal to 2,000 in both panels and an additional 

codetermination dummy defined as codetermined firms only after  1980. The latter 

variable  thus  picks  up  the  effect  of  moving  form  one-third  to  quasi-parity 

codetermination, while the former variable is designed to control for any possible size 

effect  present  in  the  2,000  employee  limit.  Other  regressors  are  labour,  capital, 

material  inputs,  overtime  hours,  concentration,  and  imports  and  exports.  Since 

conventional firm-fixed effects cannot be distinguished from codetermination effects, 

the authors proceed by allowing some of the other explanatory variables to be related 

to firm-specific effects and others not,  using the Hausman-Taylor method in which 

both  codetermination  variables  are  instrumented.  The  authors’  Cobb-Douglas 

production function estimates suggest that the switch from one-third to quasi-parity 

codetermination  raised  productivity  by  less  than  one  percent.  An  alternative 

specification also  allowing for  the effect  of  one-third  representation prior  to  1976, 

defined as firms with more than 500 but less than 2,000 employees, produced similar 

results  for  the change to almost  equal  parity representation (although the omitted 

category  now  comprises  very  much  smaller  firms  than  before)  and  a  positive 

coefficient  estimate for  the new codetermination dummy (subject  of  course to the 

caveat than no before-and-after test is employed here). On net, the authors conclude 

that they can now reject the view that the 1976 Act had effects that were primarily 

redistributional.

Kraft  and  Ugarković  (2006)  basically  repeat  the  exercise  for  the  ‘missing 

dependent variable’: the rate of return on equity. That is, their estimations use panel 

data for  179 companies from 1971 to  1976 and from 1981 to 1986 applying the 

Hausman-Taylor approach. The regressors include a quadratic in establishment size, 

capital  intensity,  market  share,  the  six-firm concentration  ratio,  export  and  import 

shares,  extent  of  overtime  working,  and  three  age  dummies  –  and,  in  one 

specification by way of a robustness check, a dummy variable for those firms with 

one-third  employee board representation throughout  (although this does not  allow 

them to recoup a before-and-after outcome for this lesser-codetermination argument). 

The authors’ results  suggest  that  the additional  effect  of  the introduction of  parity 

codetermination to the initial difference between potential parity codetermination firms 
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and the rest was a small positive value, implying a modestly favourable impact on the 

return on equity of the 1976 strengthening in the codetermination law.

Analysts thus far have neglected the issue of investment which is the missing 

link  in  the  study  of  codetermination  and  allocative  efficiency.  With  the  national 

innovation debate in Germany (see Nationales Reformprogramm Deutschland, 2005), 

however, the role of company boards in influencing intangible capital has attracted 

some  scrutiny.  To  date  there  have  been  just  two  innovation  studies,  both  using 

patents as the output indicator and building on theoretical models of strategic R&D 

introduced  in  section  3  (using  the  symmetric  bargaining  case).  Kraft,  Stank  and 

Dewenter (2003), in an analysis of patent data for 1971 to 1990 covering 162 stock 

companies (62 of which were codetermined after 1976), report evidence of modestly 

higher  R&D  activity  (circa  4  percent)  among  codetermined  firms.  And  a  similar 

conclusion is reached by Kraft and Stank (2004).

But we lack studies of investment. Even if none of the studies reviewed here 

has obtained evidence of higher wages under quasi-parity codetermination, several 

have pointed to lower profitability which may adversely impact investment in imperfect 

capital markets. In the interstices, it is also worth noting here that although patents 

might be expected to exhibit a relationship with codetermination largely similar to that 

obtaining in the case of R&D inputs, codetermined companies may patent, given their 

innovation capital, as a means of reducing rent appropriation. As pointed out in the 

U.S. union literature, patents offer  the opportunity for firms to license product and 

process innovations, to transform what  might  otherwise be firm-specific  innovative 

capital into general capital and thereby lessen any ability on the part of the employee 

side on the supervisory board to appropriate the quasi-rents from that capital (see 

Hirsch, 2004).

We conclude this review with two recent further studies: one by Renaud (2007) 

that is very much in the spirit of FitzRoy and Kraft (2005) and Kraft and Ugarković 

(2006);  and the other  by Fauver  and Fuerst  (2006)  that  is  a companion study to 

Gorton and Schmid (2004). We begin with Renaud’s analysis of 250-500 companies 

from the German Financial Database, 1970-2000, which uses the dummies COD and 

COD80 and the  Hausman-Taylor  (1981)  approach.  Renaud (2007)  provides three 
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sets of regressions. The first offers a difference-in-differences analysis of value added 

and profits in which 1970-1976 is the pre-treatment period and 1980-2000 is the post-

treatment period. The second seeks to determine the effects of parity codetermination 

over time using differences in the  trends  of productivity and profits in quasi-parity 

codetermined  firms  and  the  rest  of  the  sample  with  one-third  employee  board 

representation. The third is a changing parameters model combining elements of the 

two former approaches. The regressors in the productivity model in addition to the 

two codetermination variables  are  employment,  capital,  age dummies,  unit  labour 

costs, and time and industry dummies. The price equation adds capital intensity and 

the debt ratio as regressors.

The  results  are  as  follows.  The  basic  difference-in-differences  regression 

points to mixed coefficients estimates for COD but positive and statistically significant 

estimates for COD80, indicating that the introduction of near-parity codetermination 

increased both productivity and profitability in the affected companies in the wake of 

the 1976 law.15 The trend estimates of productivity and profitability are mixed. Thus, 

there is no suggestion of any differential  productivity growth  favouring quasi-parity 

codetermined firms after 1980 or indeed any initial differences between the two sets 

of  firms.  For  profitability,  the  initial  difference  is  actually  negative  and  statistically 

significant but  the trend interaction terms indicate that the profitability  situation for 

quasi-parity codetermined firms improved after 1980 relative to the control group. As 

far as the evolution of the trend is concerned, the author obtains no differential effects 

in  any  year  after  1980  for  productivity  while  in  the  case  of  profitability  just  one 

interaction term (for the most recent year) is positive and well determined. For both 

trend analyses, Renaud (2007) cautions that any observed trend differences between 

the two groups of firms might result  from other unobserved influences on the two 

outcome  indicators  not  captured  by  the  specification.  So  perhaps  the  most 

reasonable conclusion from this study is that codetermined companies did not suffer 

from the 1976 law.

This  brings  us  in  conclusion  to  the  important  study  by  Fauver  and  Fuerst 

(2006)  in  which  it  is  argued  that  prudent  levels  of  employee  representation on 

15 Although, as the author admits, the implied increases in productivity and profits – at 16.8 percent and 
DM 60.5 million, respectively – seem “pretty high intuitively” (Renaud, 2007, fn. 22).
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company boards can improve board-level decision-making. It is further argued that 

the potential payoff can be expected to be greater in industries requiring more intense 

coordination  and  information-sharing  activities,  and  that  the  presence  of  labour 

representatives can enhance the monitoring of managers and thereby reduce shirking 

activities.  No  such  favourable  inferences  are  drawn  with  respect  to  union 

representation on company boards.16

Fauver and Fuerst (2006) examine a larger sample of firms than Gorton and 

Schmid (2004), including firms without any employee board representation, albeit for 

2003 alone. The sample consists of all publicly-held firms traded on the German stock 

exchange at  that  time (n = 786).  The authors present  a series of  cross-sectional 

regressions using Tobin’s q, supplemented with logit regressions of dividend payment 

inter al. In addition to the key labour representation measure – namely the presence 

of one or more employee board level representatives – the covariates include firm 

size,  business segment,  geographic  diversification,  ownership  concentration,  bank 

board members, industry concentration, leverage (total debt divided by total assets), 

and several interaction terms.

In the initial  regressions,  the key employee representation indicator  has no 

effect  on  firm  value  as  measured  by  Tobin’s  q.  However,  when  interacted  with 

industries supposedly requiring greater coordination,  labour involvement and more 

specialized  employee  skills  sets  (together  process  complexity)  the  coefficient 

estimate for  the interaction term is  positive and statistically  significant throughout. 

Voluntary representation, captured by a variable that takes the value of one where the 

number of employee representatives exceeds the legal limits, always has a positive 

influence on shareholder value. By the same token, union representation is uniformly 

insignificant.17 As  far  as  ownership  concentration,  industrial  diversification  and 

16 For an interesting German-language study using data for 2002 and 2003 which reports a significantly 
negative effect on employment of trade union representatives on company boards, see Werner and 
Zimmermann (2005).
17 Logit results are also provided for dividend payouts (circumstances where the firm pays a dividend 
=1,  0  otherwise).  Firms  are  significantly  more  likely  to  pay  dividends  when  there  are  employee 
representatives on the board and the interaction of employee representation with the operating income 
to sales ratio is also positive, which Fauver and Fuerst (2006) take to suggest that labour facilitates the 
payment of a cash dividend and mitigates appropriation by insiders and large shareholders. In short, 
employee representatives bring to the table a knowledge base that complements that of shareholder 
representatives.
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industrial  concentration  are  concerned,  employee  representation  offsets  negative 

effects and amplifies positive effects on shareholder value. For example, employee 

board members appear to monitor and reduce the appropriation of small shareholders 

by powerful blockholders who would otherwise govern the firm to maximize their own 

private benefit.

Returning  to  the  point  that  industries  requiring  more  intense  coordination, 

integration of activities, and information sharing benefit more from codetermination, 

there is some indication that employee representation that ‘weakly exceeds one-third 

but is strictly less than 50 percent’ in interaction with these industry indicators (e.g. 

trade, manufacturing and transportation) evinces a positive and statistically significant 

effect  on firm value while all  other employee representation levels  are statistically 

insignificant.  So  Fauver  and  Fuerst  (2006)  speak  of  some  optimal  level  of 

representation.

Finally,  and  abstracting  here  from  some  important  governance  issues 

(including managerial agency costs) because of space constraints, the authors claim 

they are able to reproduce Gorton and Schmid’s (2004) results when they restrict the 

sample  to  the  top  250  companies  and  use  these  authors’ measure  of  employee 

representation  (i.e.  quasi-parity  representation  =  1,  0  otherwise)  and  controls. 

Accordingly, Fauver and Fuerst (2006) conclude that the difference between the two 

studies is due to (a) sample size considerations, (b) the greater likelihood of union 

representatives  as  opposed  to  true  employees  being  on  company  boards  in  the 

Gorton-Schmid  sample,  and  (c)  the  interaction  of  complex  and  high  coordination 

industries and employee board representation neglected by Gorton and Schmid.

5. Conclusions
Worker representation on company boards arouses strong feelings. At one extreme it 

is  viewed  as  tantamount  to  wealth  confiscation  (e.g.  Alchian,  1984,  p.  46)  with 

palpably  adverse  consequences for  firm performance.  At  another,  it  is  viewed as 

helping  guarantee  cooperative  labour relations,  with  long-term  gains  in  terms  of 

productivity and improved worker morale. Intermediate positions would recognize the 

joint occurrence of allocative and distributive effects, permitting either increases or 
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decreases in  overall  welfare (according to the position taken on the ability  of  the 

German system to mediate the conflict between the two forces).

The official  German position would appear to be that codetermination is an 

essential and indispensable element of the social market economy. However, a recent 

high-level  government  commission  charged  with  producing  proposals  on  how  to 

adapt quasi-parity codetermination to changed economic and social conditions could 

not  agree  on  a  fundamental  revision  of  codetermination.18 Opinions of  the  main 

interest  groups  in  Germany  are  sharply  divided  on  the  efficacy  of  quasi-parity 

codetermination.  Although  unions  argue  that  codetermination  is  a  successful 

cornerstone of the German model, the employer organizations seek a ratcheting back 

to one-third codetermination as a default position. They point to a report issued by the 

Cologne  Institute  for  Economic  Research  (Institut  der  deutschen  Wirtschaft  Köln) 

covering approximately  200 private limited companies which concluded that  parity 

codetermination was a source of locational disadvantage. For example, roughly one-

half  of  establishments  with  (quasi)  parity  representation  indicated  that  the 

participation of employee representatives slowed the decision making process. The 

perceptions  of  firms with  one-third  employee representation were altogether  more 

positive,  even  if  a  majority  of  both  sets  of  companies  reacted  negatively  to  the 

participation of external union representatives. And overall, more than 40 percent of 

all  companies surveyed viewed mandatory codetermination as either a great  or  a 

slight  obstacle  to  attracting  investment  and  to  mergers  with  German  or  foreign 

companies (for details, see Vogel, 2007).

18 More precisely,  since the tripartite Biedenkopf Commission was unable to reach consensus,  the 
three academics on the nine-member committee published their own report. This stated that “…the 
academic members see no overall reason to place in doubt the positive forecast of the legislation of 
1976, and to propose a fundamental revision of the legislation, let alone its repeal”, concluding that 
codetermination  at  company level  had  strengthened the  motivation  and  sense  of  responsibility  of 
workers and fostered social harmony (Hans Böckler Stiftung, 2007, p. 3). One main recommendation 
was that existing legislation be made simpler and more flexible on the basis of negotiations between 
the two sides, proposing that the worker side encompass representatives of the works council,  the 
union, and senior management according to their composition on the relevant board and that decisions 
be reached on the basis of a three-quarters majority. The other main recommendation was that the 
patchwork  of  inconsistent  requirements  of  the  existing  legislation  (e.g.  the  differing  reporting 
responsibilities of the management board to the supervisory board by type of company) be rendered 
consistent.
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The  union  side  has  reacted  forcefully,  buttressing  its  advocacy  of  a 

strengthening of codetermination (via a reduction in the 1976 Act’s employment size 

threshold)  with  favourable  commentary  as  to  the  impact  of  the  status  quo  ante 

contained in selected academic studies (including, for example, the commissioned 

study by Vitols, 2006). It has also pointed to commissioned survey results according 

to  which  74  percent  of  the  German  public  view  codetermination  as  a  locational 

advantage  and  82  percent  of  respondents  favour the  status  quo  as  regards  the 

codetermination rights of  employees in supervisory boards (Hans Böckler Stiftung, 

2004).

Against this background we have considered the arguments for and against 

employee representation on the supervisory board. Theory offers guidance but does 

not  allow an unequivocal  position to be taken on the issue, absent very stringent 

assumptions. As usual, therefore, we were led to consider the empirical evidence, 

tracing three phases in a still sparse literature. The first, comprising a mix of event 

studies and non-parametric analyses, failed to detect any systematic effect of board 

codetermination  on  firm  performance.  The  widely  recognized  limitations  of  this 

research led to a second-phase literature comprising econometric studies and events 

analyses containing controls lacking in the earlier literature and richer stock market 

data. Although the evidence from this second phase is not uniform, the balance of the 

evidence suggests that codetermination is associated with lower productivity, lower 

profits, a lower market-to-book ratio of equity (and q-ratio), higher labour costs (if not 

wages),  longer  payrolls,  and  some  suggestion  of  shareholder  countermeasures. 

Finally, the most recent literature provides several reversals of finding and several 

new  results.  First,  there  is  the  suggestion  that  the  negative  productivity  and 

profitability effects observed in the second-phase literature may be artifacts of cross-

section estimation. Second, there is the suggestion that innovation as measured by 

patents may be modestly  higher  in  codetermination regimes.  Both  are interesting 

findings  even  if  the  innovation  result  may  not  be  particularly  compelling  until 

supported  by  similar  evidence  on  R&D  inputs.  But  most  intriguing  of  all  are  the 

findings of the two modern financial studies of the market value of the firm. They hold 

out  the  prospect  that  good  corporate  governance  might  include  employee 
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representation  by  virtue  of  the  monitoring  function  and  the  reduction  in  agency 

costs.19 But equally, they raise some very important caveats such as the extent of 

labour representation and the role of external, union representatives, suggesting that 

optimal  representation  may  be  below  parity  and  should  be  restricted  to  internal 

representatives.  The latter  research is arguably the more fundamental and should 

inform the more conventional econometric studies more than it has to date.

This,  then,  is  the  current  state  of  play  in  the  board-level  codetermination 

literature. Further progress in this area would seem to await more detailed analysis of 

German corporate governance, tantalizing glimpses into which are offered by both the 

theory  and  the  most  detailed  of  the  extant  financial  studies.  And  at  some stage 

investigation of the interaction between board membership and works councils needs 

to be attempted, which is not an easy assignment given the size thresholds of even 

one-third employee representation and the strong direct association between works 

council presence and establishment size. Finally, researchers should try to examine a 

more comprehensive set of outcome indicators while recognizing the limitations of the 

data.

Despite the research limitations and desiderata mentioned above, a tentative 

conclusion from our reading of the empirical literature would be that – at least in the 

past – the German system of codetermination at company level has not had (positive 

or negative) economic effects of a magnitude that would induce (other) companies 

(and governments) to adopt the system or to wholly abandon it. Although there are 

some  indications  that  German  companies  have  tried  to  avoid  or  circumvent 

codetermination,20 most  companies seem to have learned to live with  it.  A recent 

survey  concludes  that  even  the  establishment  of  the  European  Company  (SE) 

offering alternative forms of corporate governance without parity representation does 

19 See also the findings of a survey among representatives of the group of executive managers on the 
supervisory board by Jürgens and Lippert (2005), which suggest that all groups on the supervisory 
board contribute specific areas of knowledge and that each of these groups may be indispensable.
20 There is anecdotal evidence that some companies in Germany have stopped growing or split up 
before crossing the threshold levels of employment at which quasi-parity codetermination starts or that 
they scaled down the employment size of their  operations. Unfortunately, empirical  investigation of 
such cases is lacking. But in a recent study with a bearing on the strictures of codetermination at 
establishment level (i.e. the works council machinery), Koller, Schnabel and Wagner (2008) do not find 
any evidence that the obligation to release works councillors from work above certain employment 
thresholds has affected the employment dynamics of German establishments.
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not seem to have changed this: “At least for the time being there is no trend towards 

‘escape from codetermination’ or  its  ‘erosion’,  as is  feared by (quite  a few)  trade 

unionists”  (Keller  and  Werner,  2008,  p. 169).  Taken  together,  these  pieces  of 

evidence suggest that the German system of codetermination may simply be better 

than its reputation abroad.21

That said,  it  is  assuredly still  an open question as to whether and how the 

German  system will  adapt  to  the  process  of  globalization  and  the  availability  of 

alternative forms of corporate governance in the European Union. The observation 

that German employer organizations have intensified their lobbying activities against 

parity representation in recent years (favouring one-third representation instead) may 

be a reflection of intensified world-wide competition on goods markets as well as of 

EU-wide competition in systems of codetermination. It also ties in with the insights of 

the recent study by Fauver and Fuerst (2006) that employee representation which is 

below  50  percent  may  be  better  for  firm  value.  Even  abstracting  from employer 

efforts, the German system may have to undergo some changes because the decline 

in union density and works council coverage alike means that new institutions might 

have  to  arise  even  to  meet  EU  directives  on  measures  to  inform  and  consult 

employees.

As a sort of litmus test of codetermination, it will be interesting to see whether 

codetermined companies in Germany will be as flexible and successful in adapting to 

the  challenges  of  globalization  and  of  the  current  economic  crisis  as  companies 

without quasi parity board-level representation. If they do more than cope, Germany 

may not only retain its status as one of the world’s leading exporters but might also be 

more successful in exporting its system of company-level codetermination.

21 Note that in the survey by the Cologne Institute for Economic Research mentioned above almost 
equal shares of establishments with parity representation according to the 1976 Codetermination Act 
judged codetermination positively  or negatively (34.2 and 37.8 percent,  respectively).  Among firms 
falling within the ambit of one-third representation, the acceptance rate was even higher (56.5 percent); 
see Vogel (2007).
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