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Summary

Codetermination in Germany is a bifurcated issue: There is a fundamental distinction
between codetermination at the shop-floor level and the one through elected employee
and trade union representatives on Supervisory Boards. While employee representation
on certain Supervisory Boards is mandatory, employee codetermination through works’
councils is not automatic. There is no legal requirement to establish a works’ council un-
less the employees so desire. But the majority of enterprises have works’ councils exerci-
sing their statutory right to have a say in management decisions affecting the workplace.

Codetermination and corporate governance serve a common purpose: to control eco-
nomic power associated with large corporate enterprises. Codetermination is intended to
transfer power to those who control the means of production in order to counter the inte-
rests of capital. Corporate governance, on the other hand, places major control in the
hands of capital owners. Managers are the agents of the capital owners and employees
are treated as stakeholders with little control over management issues. This paper focuses
on the framework for employee representation under the Codetermination Act of 1976.
But in view of current adjustment processes the impact of works councils on corporate go-

1. This paper is based on notes prepared for a lecture delivered at the Law Faculty of the University of Bel-
grade on May 19, 2007. The style and nature of lecture notes have been maintained, but footnotes have
been supplied.
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vernance should not be underestimated. Employee representation on Supervisory Boards
operates against the background of very active works councils. There have been incidents
where the works councils attempted to coordinate their activities with those of the emplo-
yee and trade union representatives on the Supervisory Board.

In the following the role of Supervisory Boards under German company law will be
explained. Then, a brief overview over the role of works councils will be given before the
analysis moves on to statutory forms of employee representation on Supervisory Boards.
At the end, the author gives an overview of codetermination in the age of globalisation,
with a particular influence of European law.

Key words: employee representation, supervisory board, codetermination, work council,
corporate governance, globalisation, European Law.

I. Introduction

Codetermination in Germany is a bifurcated issue: There is a fundamental distinction
between codetermination at the shop-floor level and the one through elected employee and
trade union representatives on Supervisory Boards. Employee representation on certain Su-
pervisory Boards is mandatory. Employee codetermination through works’ councils on the
shop-floor is not automatic.? There is no legal requirement to establish a works’ council un-
less the employees so desire. But the majority of enterprises have works’ councils exerci-
sing their statutory right to have a say in management decisions affecting the workplace.

Codetermination and corporate governance serve a common purpose: to control econo-
mic power associated with large corporate enterprises.?) Codetermination is intended to
transfer power to those who control the means of production in order to counter the interests
of capital. Corporate governance, on the other hand, places major control in the hands of ca-
pital owners. Managers are the agents of the capital owners and employees are treated as
stakeholders with little control over management issues. Current German codetermination
practice suggests that the trade-off between efficient corporate governance and emfloyee
representation will become more difficult to handle as adjustment problems emerge. ) This
paper focuses on the framework for employee representation under the Codetermination
Act of 1976. But in view of current adjustment processes the impact of works councils on
corporate governance should not be underestimated.”) Employee representation on Supervi-
sory Boards operates against the background of very active works councils. There have

2.  Cf.the review article by Frege, A Critical Assessment of the Theoretical and Empirical Research on Ger-
man Works Councils, Brit. J. Indust. Rel. 40:2 (2002), p. 221 et seq.

3. Pistor, Codetermination: A Sociopolitical Model with Governance Externalities, in: Blair/Roe (eds.),
Employees and Corporate Governance (Brookings, 1999), p. 163 et seq.

4. Cf. Sorge, Mitbestimmung; Arbeitsorganisation und Technikanwendung, in: Streeck/Kluge (eds.),
Mitbestimmung in Deutschland — Tradition und Effizienz (1999), 17 (at p. 128 et seq.).

5. See the studies by Addison/Teixeira, The Effect of Works Councils on Employment Change, Ind. Rel. 45
(2006), 1 (p. 9 et seq., p. 20 et seq.), and Addison/Schank/Schnabel/Wagner, Do Works Councils Inhibit
Investment?, Indus. & Lab. Rel. Rev. 60 (2007), p. 187 et seq.
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been incidents where the works councils attempted to coordinate their activities with those
of the employee and trade union representatives on the Supervisory Board.®)

In the following the role of Supervisory Boards under German company law will be
explained. Then, a brief overview over the role of works councils will be given before the
analysis moves on to statutory forms of employee representation on Supervisory Boards.

II. Supervisory Boards Under German Company Law”)

1. Stock Corporations

Germany has opted for a two-tier system of corporate governance for stock corporati-
ons.®) The Board of Directors (Vorstand) is jointly responsible for managing the corporation
and establishing risk monitoring procedures to avert developments which may be potential-
ly fatal to the existence of the corporation. The Supervisory Board (Aufsichtsrat) appoints
each member of the Board of Directors and examines its management activities.” Under
the terms of the statute, the Supervisory Board is entitled to inspect the books and property
of the corporation.!? In 1998 and 2002, capital market laws amended the Stock Corpora-
tion Act, seeking to further enhance the control powers of the Supervisory Board. The Su-
pervisory Board is to oversee the planning decisions of the Directors. In this, it is expected
to seize the initiative, seek external advice by commissioning expert reports, and choose the
accounting firm for auditing the annual financial statement of the corporation.!! This requi-
res a certain degree of professionalism and flexibility on Supervisory Boards. Nonetheless,
even nowadays the emphasis is rather more on consultation in a cooperative atmosphere
than on open conflict. 12) The German Corporate Governance Code portrays the relationship
between the Board of Directors and the Supervisory Board as a cooperative game which
binds both of them on the well-being of the corporation.!3)

6.  See the evidence from the German carmaker Volkswagen: “VW-Betriebsrat kritisiert Russland-Pliane”,
NDR Online-Wirtschaft, January 12, 2006 (http://www 1 .ndr.de/wirtschaft/unternehmen/wiun702.html);
“VW: Betriebsrat gegen “Freibrief” fiir Vetragsverlingerung von Pischetsrieder”, NDR Online-
Wirtschaft, April 4, 2006 (http://www1.ndr.de/wirtschaft/unternehmen/wi862.html).

7.  For a detailed analysis see: Schmidt, K., Gesellschaftsrecht (4'h ed., 2002), p. 819 et seq. (stock corpora-
tions), p. 1107 et seq. (private companies (GmbH’s)).

8. Sadowski/Junkes/Lindenthal, The German Model of Corporate and Labor Governance, Comp. Lab. L.
& Pol’y J. 22 (2000), 33 (at p. 36 et seq.); see also the study by Franks/Mayer, Ownership and Control of
German Corporations, Rev. Fin. Stud. 14 (2001), 943 (at p. 952 et seq.).

9.  §§ 84, 111 of the Stock Corporation Act (Aktiengesetz).

10.  § 111 II of the Stock Corporation Act.

11. For a comprehensive survey cf. Semler, in: Kropff/Semler (eds.), Miinchener Kommentar zum Aktieng-
esetz, Vol. 3 (§§ 76 — 117 AktG; MitbestG, § 76 BetrVG 1952), § 111, 87 et seq.

12.  Adams, Die dunklen Seiten der Mitbestimmung, Wirtschaftsdienst 2006, 699 (at p. 700).

13. Government Commission German Corporate Governance Code, German Corporate Governance Code
(as amended on June 14, 2004), § 3 et seq. (download at www.corporate-governance-code.de/eng/down-
load/E_Kodex%?202007_markiert.pdf)
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Rather obliquely, the Code declares that it is a joint duty of both, the Board of Directors
and the Supervisory Board to assure a satisfactory flow of information to the Supervisory
Board.'¥) Arguably, this includes control from an ex ante- and from an ex post-perspective.
In the real world of corporate Germany this causes severe problems as ex post-control is of-
ten inefficient and ex ante-control is plagued by informational asymmetries. Solving prob-
lems of asymmetric information is not necessarily a prime concern of the Board of Direc-
tors. There is a potential conflict of interest, because the Board of Directors will have to sup-
ply information to the Supervisory Board which evaluates the directors’ performance. Cu-
rrently, the chairmen of the Board of Directors and of the Supervisory Board liaise in an in-
formal manner if crucial policy issues have to be decided.!> But this practice does not amo-
unt to a meaningful corporate governance mechanism if, as it frequently happens, the chair-
man of the Supervisory Board is the retired chairman of the corporation.

2. Adyvisory Councils'®

Supervisory Boards are mandatory for stock corporations. There is a minimum quorum
of three board members for corporations not subject to the codetermination laws. It should
be noted that corporate practice has added advisory councils to companies not covered by
the stock corporation law. These advisory councils — usually established for limited liability
companies (Gesellschaften mit beschrinkter Haftung — GmbH’s) and limited partnerships
(Kommanditgesellschaften — KG’s) — are thought to perform control functions similar to
those of the Supervisory Boards. However, these advisory councils are a creature of the ow-
ners and may be dissolved at any time, if necessary by changing the articles of association.

II1. Patterns of Employee Representation in German Enterprises 1

1. Codetermination on the Shop-Floor Level — Works Councils

a. Historic Background' 7)

The notion of workers’ codetermination is deeply rooted in German history, going back
to the 19™ century. The assessment of the status of workers was not limited to leftist groups.
Social conservatives voiced concerns about the situation of the “property-less groups” and
the pre-World War I establishment supported a limited degree of employee involvement at
the corporate level.!® Over the years, the churches!? have also played an important role in

14. Id,§34.

15. Servatius, Ordnungsgemife Vorstandskontrolle und vorbereitende Personalauswahl durch den
Aufsichtsratsvorsitzenden, Die Aktiengesellschaft 40 (1995), 223 (at p. 224).

16. Schmidt, K., supra, N. 7, p. 418 et seq., p. 1110 (GmbH’s), p. 1650 (limited partnerships (GmbH & Co.
KG’s)).

17.  For historic surveys see: Pistor, supra N. 3; Nutzinger, Codetermination in West Germany: Institutions
and Experiences, in: Nutzinger/Backhaus (eds.), Codetermination — A Discussion of Different
Approaches (1989), 163 (at p. 164 et seq.); Pohl (ed.), Mitbestimmung: Urspriinge und Entwicklung,
Zeitschrift fiir Unternehmensgeschichte, Beiheft No. 19 (1981).
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developing the concept of “Soziale Marktwirtschaft” or, as some would say, of “Rhinish
Capitalism”.

Employee representation at the shop-floor level was introduced on a voluntary basis in
1891.29 Fourteen years later, Bavaria and Prussia required the coal and mining industries to
introduce workers” committees. During World War I, the labour unions and the Social De-
mocrats succeeded in making these councils mandatory for all enterprises actively involved
in military production. The first German republican constitution acknowledged the impor-
tance of employee participation in the affairs of their companies, and a national law provided
for the establishment of works councils.2) As early as 1922, works councils had the statu-
tory right to delegate members to the Supervisory Boards of listed and non-listed compani-
es. Although these delegates had very limited (consulting) powers they were nonetheless re-
gular members of the Supervisory Boards, subject to the duties of care under the applicable
corporate statute. German fascism abolished these forms of employee participation.

In the immediate post-World War II period the Allied Powers supported employee par-
ticipation as an instrument of decartelising the heavily concentrated German industries, the-
reby laying the modern foundations for the major distinction between codetermination at the
shop-floor level and in Supervisory Boards.?? In the past, the system of works councils has
worked remarkably well after the unions accepted these councils as an instrument to impro-
ve the general employment situation on the shop-floor level. Under a situation of changing
economic conditions it is less likely that this type of codetermination will be running as
smoothly as it used to be.

b. Corporate Governance and Works Councils — Examples

- The current German statute appeals to an atmosphere of cooperation and mutual un-
derstanding between the works council and the employer. Overtime schemes may only be
implemented if the local works council assents. The (non-) cooperative game between the
employer and the works council is put to a severe test, as soon as the corporate manage-
ment, in pursuit of shareholder value, attempts to close down a money-loosing plant. The

18. Raiser, Mitbestimmungsgesetz — Kommentar (4th ed., 2002), Einl. No. 1 et seq.

19.  See the Encyclicals by Pope Pius X1, Quadragesimo Anno (1931), and by Pope John XXITII, Mater et Mag-
istra (1961) in: Bundesverband der Katholischen Arbeitnehmer-Bewegung Deutschlands — KAB (ed.),
Texte zur katholischen Soziallehre — Die sozialen Rundschreiben der Péapste und andere kirchliche Doku-
mente (8thed., 1992), 61 (at p. 80 et seq.); 171 (at p. 195 et seq.); Naughton, The Corporation as a Commu-
nity of Work: Understanding the Firm from Within the Catholic Tradition, Ave Maria L. Rev. 4 (2006), 33
(at p. 38 et seq.), and the texts in: Brakelmann/Jihnichen (eds.), Die protestantischen Wurzeln der sozialen
Marktwirtschaft (1994).

20. Richardi, Einleitung para. 6 et seq., in: Richardi (ed.), Betriebsverfassungsgesetz mit Wahlordnung —
Kommentar (10" ed., 2006).

21. Id.,in: Richardi (ed.), supra, N. 20, Einl. para. 10 et seq.

22.  Fitting/Wlotzke/Wifimann, Mitbestimmungsgesetz — Kommentar (2" ed., 1978), Vorb. Para. 31 et seq.;
Bartolke/Kappler/Slade, Institutional Reform; The Future of Codetermination, in: Nutzinger/Backhaus
(eds.), supra, N. 17, 199 (at p. 200 et seq.) ; Mitbestimmungskommission, Mitbestimmung im Unterneh-
men — Bericht der Sachverstandigenkommission zur Auswertung der bisherigen Erfahrungen bei der
Mitbestimmung (January 1970), p. 26 et seq.
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works council is entitled to negotiate a so-called “social plan” with the management to pro-
vide for stipulated severance play.2> But there are no statutory provisions to defuse situati-
ons of deadlock and to get the parties back to the negotiating table.

- Whistle-blowing procedures are generally considered to be an efficient device for
maintaining professional standards among the corporate executives and ensuring complian-
ce with securities laws.2? Under German law, the management of a listed company will ha-
ve t(2)5§eek the consent of the works council in order to implement a whistle-blowing sche-
me.

- Volkswagen, one of the major car producers, has acquired a somewhat doubtful reputa-
tion of handing out financial perks to members of the works council in an attempt to improve
the general climate.?®) But it was left to the chairman of the Volkswagen works council to ma-
ke it understood that the labour representatives on the Supervisory Board would only vote a
new chairman of the board into office if he would vow to support domestic jobs.?”

2. Post World-War II Rules for the Coal and Steel Industries (Montanmitbe-
stimmung)zs)

Under the 1951 law on codetermination in the coal and steel industries, the Supervisory
Board of the relevant companies consists of a statutory number of shareholder representa-
tives equal to those elected by the employees.zg) In addition to these members, the Supervi-
sory Board also includes the so-called 'neutral man” who is intended to solve situations of
deadlock. The so-called neutral member is be nominated by labour and the shareholders.
Elaborate procedures apply if consensus is difficult to achieve. In preparing the election of
the employee representatives, the works council has to draw up a list of labour candidates
that includes employees from the local plants, external trade union members and an additio-
nal trade union representative that may be nominated by the union in liaising with the works
council. Moreover, a so-called works director (Arbeitsdirektor) has to be a regular member
of the board who cannot be appointed without the consent of the employee and trade union
representatives of the Supervisory Board. This statutory regime owes its existence to a uni-
que historic setting. In the aftermath of World War II the Allied Powers rightly believed that
the cartelised coal and steel industries had played an important role in the Nazi war eco-
nomy. De-concentration efforts included a greater role for trade unions which were regar-
ded as a major ally in the attempt to contain members of the management with a somewhat

23. For a detailed analysis see Annuf3, in: Richardi (ed.), supra, N. 20, § 112 para. 49 et seq.

24. For law and economics assessment: Macey, Getting the Word out About Fraud: A Theoretical Analysis
of Whistleblowing and Insider Trading, Mich. L. Rev. 105 (2007), 1899 et seq. (2007).

25. Arbeitsgericht (Labor Court) Wuppertal (5 BV 20/05), decision of June 15, 2005, 2005 Zeitschrift fiir
Wirtschaftsrecht 1334 et seq.; cf. Simon, Case Note, Der Betrieb 2005, 1800.

26. See. The Economist, July 16, 2005, “Dark Days for Volkswagen”.

27. See supra, N. 6.

28. For an introduction see: Kolvenbach, Workers Participation in Europe (1977), 49 et seq.; id., Coopera-
tion between Management and Labor — A Survey of Co-determination Mechanisms in European Corpo-
rations (1982), p. 40 et seq.

29. Mitbestimmungskommission, supra, N. 23, p. 16 et seq.
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doubtful past. The Federal Government supported codetermination in the coal and steel in-
dustries because it wanted to prepare the ground for the European Community for Steel and
Coal, thereby avoiding internationalisation of major German industries.>”)

Codetermination in accordance with the 1951 law soon became a victim of corporate
restructuring. As Allied decartelisation policy loosened its grip corporate groups and holdin-
gs in the coal and steel industry were allowed which would have fallen out of the scope of
the law.3" The German legislator has repeatedly passed ad hoc-laws which extended the
scope of the 1951 law in order to maintain a status quo in coal and steel-related industries.
At the end of 1987, there were only five conglomerate holding companies which still had to
apply Germany’s most far-reaching codetermination regime. In 1999, the German Constitu-
tional Court found certain aspects of the latest extension scheme to be in breach of the con-
stitution.>?

3. Codetermination ’Light’: The 1952 Law on the Internal Organisation of the
Firm

The 1951 law on codetermination in the coal and steel industry was a major success for
labour and the trade union movement. A year later, a law on the intermnal order of non-coal
and steel firms (Betriebsverfassungsgesetz 1952) introduced codetermination procedures
which the trade unions considered as disappointing. Reviving the pre-World War II stan-
dards, the law gave codetermination rights to employees in firms with more than 500 em-
ployees.>® Moreover, companies owned by one family were not covered by the codetermi-
nation requirements. The employees were entitled to send delegates to the Supervisory Boa-
rd of the firm where one third of the seats on the Supervisory Board had to be reserved for
labour. Contrary to the 1951 law for the coal and steel and sector, the trade unions had no
right to nominate their delegates for the Supervisory Board, nor is there a works director
(Arbeitsdirektor) on the board of the company. The 1952 law is still in force although the
title of the law has been changed to Drittelbeteiligunggesetz>® (i. e. a law which reserves
one third of the seats on the Supervisory Board to labour), reflecting the limited scope of co-
determination more properly. But it should not be overlooked that the scope of application
for the Drittelbeteiligungsgesetz is rather limited after the far-reaching Codetermination Act
of 1976 was signed into law. Nonetheless, the Drittelbeteiligungsgesetz recently made a re-
entry into public debate. In 2004, the Confederation of German Industry commissioned a
study on codetermination and corporate governance. The study makes a plea for greater fle-

30. For a comprehensive account: Mitbestimmungskommission, supra, N. 23, p. 26 et seq.

31. See the account by Bartilke/Kappler/Slade, supra, N. 22 and in the judgement of March 2, 1999, of the
German Federal Constitutional Court (Bundesverfassungsgericht), BVerfGE 99, 367 (at p. 371).

32. German Federal Constitutional Court (Bundesverfassungsgericht), judgement of March 2, 1999, BVer-
fGE 99, 367 (at p. 387 et seq.).

33. Mitbestimmungskommission, supra, N. 23, p. 18 et seq.; Biirger, Mitbestimmung ohne Paritit —
Aufsichtsratbestellung nach dem BetrVG 1952 (1991), 22 et seq.

34. Drittelbeteiligungsgesetz of May 19, 2004, BGBI. 1 2004, 974, as amended by Art. 19 of the Law of
August 14, 2006, BGBI. 12006, 1911.
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xibility in codetermination procedures, allowing for more negotiated schemes in the bac-
kground of statutory default rules. Codetermination with one third of the seats on the Super-
visory Board for employee delegates is regarded as a viable default rule, especially for smal-
ler companies.

4. The Effects of the Montanmitbestimmung under the 1951 Law

Arguably, the mandatory codetermination requirements of the 1951 Act attempt to do
the impossible. The control of management decisions is entrusted to agents who do not ne-
cessarily focus on the investment interests of the shareholders. Instead, employee delegates
on the Supervisory Board should be expected to protect their jobs and the survival of their
firm. There is surprisingly little empirical evidence on the governance procedures establi-
shed by the early Supervisory Boards after the 1951 law had become effective. In 1968, the
Federal Government commissioned a comprehensive study to pave the way for comprehen-
sive legislative action on codetermination. Under what comes close to a corporate governan-
ce analysis the study found that shareholder and employee representatives tended to focus
on separate issues. Whereas shareholder representative demonstrated a strong interest in in-
vestment decisions and final returns, the employee bench attempted to improve the working
conditions within the company, without labour entering the core aspects of capital.36) On
the whole, the 1951 law on codetermination had introduced new governance mechanisms to
the Supervisory Board. Shareholders and employees would meet in informal meetings to di-
scuss their respective voting strategies.37) But the specific interests of the coal and steel in-
dustries had been able to forge a cooperative spirit among the members of the Supervisory
Board, further buttressed by a labour strategy to protect the existence of the corporation.3®
There was much more scepticism on the quality of cooperation in the industries subject to
the codetermination law of 1952.3%

35. Bundesvereinigung der Deutschen Arbeitgeberverbande/Bundesverband der Deutschen Industrie,
Mitbestimmung Modernisieren — Bericht der Kommission Mitbestimmung (November 2004).

36. Mitbestimmungskommission, supra, N. 23, pp. , 58 et seq.; 147. Cf. Mestmdicker, Die Vereinbarkeit des
Gesetzentwurfs der Bundesregierung iiber die Mitbestimmung der Arbeitnehmer mit Artikel 9 Abs. 3
und 14 Grundgesetz, in: id., Recht und ckonomisches Gesetz — Uber die Grenzen von Staat, Gesellschaft
und Privatautonomie (2nd ed., 1984), 222 (at p. 227).

37. Mitbestimmungskommission, supra, N. 23, p. 62.

38. For a case study on codetermination in the steel industry under changing patterns of demand: Thimm,
The Impact of Industrial Policy and Structural Changes of Codetermination in the German Steel Indus-
try, in: Nutzinger/Backhaus (eds.), supra, N. 17, 134 (at p. 143 et seq.).

39. Mitbestimmungskommission, supra, N. 23, p. 61.
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IV. Employee Representation II: Non-Coal and Steel Industries — The
Codetermination Act of 1976

1. Parity Weakened

a. Legislative History

There was a feeling of déja vu when the political debate on the extension of codetermi-
nation to all large companies reached its peak in the early 1970’s.49) In reiterating the argu-
ments in favour of codetermination law for the coal and steel industry, employees were tho-
ught to be in need of statutory protection which would put them on equal footing with those
who were the owners in the capitalist production process.*! The political fault lines ran
along the question of how much outsiders should be present on the Supervisory Board and
to what extent white collar workers should have a say independent of the blue collar work-
ers.*?) The study commissioned by the federal government had been critical of the role of
the ’neutral man’ under the first (1951) codetermination law.*® “Parity” became the catch-
word for Supervisory Boards under the 1976 Codetermination Law. There are now an equal
number of employee and capital representatives and the board, and the chairman, to be no-
minated by the stockholders, has a second vote in tie-situations. In balancing the interests of
labour and capital owners, the shareholders were thought to deserve a qualified majority,
only to be used against the employees under certain circumstances. The commission’s rea-
soning foreshadows the corporate governance debates so typical of our days: Shareholders’
profit-mindedness, the liability rules of company law and the impact of market processes of-
fer a much better guidance for rational corporate strategies than workers’ interests.*¥

b. Legislative Technique

The codetermination law of 1976 does not affect the statutory codetermination regime
for the coal and steel industries. The 1976 law refrains from openly modifying traditional
concepts of company and labour law. Technically, the labour members of the supervisory
board — in their capacity as board members — owe a duty of care and good faith towards
"their’ company or corporation.45) Unlike the 1951 law on codetermination in the coal and

40. For collection of the political statements made during the policy debate, see: Schwerdtfeger (ed.),
Mitbestimmung in privaten Unternehmen (1973).

41. Cf. Mestmdicker, Mitbestimmung und Vermogensverteilung — Alternativen und Vermogensverteilung,
in: id., Recht und 6konomisches Gesetz, supra, N. 36, 175 (at p. 187 et seq.).

42. For a constitutional policy analysis: Mestmdcker, Durch Mitbestimmung zum neuen Laissez faire, in:
id., Recht und okonomisches Gesetz, supra, N. 36, 195 (at p. 1977 et seq.).

43. Mitbestimmungskommission, supra, N. 23, at p .182.

44. Mitbestimmungskommission, supra, N. 23, at p. 183.

45. § 116 of the Stock Corporation Law; cf. Gach, in: Miinchener Kommentar zum Aktiengesetz, supra N.
11, MitbestG § 25 para 16 et seq.; Ulmer/Habersack, in: Ulmer/Habersack/Henssler, Mitbestimmung-
srecht — Kommentierung des MitbestG, DrittelbG, und der §§ 34 bis 38 SEBG (2“‘1. ed., 2006), § 25
para. 92.
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steel industries, the composition of the Board of Directors remains unaffected. There is a
Works Director (Arbeitsdirektor) who can be appointed without the consent of the labour
bench on the Supervisory Board.*®) The 1976 law does not attempt to distinguish between
listed or non-listed companies. Instead, sec. 1 of the law introduces codetermination proce-
dures to enterprises (Unternehmen) organised as stock corporations under the Akfiengesetz,
limited liability companies (GmbH'’s), partnerships limited by shares (Kommanditgesel-
Ischaft auf Aktien) and cooperatives which regularly employ more than 2000 workers. The
law does not apply to the 1952 law on the internal order of the enterprise (Betriebsverfa-
ssungsgesetz 1952), which means that companies with a workforce between 501 and 2000
employees are not covered by the new 1976 statute. The law does not cover family or small
group-owned enterprises which are organised under partnership law as a Limited Partner-
ship (Kommanditgesellschaft). Nor does the codetermination law of 1976 apply to compa-
nies serving political, religious, charitable or educational or trade union or employers’ asso-
ciation purposes. Moreover, the churches and the entire sector of their activities and the me-
dia are exempt.

At the time the statute was signed into law it was thought that it would cover only do-
mestic companies with a corporate charter drawn up in accordance with German law and
registered in Germany. As soon as the European Court of Justice had handed down its judg-
ments on company mobi]ity‘m this aspect of the codetermination law came under closer
scrutiny.48) Those in favour of a more integrationist approach feel that the heydays of code-
termination are over as European Community law outlaws obstacles to free trade. There are
others who defend codetermination on grounds of German national interest which, it is clai-
med, renders the 1976 statute immune against the forces of legal and global competition.*”

c. The New Governance Structure of the Supervisory Board

The 1976 law forces considerable changes on the decision-making structures of the
companies covered by the statute.>”) The Supervisory Board of stock corporations (Aktien-
gesellschafien) is considerably enlarged to accommodate the employee and stockholder re-

46. § 33 et seq. of the 1976 Codetermination Law.

47. ECJ judgments of March 9, 1999, Case N°. C-221/97, Centros Ltd. v. Erhvervs- og Selskabstyrelsen,
[1999] E.C.R. I-1459; May 11, 2002, Case N°. C-208/00, Uberseer'mg B.V. v. Nordic Construction
Company Baumanagement GmbH (NCC), [2002] E.C.R. I-9919 et seq.; September 30, 2003, Case N°.
C-167/01, Kamer van Koophandel en Fabricken v. Inspire Art Ltd.; and December 13, 2005, Case N°. C-
411/03, SEVIC Systems AG, [2005] ECR I-10805 et seq.

48. Cf. Roth, From Centros to Uberseering: Free Movement of Companies, Private International Law, and
Community Law, Int’l. Comp. L. Q. 52 (2003), 177 (at p. 199 et seq.), and infra, sub V.2.

49. For an assessment of the policy challenges in face of internationalisation: Kommission zur Modern-
isierung der deutschen Unternehmensmitbestimmung — Bericht der wissenschaftlichen Mitglieder der
Kommission mit Stellungnahmen der Vetreter der Unternehmen und der Vertreter der Arbeitnehmer
(December 2006), download at www.bundesregierung.de/Content/DE/Artikel/2006/12Anlagen-12-
20mitbestimmungskommission,property=publicationFile.pdf.

50. For a survey see: Adams, supra, N. 12, at p. 700 et seq.; Robilotti, Codetermination, Stakeholder Rights,
and Hostile Takeovers: A Reevaluation of the Evidence from Abroad, Harv. Int’l. L. J. 38 (1997), 536
(546 et seq.).
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presentatives. The minimum size of a Supervisory Board is now 12, up from three under the
old Stock Corporation Act.”? Similarly, partnerships limited by shares (Kommanditgesell-
schafien auf Aktien) are mandated to establish a Supervisory Board although the pre-code-
termination Stock Corporation Act left it to the discretion of the sharcholders whether to opt
for such a board. Under German private company law limited liability companies (Gm-
bH’s) are not normally required to have a Supervisory Board. Moreover, the shareholders of
a limited liability company are entitled to give direct instructions to the management.>? Un-
der the 1976 codetermination law it is very interesting to see how Supervisory Boards of li-
mited liability companies will operate under a regime that was originally designed for cor-
porations listed at the stock exchange. And it is not only a matter of conjecture how limited
liability companies will be able to operate in an atmosphere of principles of corporate gover-
nance where there is almost no effective control of the capital market.

Under the 1976 codetermination the employee bench is less homogeneous than one
might expect.” There have to be at least two union representatives on the Supervisory Boa-
rd; the relationship between employee representatives and union representatives is roughly
2:1.°% The non-trade union representatives have to be employees of the company. In larger
companies the employee representatives and the trade union representatives are selected by
employee delegates, which, in turn, are elected by the employees. In smaller companies the-
re is direct suffrage. The 1976 statute makes a rather subtle distinction between blue and
white collar employees. With respect to their voting rights they are treated equal. But with
respect to representation there is discrimination as white collar employees are entitled to ha-
ve their own representative on the Supervisory Board.>>

Generally, the employee members of the Supervisory Board have to perform the duties
outside regular working hours.>® But the rules are not very clear in this respect. Discrimina-
tion is illegal > If the sharcholders’ general meeting or the meetings of the Supervisory Bo-
ard take place during normal working hours the employee is entitled to a leave of absen-
ce.>® This does not necessarily imply that he or she is entitled to a regular salary. It might be
thought that the emoluments received as member of the Supervisory Board should compen-
sate for the loss of regular pay. The general view is, however, that the right to receive regular
pay under an employment contract is not affected by the membership in the supervisory or
other entitlements under stock corporation law.>®) Nonetheless, the protection afforded un-
der the codetermination law is somewhat less rigorous than under its counterpart, the statute

51. See §§ 95, 96 of the Stock Corporation Act and §§ 6, 7 of the 1976 Codetermination Law.

52. Cf. Bardorf, Der Gesellschaftereinflu} auf die GmbH-Geschiftsfithrung nach dem Mitbestimmungs-
gesetz (1981), p. 65 et seq.

53.  Ulmer, in: Ulmer/Habersack/Henssler, supra N. 45, Einl. para. 13 et seq.

54. See § 7 of the 1976 Codetermination Law.

55. § 1511 of the 1976 Codetermination Law.

56. Gach, in: Miinchener Kommentar zum Aktiengesetz, supra N. 11, § 26 MitbestG para. 6 et seq.

57. § 26 of the 1976 Codetermination Law.

58. Gach, in: Miinchener Kommentar zum Aktiengesetz, supra N. 11, § 26 MitbestG para. 6 et seq.

59. See the analysis in: Ulmer/Habersack, in: Ulmer/Habersack/Henssler, supra, N. 45, § 25 para. 83 et
seq.; Gach, in: Miinchener Kommentar zum Aktiengesetz, supra N. 11, § 26 MitbestG para. 7.
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on works councils. Membership in the works councils is an absolute defence against dismi-
ssal. The federal legislator has decided that membership in the Supervisory Board is not.%0

d. Governance Problems under the 1976 Codetermination Statute®!)

aa. Committees of the Supervisory Board

To facilitate decision-making processes sec. 107 of the Stock Corporation Act provides
for the establishment of committees to the Supervisory Board. Increasingly, Supervisory
Boards delegate decision-making and monitoring processes to committees. Corporate Ger-
many has seen the advent of committees examining loans, hiring new personnel, scrutini-
sing the financial statements and audit committees. In this context, it should be noted the au-
dit committee established by the Supervisory Board is not identical with one mandated by
the corporate governance provisions of the US Sarbanes-Oxley Act.%?) The US audit com-
mittee is entitled to avail itself of the know-how and services of the corporation’s employees
in order to oversee and control the activities of the Board of Directors. A committee establi-
shed under the German Stock Corporation Act may not disturb the two-tier system of cor-
porate governance. The Board of Directors may consent, though, to delegating some of its
organisational powers to the audit committee. Audit committees have come to improve cor-
porate monitoring mechanisms and intra-company controlling and coordinate with the audi-
tor to be appointed by the entire Supervisory Board. Frequently, audit committees are entit-
led to refer a matter to the control committee of the Supervisory Board if the members feel
that the risk management of the Board of Directors deserves further scrutiny. Ideally, neither
aretired member of the Board of Directors nor the Chairman of the Supervisory Board sho-
uld chair the meetings of the audit committee.

The language of the 1976 law is not very clear on how far the concept of parity should
be carried. Consequently, the shareholder representatives on the Supervisory Board have at-
tempted to reduce labour participation in decision-making processes on the committee level.
Those who feel that codetermination is vital to German corporate life have warned against
side-stepping the major requirements of the 1976 statute. Others have refused to read abso-
lute parity into the statute, maintaining that sharcholder may enjoy a majority on committees
as long as there is no arbitrary discrimination against labour representatives on the commit-
tees.®%) The German Supreme Court rejects the notion of absolute parity and imposes a duty

60. Henssler, in: Ulmer/Habersack/Henssler, supra N. 45, § 26 para. 11 et seq.

61. For an assessment of the intra-enterprise effects of labour representation on supervisory boards: Hopt,
New Ways in Corporate Governance: European Experiments with Labor Representation on Corporate
Boards, Mich. L. Rev. 82 (1984), 1338 (at p. 1353 et seq.).

62. See speeches by U.S. SEC Chairman Donaldson, US Capital Markets in the Post-Sarbanes-Oxley
World: Why Our Markets Should Matter to Foreign Issuers, London, January 25, 2005 (http:/
www.sec.gov/new/speech/spch012505whd.htm), and by U.S. SEC Commissioner Campos, Embracing
International Business in the Post-Enron Era, Brussels, June 11, 2003 (http://www.sec/gov/new/speech/
spch0601103rcc.htm).

63. For surveys of the debate: Ulmer/Habersack, in: Ulmer/Habersack/Henssler, supra, N. 45, § 25 para.
126 et seq.; Semler, in: Miinchener Kommentar zum Aktiengesetz, supra N. 11, § 107 AktG para. 242 et
seq.
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to have a labour representative at least on the hiring committee.%¥ Currently, it is a matter of
conjecture whether a genuine sharcholder committee could be envisaged. Arguably, the
loan committee might be qualified to operate as a ‘“‘non-labour institution” as long as there
are meaningful consulting mechanisms with an audit committee which is staffed with sha-
reholder and employee representatives.

bb. Issues of Confidentiality and Conflicts of Interest

Sec. 3. 5. of the German Code on Good Corporate Governance emphasises the crucial
need for confidentiality among the Members of the Management and the Supervisory Boa-
1ds®. In this context, labour and trade union representatives may pose a threat to confiden-
tiality, as this might open the floodgates for undue external influences®). One of the more
spectacular examples of a potential conflict of interest between the duties as a member of
the Supervisory Board and those of a leader of the trade union movement occurred in 2003.
The German national airline was faced with a strike and it so happened that the head of the
relevant union was a member of the airline’s Supervisory Board, calling at the same time for
industrial action against the company he owed a duty of loyalty and care®”. It is perhaps na-
ive to expect a trade union leader to call off a strike against the corporation when he is a
member of the Supervisory Board of the latter. But this should not foreclose an analysis un-
der which circumstances a trade union member is in breach of the duties, owed in his capa-
city as a member of the Supervisory Board®®. In the aftermath of the strike at the German
national airline, the research foundation of the German trade unions commissioned a study
analysing the validity of objections raised partisanship in supervisory boards, established
under the 1976 codetermination law®. With some justification, the study notes that con-
flicts of interests cannot be avoided under the current model of codetermination. Eventually,
bank representatives might equally face a conflict as they decide on a credit. In order to def-
lect future criticism the German Trade Union Movement has argued for a meaningful inter-

64. German Supreme Court (Bundesgerichtshof), judgement of May 17, 1993, BGHZ 122, 342 (at p. 362).

65. Section 3.5. of the German Corporate Governance Code (See supra N. 13):

“Good corporate governance requires an open discussion between the Management Board and the
Supervisory Board as well as among the members within the Management Board and the Supervisory
Board. The comprehensive observance of confidentiality is of paramount importance for this.”

66. For a balanced analysis: Mitbestimmungskommission, supra, N. 23, pp. 144, 146. Cf. the complaint by
the Confederation of German Industry, in: Mitbestimmung Modernisieren, supra N. 35.

67. See the shareholder motion for the Lufthansa General Shareholders’ Meeting 2006 and Response by the
Lufthansa Administrative Office, Lufthansa Investor Relations, download at: http://www .lufthansa-
financials.de/servlet/PB/menu/1017416_11_pprintview/index.html.

68. Trade union executives may have to excuse themselves from serving on Supervisory Boards when
experiencing a conflict of interests. See: Mollers, Treuepflichten und Interessenkonflikte bei Vorstands-
und Aufsichtsratsmitgliedern, in: Hommelhoff/Hopt/v. Werder (eds.), Handbuch Corporate Governance
(2003), 405 (at p. 421 et seq.) and Laue-Streblow, Die Rechtsstellung der Aufsichtsratsmitglieder der
Arbeitnehmerseite im Aufsichtsrat mitbestimmter Aktiengesellschaften, Diss. iur. Cologne (1983), p.
134 et seq. Laue-Streblow, ibid., p. 194 et seq., even argues for direct trade union liability if trade union
representatives on supervisory boards commit act detrimental to the interest of the company.

69. Hanau/Wackerbarth, Unternehmensmitbestimmung und Koalitionsfreiheit — Interessenkonflikte von
Gewerkschaftsvertretern im Aufsichtsrat (2004).
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vention of the courts to defuse special conflicts of interest, expressing support for a Corpora-
te Governance Code denouncing strategies which exploit a conflict of interest’?.

2. Policy Assessment” D)

When the 1976 Codetermination Statute was signed into law corporate Western Ger-
many was the prototype of a country that Professor Mark Roe would readily describe as a
“social democratic” economy72). Corporate Western Germany was marked by block hol-
dings”®. Banks played an important role in corporate finance. Compared to United States
standards, shareholders had very little rights and investor protection was certainly not at its
peak. Moreover, employees enjoyed, and still do so, an impressive array of protection aga-
inst unfair dismissal at their disposal. To carry this analysis to the extreme, corporate profits
were distributed between the banks in their capacity as block-holders and the employees
whereas the minority shareholders could do very little against this coalition. Rational beha-
viour dictated that managers would either side with the banks or with the employee bench if
they wanted to stay in office. On the international level, the destructive gales of globalisation
had not started blowing and regulatory competition in company law had yet not been heard
of.

During the first years under the 1976 statute trade unions tended to emphasise the infor-
mation-forcing function of codetermination. Monitoring through labour representatives on
the Supervisory Board was thought to be containing contractual opportunism by sharehol-
ders and managers’®. German corporations preferred to be competing for quality markets
instead of fighting price wars. There is, however, no reliable empirical evidence that this
market approach was solely conditioned on the effects of codetermination. The market stu-
dies undertaken between the late 1980’s and the late 1990’s do not establish a clear case of
detrimental or particularly beneficial effects of German codetermination laws’>. There are
data that demonstrate a negative correlation between the share prices and the extent to which
codetermination procedures have slowed decision-making processes’®). Codetermination

70. Hans-Bockler-Stiftung, Magazin Mitbestimmung 05/2004.

71. For an efficiency analysis of mandatory codetermination, assessing transaction costs, adverse selection
of employees, post-contractual asymmetries, specific human capital and distributive effects: Sadowski/
Junkes/Lindenthal, Comp. Lab. L. & Pol’y J. 22 (2000), 33 (at p. 61 et seq.), see also: Kraft, Die
Effizienzwirkungen der gesetzlichen Mitbestimmung, Wirtschaftsdienst 2006, 708 et seq.

72. Roe, Political Determinants of Corporate Governance — Political Context, Corporate Impact (2003), at p.
112, on concentrated ownership as facilitating social democracies.

73. For a concise account on corporate Germany before globalisation: Roe, Strong Managers, Weak Owners
(1994), p. 171 et seq.

74. For a trade union assessment evaluating codetermination experiences under the 1976 law: Deutscher
Gewerkschaftsbund, Bundesvorstand, Stellungnahme des DGB Bundesvorstandes, Abt. Mitbestimmung
und Rechtspolitik zu dem Bericht der ,,Kommission Mitbestimmung** von BDA und BDI, November 12,
2004, download at http://www.boeckler.de/pdf/dgb_stellungnahme_umitbest_2004_11.pdf.

75. Hexel/Thannisch, Bilanz und Weiterentwicklung der Mitbestimmung in Skonomischer Betrachtung,
Wirtschaftsdienst 2006, 695 (at p. 698); see also Njoya, Employee Ownership and Efficiency: An Evolu-
tionary Perspective, Indus. L. J. 33 (2004), 211 (at p. 236 et seq.).



Rainer Kulms: Employee Representation on Supervisory Boards — A German 17
Perspective
(cTp. 3-26)

has tended to shield companies from competition’”). But a study by Benelli/Loderer/Lys
denies any significant impact capital impact of codetermination’®. Incidentally, the studies
do not indicate that there is a divergence between the findings for codetermination mechani-
sms observed by the statutory rules on works councils and those mandated by the 1976 law.
There is evidence, however, that codetermination procedures have weakened the institutio-
nal impact of the Supervisory Board”. Some companies have transferred sanctioning pro-
cedures from the Supervisory Board to the Shareholders’ Meeting®?). Other companies have
modified their information procedures for the members of the Supervisory Board. In order
to complicate the dissemination of sensitive business information relevant document are
handed out during a meeting of the Supervisory Board and collected after the vote®D.

Corporate governance, as analysed by Berle and Means®?, is a device to contain the
problems arising from the separation of ownership and control. Control mechanisms as
established under stock corporation laws and, more recently, under codes of corporate have
been designed to reduce agency costs and to monitor agents who may behave opportunisti-
cally. Profit-related and share option are thought to align managers’ interest with those of
the corporation and its shareholders. Analysing Germany’s codetermination laws under an
agency cost perspective makes corporate governance even more expensive, as management
control is subject to rather burdensome control procedures, given the sheer size of the avera-
ge Supervisory Board. Although codetermination has been defended on grounds of enhan-
ced management scrutiny by the employee representatives, this is not a very realistic asse-
ssment of the situation. In view of the voting rules employee representatives depend on the
shareholders to exert any meaningful control and complicated procedures do not necessarily
assure a cost-cutting effort. Corporate reality in both, shareholder and stakeholder economi-

76. Sadowski/Junkes/Lindenthal, Comp. Lab. L. & Pol’y J. 22 (2000), 33 (at p. 52 et seq.), undertake an
extensive analysis of the empirical studies on the effects of employee codetermination on the company
level; cf. Frick, Reform der deutschen Unternehmensmitbestimmung: Unverzichtbar oder tiberfliissig?
Wirtschaftsdienst 2006, 705 (at p. 707 et seq.), and Stettes, Die Arbeitnehmermitbestimmung im Auf-
sichtsrat — Ergebnisse einer Unternehmensbefragung, IW-Trends — Vierteljahreszeitschrift aus dem Insti-
tut der deutschen Wirtschaft 34 (2007), Issue 1.

71. Hassel/Hopner/Kurdelbusch/Rehder/Zugehor, Two Dimensions of the Internationalization of Firms, J.
Managmt. Stud. 40 (2003), 701 (at p. 703), note that codetermination increased the role of insiders on
supervisory boards, enabling the management to insulate itself from capital market influence.

78. See: Benelli/Loderer/Lys, Labor Participation in Corporate Policy-making Decisions: Germany’s Expe-
rience with Codetermination, J. Bus. 60 (1987), 553 (at p. 555 et seq.).

79. Roe, Political Determinants, supra, N. 72, at p. 72; Robilotti, Harv. Int’l. J. 38 (1997), 536 (at p. 562 et
seq.). Klos/Stettes, Unternehmensmitbestimmung auf dem Priifstand, Wirtschaftsdienst 2006, 691 (at p.
694), Stettes, supra, N. 76, notes that codetermination significantly slows down decision-making proc-
esses on the supervisory board.

80. Shareholders retain the power to mitigate the effects of codetermination: Gorton/Schmid, Class Struggle
inside the Firm: A Study of German Codetermination, The Federal Reserve Bank of St. Louis Working
Papers, Working Paper 2000-025 (http://research.stlouisfed.org/wp/2000-025.pdf.

81. Pistor, supra, N. 3, and Adams, supra, N. 12, p. 700 et seq., assessing the ,dark side’ of codetermination,
cf. Roe, German Codetermination and German Securities Markets, Colum. Bus. L. Rev. 1998, 167 (at p.
171).

82. Berle/Means, The Modern Corporation and Private Property (1932, 1991 re-print).
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es, suggests that corporate governance is a multi-player game that transcends beyond the in-
tellectual purity of a principal-agent relationship. There is a severe risk that the management
will play with the diverging interests of the various principals, thereby extracting rents in
support of its position. There are incentives for brokering coalitions between the labour side
and the management to the detriment of the shareholders. Under these circumstances code-
termination does not necessarily improve monitoring®>.

Approaching corporate governance from a nexus of contracts perspective does not of-
fer much support for codetermination rules either. Construing the corporation as a nexus of
contracts®® requires an almost unrestricted freedom of contract in the field corporation law.
Legislative encroachments on this freedom can only be justified if the market mechanism
would bring about the same results. The German legal system is not too generous with re-
spect to freedom of contract in corporate law matters®). Critics of the 1976 codetermination
law invariably argue that the strict regime mandated by statute would not have been negotia-
ted on the marketplace, and therefore codetermination would have to g086). From a perspec-
tive somewhat more charitable towards codetermination it could be maintained that the
1976 statute is a clear evidence of market failure and that therefore the legislator had to step
in. Unfortunately, this argument is less persuasive than it looks. If there has been market fai-
lure during the first round, this does not explain why corporations, shareholders and unions
alike should not be entitled to negotiate a solution more in tune with the demands of the
marketplace. This objection has gained considerable momentum in the age of globalisation
and the jurisprudence of the European Court of Justice on company mobility cases. It is not
only against European Community Law background that the question is asked whether the
German economy would not be better served by giving greater leeway for negotiated soluti-
ons in the face of transaction costs®”).,

In departing from received concepts of the nexus of contracts theory, control and resi-
dual rights might be placed with those who bear the greatest risk and have the greatest abil-
ity to reduce the costs associated with the envisaged economic activity. Stock corporation
law has traditionally placed control rights with the shareholders in order to mitigate the cost
of supplying the corporation with risk capital. Consequently, the 1976 codetermination sta-
tute and its predecessors are based on the assumption that human capital deserves protection
against the decisions made by the owners of legal capital®®. In view of changing investment
and employment patterns it is doubtful whether the broad-brush of the German codeter-
mination law still reflects economic developments. Rajan/Zingales show that the relative
value of human and financial capital may vary according to the specific conditions of entre-

83. Roe, Colum. Bus. L. Rev. 1998, 167 (at p. 174 et seq.).

84. For a concise description of this approach: Easterbrook/Fischel, The Economic Structure of Corporate
Law (1991, paperback edition 1996), p. 8 et seq.

85. Cf. Schmidt, K., supra, N. 7 pp. 109 et seq., 707 et seq.

86. Jensen/Meckling, Rights and Production Functions: An Application to Labor-Managed Firms and
Codetermination, J. Bus. 52 (1979), 469 (at pp. 473 et seq., 503 et seq.); cf. Sadowski/Junkes/
Lindenthal, Comp. Lab. L. & Pol’y J. 22 (2000), 33 (at p. 42).

87. See infra, sub V.2, 3.

88. Cf. Gorton/Schmid, supra, N. 80, and Mitbestimmungskommission, supra, N. 23, at p. 119 et seq.
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preneurial activity89). There are branches in the economy where human capital goes out to
hire financial capital, investors being more readily substitutable than expert know-how. This
observation does nor constitute an argument against current statutory models of codetermi-
nation in Germany. But it suggests a greater heterogeneity than mandatory codetermination
rules are able to accommodate. In faimess to the 1976 German legislator, the potential im-
pact of heterogeneous interests on the employee bench was not completely ignored. White
collar workers are entitled to elect their own representatives%), but the problems of burden-
some control procedures are not alleviated. To a large extent, placing control rights is a mat-
ter of empirical data. There is a school of thought maintaining that codetermination signifi-
cantly reduces the occurrence of strikes. But that would require a long-term study on strikes
under changing circumstances.

From a property rights perspective, codetermination steps in where incomplete contrac-
ting would not bring about an efficient solution®". In this context, corporation-specific inve-
stments by employees are compensated with greater control rights as there is no ready mar-
ket for these investments. But again, this depends very much on the relative power of hu-
man and financial capital and broad-brush solutions are problematic. Moreover, concerns
are being voiced that corporations subject to codetermination might encounter greater diffi-
culties to raise funds on the capital market. Ultimately, this criticism turns on the availability
of empirical data. It may well be that the current financial situation of German companies is
different from 1976 when the codetermination law was enacted.

Traditionally, German Trade Unions have defended codetermination on the Supervi-
sory Board on grounds of social policy in order to counterbalance the interests of labour and
capital. More recently, the Trade Union have attempted to take notice of changing conditi-
ons in the economy, arguing that codetermination is equally important for employees in
know-how intensive companies®). While this argument is difficult, to refute the underlying
regulatory policy assumption is more contentious. Mandatory codetermination excludes the
chances of devising opting-out mechanisms: It does not allow for an evolution of a system
that has increasingly to live up to the challenges of international competition. Again, this
highlights the need to reliable empirical data to evaluate historic regulatory choices.

89. Rajan/Zingales, The Governance of the New Enterprise, National Bureau of Economic Research Work-
ing Paper 7958 (October 2000), download at http://www.nber.org/papers/w7958.

90. See supra, sub IV.1l.c.

91. Furubomn, Codetermination and the Modern Theory of the Firm: A Property Rights Analysis, J. Bus. 61
(1988), 165 (at p. 166 et seq.). This, however, does not imply that the statutory form of codetermination
as practiced under the 1976 law will lead to productivity gains: Furubotn, Codetermination, Productivity
Gains, and the Economics of the Firm, Oxford Economic Papers, New Papers, 37 (1985), 22 (at p. 33 et
seq.).

92. Hans-Bockler-Stiftung/Bertelsmann Stiftung, Mitbestimmung fiir die Zukunft — Ergebnisse und Fazit
aus der Arbeit des ,,Forum Mitbestimmung und Unternehmen‘ 1999 — 2003.
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3. The 1976 Codetermination Law before the German Federal Constitutional
Court

Industry and shareholders did not welcome the 1976 Codetermination Law. They un-
successfully lodged a complaint with the German Federal Constitutional Court arguing that
the new statute violated the constitutional protections of property, the freedom of entrepre-
neurial activities and the right to found a profit-making association. In taking their cases to
the constitutional judges the plaintiffs criticised the “parity” effects of the statute which alle-
gedly introduced cascading effects within conglomerates and aggravated the detrimental ef-
fects of codetermination through works councils and Supervisory Boards. The court rejec-
ted this argument by pointing out to the statutory possibility that the shareholder bench may
always impose its will during a vote of the Supervisory Board.

The Constitutional Court”® dealt in some length with the alleged cumulative effects of
works councils and “‘codetermined” Supervisory Boards. The court does not reject the po-
ssibility of overlapping activities among the statutory bodies of codetermination. But the
Court points out to the diverging dispute settlement mechanisms under the codetermination
and the works councils statutes. In a way, codetermination by works councils can be more
problematic than labour participation in the decision-making process on Supervisory Boa-
rds. In case of disagreement with the local management the Works Council can take the
matter to a labour court which may employ specific dispute settlement mechanisms to force
a binding decision on both parties. Recent experiences with plant closures suggest that is wi-
ser for the owner of a local to “buy” consent of the Works Council instead of taking the di-
spute to a labour court.

The judgement of the Constitutional Court takes some care in evaluating the “‘cooperat-
ive thrust” of the 1976 codetermination law: In questioning the right of the shareholder re-
presentatives to impose their will on the Supervisory Board the plaintiffs had attacked the
factual obligation to seck a consensus between the employee and trade union bench with the
shareholder representatives. The Constitutional Court does not classify the decision-making
procedures on the Supervisory Board as a cooperative game. Although it is the avowed aim
of the 1976 codetermination statute to establish cooperation the dispute settlement mechani-
sms are not cooperative. Moreover, as the Court acknowledges, if there is consensus on the
Supervisory Board the labour is to rely more on the cooperative spirit of the shareholder re-
presentatives than vice versa. At first impression the Court’s reasoning might be thought to
be overly optimistic.

A closer look suggests that the Court has been making a cost argument that is open for
re-inspection. For the Constitutional Court the key issue is whether the new codetermination
statute is likely to affect the *operability’ of a corporation. The Court does not rubber-stamp
the new law. Instead, it acknowledges that the legislator took pains to evaluate the impact of
codetermination in the light of the experiences if the coal and steel industries. Of course, as
the Court’s reasoning emphasises, the codetermination statute places a constraint on the

93. German Federal Constitutional Court (Bundesverfassungsgericht), Judgement of March 1, 1979, BVer-
fGE 50, 290 et seq.
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property of the shareholders. To that extent, the codetermination statute legitimately clarifies
the scope of a fundamental right. Closer scrutiny reveals that this is an argument instructed
by a transaction cost perspective and capital market considerations. Obviously, the Court
does not insinuate codetermination can be had at zero cost. Nonetheless, the somewhat low-
key cost analysis implies that a cost balancing inspection had taken place. In deference to
the legislator the bounded rationality of the law-making process is acknowledged”®.

There is, however, no prima facie finding of breaking the Constitution if the long-term
impact on cost is unclear. It is at this stage where the lawyer’s perspective differs from an
economist’s perception of potential transaction costs. An economist might caution against
the adoption of the codetermination on the grounds of economic analysis referred to above.
A constitutional lawyer might be ready to accept codetermination as the legislator had used
all the relevant devices to make an informed judgement. The Court’s reasoning contains a
very important caveat. If the legislator’s analysis turns out to be erroneous there is a consti-
tutional obligation to reassess the viability of the 1976 codetermination statute. It is clear that
this is an invitation to take account of the recent effects of globalisation and the changing
cost parameters for German industry. But it is unlikely that the 1976 statute will be conside-
red to be unconstitutional simply because it does not allow for a differentiated approach to
the issue of employee representation on Supervisory Boards.

V. Whither Codetermination?

1. Codetermination in the Age of Globalisation

German business newspapers are full of reports of chairmen of large corporations ex-
plaining the need to focus on realising shareholder value”. Corporate Germany finally ap-
pears to have taken notice of the laws of the capital markets. But the debate about sharehol-
der value reflects also an underlying controversy about the changing roles of the stakehol-
ders?®. To that extent, both banks and trade unions have been stakeholders who are now fa-
ced with increasing internationalisation threatening traditional balances of power””. Con-
versely, the current debate on the future of corporation law and codetermination is domina-
ted by a surprising parallelism of path dependency and innovative proposals to meet the

94. For a detailed law and economics analysis of the judgement: Backhaus, Mitbestimmung im Unterneh-
men — Eine 6konomische Analyse des Verfassungsgerichtsurteils vom 1. Marz 1979 als Beitrag zur The-
orie der wirtschaftlichen Rechtspolitik (1987).

95. For an assessment of empirical data on shareholder value orientation in corporate Germany Achleithner/
Bassen, Entwicklungsstand des Shareholder-Value-Ansatzes in Deutschland — Empirische Befunde, in:
Siegwart/Mahari/Ruffner, Corporate Governance, Shareholder Value & Finance (2002), 611 (at p. 629 et
seq.).

96. Robilotti, Harv. Int’l. L. J. 38 (1997), 536 (at p. 559 et seq.).

97. See the assessment by Hopner, Corporate Governance in Transition — Ten Empirical Findings on Share-
holder Value and Industrial Relations in Germany, Max-Planck-Institut fiir Gesellschaftsforschung, Dis-
cussion Paper 01/5 (October 2001), p. 33, that codetermination practices are becoming more micro-
oriented, thereby giving rise to potential conflicts with the trade union representatives which traditionally
regard themselves as the ,,macro forces of the labour movement*.
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challenges of globalisation98). In a way, current codetermination laws are highly nationalist
as they give a right of say only to German workers in a German holding company. In a re-
markable departure from this legal bias, Daimler-Chrysler negotiated a deal with the trade
unions that gave one seat of the labour bench on the German Supervisory Board to a repre-
sentative of a US union to be duly elected by German employees99). But the 1976 codeter-
mination law remains problematic against the background of the international division of la-
bour. Technically, the German Supervisory Board will have to decide about the fate of fore-
ign subsidiary losing money. This may include a decision to ’relocate’ jobs from a foreign
plant to a German plantloo). Arguably, labour and trade union representatives on the Super-
visory Board are faced with the rather delicate position of weighing foreign jobs against
(their own) domestic ones.

There is some evidence that German codetermination is losing its impact. Intuitively,
managers would side with the employees as soon as a takeover becomes imminent. But ap-
parently, globalisation has weakened the pivotal role of codetermination in fending off take-
overs'D. German corporations are bought by foreign investors, thereby assuming the status
of a subsidiary of a foreign holding company. Technically, codetermination rules are to be
observed by the German subsidiary if the statutory requirements are met. But the crucial
strategic issue are decided abroad. In faiess to the German Trade Union Movement, it has
to be acknowledged that the internationalisation of companies has never been met with out-
right hostility. The unions supported the introduction of International Accounting Standards
which they regarded as an opportunity to acquire more information on a corporation102).
Specialisation programmes were supported if that implied greater job security for the profi-
table branches of a corporation103).

There are, of course, limits to union complacency with the internationalisation of cor-
porate Germany. In the age of shareholder value the labour representatives on the Supervi-
sory Board are likely to oppose optimisation programmes and the implementation of profi-
tability margins unless a guarantee for employment is offered'®). But apart from delaying
tactics employees can do very little under the codetermination procedures of the 1976 statu-
te. The Supervisory Board tends to focus on macroeconomic issues whereas optimisation

98. Cf. Chapter III of the Report by the Kommission Mitbestimmung of the Bertelsmann Stiftung/Hans-
Bockler-Stiftung: Die Entwicklung der Mitbestimmung als Institution, in: Streeck/Kluge (eds.), supra,
N. 4, at p. 250 et seq., and Vitols, Strategien fiir Gewerkschaften in einem europdischen System der Cor-
porate Governance (2005), download at http:///www.boeckler.de/pdf/impuls_2005_15_vitols.pdf.

99. Dinh, Codetermination and Corporate Governance in a Multinational Business Enterprise, J. Corp.L. 24
(1999), 975 (at p. 995 et seq.).

100. See the relocation plans by the German carmaker Volkswagen, moving automobile production from Bel-
gium to Germany: Handelsblatt, November 21, 2006, ,,VW-Werk Briissel verliert den Golf*, download
at http://www.handelsblatt.com.

101. Max-Planck-Institut fiir Gesellschaftsforschung, Arbeitsbeziehungen in Deutschland — Wandel durch
Internationalisierung (2003 et seq.), p. 30 et seq.

102. Matthias Miiller/Hans-Béckler-Stiftung, International Accounting Standards (2003), p. 6; Stellung-
nahme des DGB zum ,,Aktionsplan der EU-Kommission iiber die Modernisierung des Gesellschaftsre-
chts und Verbesserung der Corporate Governance, August 28, 2003.

103. Zugehor, Mitbestimmt ins Kapitalmarktzeitalter? Mitbestimmung 5/2001, p. 38 et seq.
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and profitability schemes have to be introduced at the micro-level of the individual factory
or plant. In fact, works councils play a much more decisive role in implementing mechani-
sms for cost control. Very often, they are faced with the decision either to accept profitabil-
ity margins or to suffer the closure of a plant which is to be reopened in Eastern Europe or in
Asia. From the point of view of regulatory policy this begs several questions as to what ex-
tent mandatory rules on contracting between the employees and the owners of financial ca-
pital should be reassessed. For trade unions and the German Confederation of Industry, this
is a delicate issue as it challenges the future of national collective bargaining agreements,
presumably giving greater autonomy to local works councils. Granting a greater amount of
freedom of contract to works councils will have its impact on the regulatory regime of the
1976 codetermination statute as well. It is a perfectly legitimate question to enquire whether
negotiated solutions are feasible against the background of statutory default rules'%%).

2. The Influence of European Law

Unfortunately, the current debate on codetermination does not send out very clear sig-
nals as to which course future regulatory policy should follow. This is partly due to the co-
existence of path dependency and the need for new codetermination models in international
companies and other companies where human capital plays a more powerful role the traditi-
onal suppliers of financial capital!%®. Those arguing for a departure from the one-size-fits all
concept of codetermination suffer greatly from the absence of reliable empirical data about
the capital market effects of the 1976 codetermination statute and its alleged deterrence of
innovation. In this context, the jurisprudence of the European Court of Justice serves a doub-
le function. It is intended to give further momentum to the modemisation of corporate Ger-
many; but it also helps to overplay the absence of empirical data by making a lawyers’ argu-
ment. In handing down its judgments in the Centros, Uberseering and Inspire-Art cases'?
the European Court of Justice has greatly contributed to bringing company mobility to Eur-
ope. Nonetheless, the European judges have added a caveat to the scope of this new free-
dom. An overriding national regulatory interest may justify restrictive measures, if certain
standards of proportionality are observed. Siding with the Confederation of German Indu-
stry would support the view that the 1976 codetermination statute is an unacceptable con-
straint on your freedom of entrepreneurial activities and of investing wherever preferab-
1e109), Predictably, the German Federation of Trade Unions will argue that, in view of Ger-

104. See the policy statement by the Federation of German Trade Unions: Deutscher Gewerkschaftsbund,
Initiative des DGB fiir ein Innovations- und Arbeitsprogramm der Bundesregierung — Zukunft der Arbeit
— Unternehmen Zukunft — Fiir eine innovations- und beschéftigungsorientierte Forschungs- und Technol-
ogiepolitik, Informationen zur Wirtschafts- und Sozialpolitik, No. 06/99 (August 30, 1999).

105. Windbichler, Cheers and Boos for Employee Involvement: Co-Determination as Corporate Governance
Conundrum, Eur. Bus. Org. L. Rev. (EBOR) 6 (2005), 507 (at p.533 et seq.), makes a plea for negotiated
codetermination mechanisms after assessing the impact of the ECJ’s jurisprudence.

106. Cf. Sadowski/Junkes/Lindenthal, Comp. Lab. L. & Pol’y J. 22 (2000), 33 (at p. 66).

107. See supra, N. 47.

108. Cf. Dammann, Note — The Future of Codetermination After Centros: Will German Corporate Law
Move Closer to the U.S. Model?, Fordham J. Corp. & Fin. L. 8 (2003), 607 et seq.
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man history, codetermination is a valid aim of public policy!®®. In fairness to the represen-
tatives from the Labour and Employer camp, there is language in the judgements of the Eur-
opean Court of Justice which can be construed either way. But, in fairness to the European
Court of Justice, the labour-employer interpretations are unpersuasive. In its decisions on
company mobility the European Court is careful to avoid direct conflict with national com-
pany laws or public policy choices by the Member States. Instead, European Court has cau-
tiously scrutinised national policies by enforcing the concept of proportionality. It would
seem that codetermination schemes that do not allow for negotiated exit options might be in
breach of European Community Law!!?. Against this background, the time has come to re-
assess the transactions costs of current codetermination rules for the benefit of studying the
scope for more freedom of contract.

There are incidents where European Community Law imposes a duty to sound out the
chances for a negotiated codetermination scheme against the background of mandatory de-
fault rules' ! V. International groups of companies and increasing trans-border merger activi-
ties within have provoked a regulatory debate the demand for a pan-European statutory fra-
mework. The European Union Regulation on the Statute for the European Company (socie-
tas europaea) introduces the possibility of founding a new European company without the
dissolution of the contributing companies (i. e. by merger, by founding a joint subsidiary or
ajoint holding company) 12)_ This raises the question on how to reconcile conflicting forms
of employee participation that may exist in the countries of origin of the founding compani-
es. The European Union has issued a regulation on employee participation in a newly foun-
ded European Company which provides for elaborate negotiating mechanisms to bring
forth a mutually agrecable form of employee involvement in the new company'! 3. The EU
regulation provides for statutory default rules if the parties cannot on agree on an agreement
and leaves it to the Member States to develop these. There is a European Union catalogue of
minimum requirements for employee participation which transfers the most favourable legi-
slative regime of codetermination from the contributing companies to the new European
Company. This operates as to elevate German codetermination standards to the new Euro-
pean Company. It is not very likely that German companies are the most sought after favou-
rites to participate in the establishment of new European corporate body by way of new hol-
ding company or a joint subsidiary. The European Union Directive on cross-border mergers

109. See supra, N. 74. Cf. Roth, Int’l. & Comp. L. Q. 52 (2003); 177 (at p. 199 et seq.).

110. See the plea by Windbichler, supra, N. 105, for negotiated codetermination mechanisms.

111. Art. 16 of the Directive 2005/56/EC of the European Parliament and of the Council of October 26, 2005
on cross-border mergers of limited liability companies, O.J. L 310/1 of November 25, 2005, encourages
negotiations on employee representation, but provides also for default rules if one of the merging compa-
nies has been subject to German codetermination rules.

112. Council Regulation (EC) No. 2157/2001 on the Statute for a European Company (SE), O. J. L294/1 of
November 10, 2001. Tavares Da Costa/de Meester Bilreiro, The European Company Statute (2003), 37
et seq. See the country reports on Member States implementing the Council Regulation in: Oplustil/
Teichmann (eds.), The European Company — all over Europe (2004).

113. Council Directive 2001/86/EC of October 2001 supplementing the Statute for a European company with
regard to the involvement of employees, O.J. L. 294/22 of November 11, 2001.
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of corporations and limited liability companies of October 2005 envisages a negotiated ap-
proach towards employee participation, but contains a less strict default rule than the law on
the European Company. The Directive on European Works Councils for companies with
Community-wide activities provides for a negotiation mechanism for establishing employee
representation bodies!'¥. The purpose of the Directive is to improve the right to informa-
tion and consultation of employees!!>). These are statutory default rules which fall behind
the scope of employee right afforded under German law. But they provide nonetheless for a
percentage-wise representation of employees from the Member States where the multinatio-
nal company is active, thereby transcending the historic focus of labour on nation-state legi-
slation.

3. Outlook

The commissioned by the Confederation of German Industry a broad option model is
suggested to replace the existing rules of mandatory codetermination by a mixture of option
models and default rules which are less comprehensive than the existing rules' 9. This mo-
del introduces a considerable amount of free choice by providing for exit-options from the
existing statutory regime. It is very unlikely that the German Trade Unions will welcome
this model with enthusiasm. But it is very interesting to see that the unions and the employ-
ers’ associations are less apart than one might think. The Trade Union recently issued a
study on the future of codetermination in an environment that is conditioned upon the legal
framework of the European Works Council'!. The trade union paper proposes agreements
on the shop-floor level to implement a regime of employee participation. This approach co-
uld be carried further by envisaging collective bargaining agreements for the whole corpora-
tion with Community-wide activities. To be sure, the paper of the Confederation of German
Trade Unions attempts to use these collective bargaining agreements as an instrument to
strengthen to role of foreign employees on the current German Supervisory Board. But it
does not require much imagination to devise negotiated forms of employee representation
which modernise codetermination in the age of globalisation.

114. Council Directive 94/45/EC of September 1994 on the establishment of a European Works Council or a
procedure on Community-scale undertakings and Community-scale groups of undertakings for the pur-
poses of informing and consulting employees, O.J. L 254/64 of September 30, 1994 and Council Direc-
tive 97/74/EC of December 1997, O.J. L 10/22 of January 16, 1998, extending the regime on European
Works Council to the United Kingdom of Great Britain and Northern Ireland.

115. See also the ECJ judgements of March 29, 2001, Case No. C-62/99, Betriebsrat der bofrost* Josef
Boquoi Deutschland West GmbH & Co. KG v. bofrost * Josef Boquoi Deutschland West GmbH & Co.
KG, of January 13, 2004, Case No. C-440/00, Gesamtbetriebsrat der Kiihne & Nagel AG & Co. KG v.
Kiihne & Nagel AG & Co. KG, and of July 15, 2004, Case No. C-349/01, Betriebsrat der ADS Anker
GmbH v. ADS Anker GmbH.

116. Supra, N. 35.

117. Mitbestimmung fiir die Zukunft, supra, N. 92, and Vitols, supra, N. 98.
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IMAPTULINITAIINJA 3AIIOCIEHUX Y HAA30PHOM OABOPY

Pe3nme

Caooayuusarse je y Hemaukoj KOHIIPOBep3HO Huitiarbe U MOXce ce HoO0eauilii Ha
08a cezmeHilia: paOHUYKY Uapiiuyuilayujy y HA0O30PHOM 0000pY U PAOHUUKO CA0OAY-
yugarse ocpeOCii8oM cage3d 3alloCAeHUX. 3a PA3AUKY 00 paoHUyKe Uapiiuyuilayuje,
Koja je y Ha030pHOM 0000py 00peberux Opyulitiasa 06asesHa, He UOCHIOfU ayilloMail-
CKO DAOHUYKO CA0OAYHUBAFbe, OCUM YKOAUKO 3dilocaeHu ilio ceae. Hajeehu 6poj
OpyuLitiasa uma caseitl 3auoCAeHUX, KOjU KOPUCTIU c80ja 3aKOHCKA tpasa 0a y4ecitigyje
Y OOHOULERY VIPABABAUKUX 00AYKA Y OPYULITLBY.

Caooayqusarbe 1 KOPUOPAIIUBHO YIPABHAbe UMAJY 3AjeOHUUKY C8DXY: O0d KOH-
WPOAUULY eKOHOMCKY CHAZY 8eaukux Opyuiitiasa. Kopilopaitiusto yipassmwarbe 8efiuH-
CKY KOHUIPOAY CUlA8/bA Yy PYKe UMAAAUA KAUULAAd, 00K cA00ayiusarbe je0ar Oeo itie
Mohu TipeHocu Ha paoHuke. MeHauepu cy azeHiliu umataya Kaiuiias-ydeuthia, 00k ce
PAaOHULU HEpeiiupajy Kao HOCUOUU pUsuKa iocaosarba Opyuiea Ha Matom KOHIPO-
A0M Ha yiupaswarbe. O8aj uaanak ce UpumapHo okycupa Ha Hemauku 3aKoH o caoo-
ayuusarby uz 1976. 2o0uHe, tipemoa ce He MONce 3AHEMAPUITIL HU YITULA] caseilla 3ailo-
CACHUX HA KOPUOPAiU6Ho yilpassmarse. Ilapitiuyuitayija paoHuxa y Ha030pHom 0060-
Py pyKyuoHuULe U3a 6e0MA AKIUUBHUX caseltia 3ailocaeHux. BpojHu cy upumepu tioky-
uLdaja casesa 3ailocaeHUx 04 KOOPOUHUPA aKIUUBHOCTIL ca HPeOCTABHULUMA 3ailOoCAe-
HUX Y HA030PHOM 0000D)Y.

Y paoy je ipeo ykazano Ha ya0Zy HAO30PHOZ 0000paA y HEMAYKOM Hpasy aKyuo-
HAPCKUX OPYWILABA, 3ATUM je OUUCAHA YA0Za cadeilia 3aillocaeHUx, 0a Ou ce Ha Kpajy
aHaAU3a (hoKycupana Ha 3aKoHcKe ghopme paoHuuke dapiiuyuilayije y Ha030PHOM 00-

bopy.

Kwyune pewu: tapitiuyuiiayuja 3ailocaeHux, HA030pHU 0000p, caooayuusarse, caseill
3ALOCACHUX, KOPUOPAWIUBHO YUpas/barbe, 2400aU3AUUJA, €8POUCKO
upaso.



