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Abstract

Purpose — This paper examines the relationship between employee involvement in decision-making
(in particular codetermination) and corporate social responsibility, i.e. extra-financial or environmental, social
and governance (ESG) performance.

Design/methodology/approach — Literature review was done based on the following methodology:
synthesis of existing knowledge, bringing together and summarising published work on the relationship
between codetermination and CSR; identification of potential gaps in the literature, highlighting what has been
little studied in the field; assessment of the quality, relevance and limitations of existing studies and following
citation standards to acknowledge the work of other researchers.

Findings — Codetermination has a rather positive impact on extra-financial performance. The special status
of employee directors, who combine independence (from management) with knowledge of the company and its
sector, may generate better strategic choices and enhanced oversight of management action, with positive
consequences for ESG performance overall. Regarding, more specifically, governance, although
codetermination inevitably upsets the internal balances of corporate boards, it does not seem to pose a
major risk to their operation. The possibility of blocking decisions remains theoretical, and codetermination
does not necessarily lead to oversized boards. On the social side, codetermination would have a positive impact
on wage and employment management. Finally, regarding the environment, no strong consensus has emerged
so far on whether codetermination improves or deteriorates corporate environmental performance.
Originality/value — The originality of our approach is to propose a review of the literature on the
determinants and impact of employee participation in light of concerns and reflections on the nature and
responsibility of firms, particularly about the ecological and environmental crisis that contributed to shifting
the challenges to less operational and more strategic considerations. We thus question how the participation of
employees in the decision-making process tends to delineate a democracy that is no longer merely liberal but
also “social”. We examine, conceptually and empirically, the various forms that the participation of employees
may take and their impact on firm performance.

Keywords Labor management and empowerment, Codetermination, Corporate governance,
Corporate social responsibility, Review
Paper type Research paper

1. Introduction
It has often been declared that the end is nigh for the employment relation and that it will
gradually be replaced by independent and gig workers, better suited to present-day economic
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developments. The figures, however, are more obstinate. In the USA, France or other OECD
countries, self-employment and independent work represent 10%—15% of the workforce, a small
(albeit increasing) share [1]. Today, as in the past, to understand and analyze labor, one needs to
focus first on the employment relation.

The developments in this area since the end of the 19th century tell a unique story: that of
the gradual integration of workers into firms. This integration took place, at least until the
1970s, in a specific way: an exchange, one might say, between protection (in addition to a
salary, the contract allows access to employment and the rights attached to it) and
subordination (requiring the employee to follow his employer’s directives). Thus designed,
the employment relationship forms part of a “liberal” democracy framework, where voting or
decision-making rights are based solely on citizenship. An employee works, under the orders
of an employer, and is not there to give his or her opinion or to participate in company
decision-making.

This edifice has gradually been eroded, under the impact of two parallel transformations.

The first transformation concerns the very notion of work itself. The belief that employees
need to commit themselves, their intelligence, and their creativity has gained ground in all
quarters. From the 1980s onwards, in the United States and then in Europe, new forms of
work organization began to develop, aimed precisely at breaking away from a model where
work was understood solely in terms of subordination. The promotion of autonomy and the
weakening of the hierarchy were seen both as a means of increasing productivity and a way
of restoring meaning to salaried employment — establishing a “new spirit of capitalism” (see
Boltanski and Chiapello, 1999).

The second transformation concerns firms and their relation to society at large.
The growing realization that our development/growth model is running out of steam, and
our increased awareness of the environmental and social damage that economic activity can
produce, mean that corporate social responsibility is increasingly called upon. Customers,
communities, certain investors and the public are demanding accountability from firms, who
are finding it increasingly difficult to hide behind the imperatives of financial profitability to
justify their actions.

These two transformations have combined to bring the idea of employee participation in
decision-making to the fore.

Participation is a logical outcome for the principle of engagement, promoted by
organizational and managerial innovations. The more employees are asked to engage, to
propose and to invest, the harder it is to keep them away from decisions that concern them,
either directly (working conditions, remuneration) or indirectly (the company’s strategy,
investments, asset disposals, market positioning, etc.). Participation also responds to a
fundamental desire of employees and their representatives: the desire to intervene in a more
effective way in the organization and its working conditions, the worsening of which affects
their health and the desire to discuss employment issues stemming from the company’s
strategic choices. But this idea of participation is not so new and has always been part of the
debate, at least in Europe, on the position of labor and its relationship with the firm and the
company. But with the growing concerns for sustainable development and the broader issue
of corporate social responsibility, the participation of employees in the decision-making
process revives the debate delineating a democracy that is no longer merely liberal, but also
“social”, in which the ability to influence collective choices is no longer attached solely to the
status of citizen but also to that of employee, and in which concerns for environmental and
social issues, beyond financial performance, aims at becoming truly impactful.

Of the different types of employee participation in corporate decision-making (information,
consultation, collective bargaining, etc.), codetermination is the most advanced form. It is defined
as employee representation on corporate supervisory boards or boards of directors, with voting
rights — just like shareholder representatives. It can be considered as a true responsible form of



governance in the sense that employees participate as employees (and not as shareholders) and
their participation thus relates to the company’s most strategic decisions. In the literature,
codetermination is also termed “shared governance” (as corporate governance and control
is somehow shared, albeit unequally, with shareholders) or board-level employee representation
(BLER). In Germany, where this form of participation is the most developed, it coexists and
is complementary with significant participation rights allocated to the work council.

A large literature already examines the impact of codetermination on financial
performance (see in particular the review by Gregoric, 2022 and Jager et al, 2022).
The key takeaway from this literature is that the economic and financial performance of
codetermined firms is driven by two opposing forces. On one hand, employees, prioritizing
the security of their financial claims—which precede those of shareholders—may advocate
for conservative investment strategies, stable wages, lower dividends, reduced leverage and
more capital-intensive production processes. This, without a corresponding rise in
productivity, could adversely affect shareholder wealth, as suggested by property rights
theory (Jensen and Meckling, 1979; Stiglitz, 1975). Conversely, proponents of employee
participation, particularly within the transaction costs economics framework, argue that
codetermination enhances productivity through intangible benefits such as improved morale
and job security. This fosters long-term employee commitment, firm-specific skill
development and higher capital investment (Freeman and Lazear, 1995). Empirical studies
across Germany (see Jager et al., 2021) and other nations (see Harnay et al,, 2024, on the
French case) offer mixed findings, with codetermination sometimes linked to reduced profits
and capital intensity but also, in other cases, to increased profitability, innovation and
productivity over time. Regarding stock market performance, the impact of codetermination
is similarly complex. While some studies report negative reactions from financial markets—
evidenced by lower stock market performance and firm valuations following the introduction
or extension of codetermination laws (Gorton and Schmid 2004; Petry, 2018)—other research
highlights positive outcomes. Companies with stronger worker representation have been
found to engage in more efficient financial management and invest more (Redeker, 2019).
Additionally, codetermination may act as a stabilizing force, buffering firms against losses
during economic downturns (Kleinknecht, 2014). Despite conflicting results, codetermination
appears to enhance employee engagement with the company’s objectives, leading to better
strategic decisions, oversight and overall long-term performance, provided it is implemented
as part of a coherent set of corporate governance practices.

The relationship between codetermination and extra-financial performance has received
comparatively less attention. This paper aims to bridge that gap by exploring the connection
between codetermination and environmental, social and governance (ESG) performance
through a comprehensive review of empirical studies. It overlaps with the reflections
proposed in Gelter (2018), but which is not presented as a literature review. At the same time,
our review participates in researches on the relationship between labor on the one hand and
the environment on the other. In particular, we can mention the emergence of a new research
field, termed “environmental labor studies” (see Rithzel et al., 2021), which is particularly
interested in the involvement of trade unions in firms’ environmental policies and strategies,
in a multi-disciplinary approach. Finally, the question of the relationship between employee
participation/codetermination on the one hand and the environment on the other takes its
place in the reflection, initiated by trade unions over a decade ago, on the “just transition”
(how to engage in the ecological transition without deepening inequalities across workers)
(Stevis and Felli, 2015).The remainder of the paper is organized as follows. After defining
codetermination and characterizing its diffusion in European countries (section 2), we
document the empirical approaches that analyze the impact of codetermination on corporate
financial performance in section 3 and on corporate extra financial (ESG) indicators in section
4. Section 5 concludes the article.
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2. Codetermination and the European context

Several firm-specific changes have had a direct impact on the way in which employee
participation is conceived and implemented in European countries. One of its main drivers
relates to the development of corporate social responsibility (Crifo and Rebérioux, 2016), that
is the fact that, beyond legal constraints, firms take responsibility for their impacts on society
and integrate social, environmental, ethical, human rights and consumer concerns into their
business operations and their core strategy, contributes to a reexamination of the place of
employees within the company. The idea of a simple division of labor — whereby expert
authorities (public agencies and the government) would have the capacity to implement
effective regulations (standards, taxes) that companies would merely have to comply with in
their effort to maximize profits — has lost ground. Growing uncertainty about current
developments and environmental risks has led to the emergence of a precautionary paradigm,
where companies need, by themselves, integrate and consider the social consequences of their
activity. This leads to an interest in corporate governance, i.e. the way in which major
strategic decisions are formed, made and controlled — and in the role that employees, who have
a certain form of expertise, could play in this area. In this way, concerns and reflections on the
nature and responsibility of firms, particularly regarding the ecological and environmental
crisis, have taken over from earlier efforts to involve employees in decision-making.
The challenges have thus shifted to less operational and more strategic considerations.

The board of directors (or supervisory board) plays the role of a genuine interface,
reconciling management of the company’s project, protection of the interests of shareholders
and other stakeholders invested in the company and consideration of the societal
externalities of productive and commercial activity. It is at the heart of power or
governance in corporations. In France, employee share ownership rules require employee
shareholder representatives to sit on the board if employees hold more than 3% of the
company’s shares overall. However, an increasing number of European countries provide for
direct employee representation by allowing employees in private companies to sit on the
board of directors or supervisory board, with voting rights. The aim is to give direct power to
employees by allowing them to participate in the most strategic decisions. It is therefore the
most advanced form, as it stands, of employee participation in decision-making.

Germany was the first country to adopt the principle of codetermination (Mitbestimmung),
first under the Weimar Republic and then more comprehensively after the Second World War
[2]. Tt also has the most advanced codetermination system, with a codetermination rate (share
of employee representatives out of the total number of directors) ranging from 30% to 50% in
large companies. But contrary to established opinion, codetermination is not specifically
German. It also exists in many other European countries. In 2018, it was effective, for private
companies and under corporate law, in half of the countries of the European Union. Table 1
below indicates these countries, as well as the extent of the prescribed employee
representation. With the exception of Sweden, Finland and France (the latest addition to
the group of codetermination countries in 2013), the codetermination rate (number of
employee directors divided by the total number of directors) for large companies is usually
one-third (30%).

Of the 27 European Union member states (excluding Great Britain), 13 members (the 14
shown in the table, minus Norway) prescribe codetermination. To this must be added six
Member States in which codetermination exists only for state-owned or recently privatized
companies (Ireland, Spain, Portugal, Greece, Malta and Poland). Only eight countries
provide no form of representation for employee representatives in company bodies. In the
US, three different bills have been proposed to the Senate in 2018, by Senators Warren and
Sanders notably, to raise the presence of employees inside corporate boards at up to 40% of
the seats.



Half One-third Less than one-third

German- Germany (over  Germany (between 500 and 2,000  —

speaking 2,000 employees), Austria, Luxembourg

countries employees)

Nordic - Denmark (minimum 2 reps.), Sweden (2 members if less than

countries Norway (one-third over 50 1,000 employees, 3 above that),

employees) Finland (20% maximum), Norway

(1 member between 30 and 49
employees)

Central - Hungary, Czech Republic, Poland ~ —

Europe (around one-third depending on

board size), Slovakia, Slovenia
(between one-third and 1/2)
Other Netherlands France

Source(s): ETUI and Clerc (2018)
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Table 1.
Representation of

employee directors in

European private
companies

To analyze the impact of codetermination on firm financial and extra financial performance,
most statistical studies focus on Germany. It is therefore helpful to recall the main points of
that system. The 1951 Coal and Steel Codetermination act of 1951 provided for equal
representation on the supervisory board of directors for workers and employers in coal and
steel company (105 firms). The 1952 Works Constitution Act granted one-third (33%) of
supervisory board seats to employee representatives, for all companies with more than 500
employees. The powers also granted to employees and trade-unions in work councils for
participation in personal and social affairs were then extended in 1972, 2001 and 2021.
In 1976, the system of board representation was strengthened by introducing parity for
corporations with more than 2,000 employees. Under this system, half of the seats on the
supervisory board were allocated to worker representatives, though they held just under half
of the total voting power. In 1994, a reform abruptly abolished for stock corporations
incorporated after August 1994 (unless firm size crossed a high threshold of 500 employees)
and permanently preserved the mandate in others (incumbent firm cohorts incorporated
before the reform). Finally, the Third Participation Act of 2004 replaced the 1952 Works
Constitution Act and applied to workplaces between 500 and 1,000 employees who are not
already covered.

3. The impact of codetermination on extra-financial (ESG) indicators

A central question for codetermination is does employee participation really improve the
company’s relations with its other stakeholders? Jackson and Bartosch (2016) reveal that, in
OECD countries, several institutions such as works councils, employment protection and
government social spending are associated with higher scores for corporate responsibility, as
well as with lower scores for irresponsible actions. We review here the literature on the
impact of codetermination on CSR, and, in particular, the three main pillars of extra financial
indicators: environmental, social and governance factors. As we shall see, although
governance and social factors have garnered significant attention in the literature, the link
between codetermination and a firm’s environmental performance has been far less explored,
with no clear consensus emerging to date (see also Gregoric, 2022).

3.1 The impact of codetermination on governance indicators
From an organizational perspective, to integrate employees in decision-making, the board needs
to be opened to employee representatives, with voting rights. Nonetheless, the implementation
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of codetermination is not without its difficulties, it affects internal balances, as well as the nature
of the deliberative and decision-making processes that operate within the firm.

3.1.1 Impact on board decision making. The idea that codetermination could lead to
deadlock was put forward by Hansmann (1996). The increased number of parties represented
in a deliberative body can lead to lengthy debates and ultimately to a stalling of the decision-
making process. From a practical point of view, however, several provisions prevent such
stalemate. Apart from the coal and steel sector in Germany, concrete experiences of
codetermination never go as far as creating perfect parity between shareholder and employee
representatives with strictly identical rights. In Germany, the 1976 Act provides that in the
event of a tie between the two parties, the chairman of the supervisory board has the deciding
vote — and this Chairman is always a representative of the shareholders. Employee
participation through codetermination therefore invariably stops at the gates of a business
model that would radically invert the balance between capital and labor. For the moment,
and to the best of our knowledge, there is no empirical results documenting this idea of
possible deadlocks in decision-making associated to codetermination.

3.1.2 Impact on board size. A few statistical studies based on US data have found a
negative correlation between board size and firm performance (see, e.g. Jenter et al., 2023;
Yermack, 1996). The underlying mechanism is that intra-board coordination becomes
excessively complex, and therefore costly, in large boards. Co-determination then carries the
risk that boards will increase in size if corporations decide to comply with the law by simply
adding new directors (employees). Based on European data, Ferreira and Thomas (2013)
report a positive correlation between board size and two-tier corporate boards [3]. Typically,
German boards are large, as compared to British or French ones. However, the German case
may be more reflective of this particular (two-tier) organization than the presence of
employee-directors. Moreover, the strengthening of codetermination in a country can be
achieved at constant board size if companies replace shareholder representatives by
employee representatives, until the desired threshold is reached. This is precisely what
happened with the introduction of a quota for female directors on French boards, provided
for in the Copé-Zimmermann Law of 2011. The average percentage of women on SBF120
boards increased from less than 10%-30% in five years, without any significant increase in
average board size (at around 12 members; see Rebérioux and Roudaut, 2019). Women
simply replaced men. Thomsen ef al. (2016) and Belot and Waxin (2022) have reported an
increase in board size following new codetermination requirements (in Nordic countries for
the former and in France for the latter). However, Harnay et al. (2024) have shown, on French
data, that if codetermination laws enacted in the 2010s have indeed initially caused a
significant increase in board size, it was only on the short run. After 4 years (of adjustment),
board size had returned to its initial level. Overall, there is no clear empirical evidence
relating codetermination and board size.

3.1.3 Impact on board independence and expertise. Another risk identified in the literature
with codetermination relates to the issue of independence, and the need to prevent conflicts of
interest that could hamper the incentive for directors to properly monitor the CEO — in the
interest of (minority) shareholders. In this context, there are two divergent interpretations of the
status of employee directors. According to the first, permissive one, employee representatives
have quite distinct interests from management, as well as the cognitive resources to carry out
effective monitoring. They should therefore be regarded as independent. This was the position
adopted in 2003 by the Securities and Exchange Commission (SEC, the federal agency
responsible for supervising stock markets in the United States) in the context of implementing
the Sarbanes—Oxley Act, which defines the independence conditions applicable to audit
committee members. This interpretation is in line with that of the European Commission [4],
which believes that the existence of protective clauses for employee representatives should
allow them to act free of conflicts of interest (and therefore to be independent).



According to the second, restrictive, interpretation, employee directors cannot, as a matter
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of principle, be regarded as independent, because they represent a party subordinate to Participation and

management (within the framework of the labor contract/employment relation). It would
therefore be extremely easy for the CEO to impose his or her views on the employee directors,
who would feel under constant threat. The fact that, under French law, employee directors
enjoy protection against unfair dismissal and discriminatory treatment is not considered
sufficient, contrary to the reasoning of the European Commission. The French AFEP-
MEDEF Code (the corporate governance code of reference for publicly traded companies) has
consistently adopted this interpretation, considering employee directors as non-independent
since its first versions. They are accordingly qualified as “affiliated” directors, i.e. non-
executive (not members of the management team) and non-independent.

This choice is not without consequence, given the importance of the independence
criterion between the mid-1990s and the early 2000s. Practically, it reduces the ability/
probability for worker representatives to access monitoring board committees, and, in
particular, the audit committee (see Harnay et al, 2024). More generally, employee
representation has often been discredited on the grounds that it violates the principle of
independence, and therefore good governance. Aware of the problem, and in the face of
pressure from trade unions, the AFEP-MEDEF code has slightly modified its position:
employee directors are still considered as non-independent but, since 2013, the proportion of
independent directors must be calculated excluding employee representatives. This clause
should thus partly prevent strategies where the number of employee directors is reduced to
increase the proportion of independent directors.

This shift in approach, i.e. relaxing independence constraints, is set within a broader context
that is questioning the criterion of independence, a trend that has been ongoing since the
beginning of the 2010s. It is becoming increasingly clear that the independence criterion alone
cannot encapsulate board quality. Many econometric studies have been conducted, seeking to
test the relationship between independence and firm performance. The results are generally
inconclusive (see, for example, Bhagat and Bolton, 2008 with US data, or Cavaco et al., 2017
with French data). Regulators, investors and researchers are increasingly highlighting other
qualities, such as expertise or diversity (in terms of background, gender, ethnicity, etc.).

Apart from independence, the question of expertise has become an important issue in
contemporary debates on board composition. This expertise may be financial- or accounting-
oriented, which is particularly useful for audit committee members. But it may also be
specific to the sector or, even more precisely, to the company itself. Empirical literature
highlights the positive effects of financial and sector expertise on performance. Attention to
sector or specific expertise reinforces the potential benefits of so-called “affiliated” directors.
They may be representatives of reference shareholders who have acquired expertise due to
the stability of the relationship or employee representatives with expertise related to their
career within the company. We then come back to the SEC’s argument that employee
representatives can effectively play a supervisory role, capitalizing on their expertise/
experience. On the other hand, the independence criteria generally adopted are usually to the
detriment of such expertise. Independent directors’ lack of (specific or sector) expertise is
regularly highlighted to explain the results of econometric studies, which often fail to show a
significant, positive relationship between independence and performance. Conversely, and
as noted in Notat ef al. (2018), codetermination “would provide a concrete understanding of
the company from the inside, a memory of past projects, and a greater knowledge of the
different jobs performed in the company.” This understanding, memory and knowledge are
theoretically synonymous with an increase in the effectiveness of the board in its two
missions: strategic and supervisory.

In the end, although codetermination inevitably upsets the internal balances of corporate
boards, it does not seem to pose a major risk to their operation. The possibility of blocking
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decisions remains theoretical, and codetermination does not necessarily lead to oversized
boards. Employee participation within boards has repeatedly come up against the question
of independence, but the idea that employee representatives are by nature dependent (and
therefore ineffective for supervision) is gradually being called into question. At the same
time, employee directors have certain characteristics, particularly in terms of expertise, that
are decisive for board performance. Codetermination thus appears in a favorable light:
theoretically, it remains the most effective way of involving employees in decision-making,
while from a practical point of view it may be linked to improved performance.

3.2 The impact of codetermination on social indicators

From a theoretical perspective, codetermination rights that increase job security may lead
workers to communicate and share more information with management, take a longer-run
perspective on firm decisions, invest more in firm specific skills or give workplace concessions.
Yet, it may also raise a dissonant view when there is a strong but not overwhelming majority
on an issue, or raise the specter of “maverick” councils and boards dominated by small cliques
of opposing workers (Freeman and Lazear, 1995). In the bargaining model literature, in
establishments covered by collective bargaining agreements, works councils would be more
likely to be engaged in productivity-enhancing activities and less engaged in rent-seeking
activities than their counterparts in uncovered establishments (Hiibler and Jirjahn, 2003).

Form an empirical perspective, the impact of codetermination has focused on wage, job
quality and satisfaction, and layoffs.

3.2.1 Impact on wage. Overall, codetermination seems to positively impact wage and
remunerations.

A few papers find that codetermination has either a negative impact on wages, notably in
reaction to an adverse shock (see, e.g. Kim ef al., 2018 or Gregoric and Rapp, 2019) or no
effects on wages and the wage structure, on the degree of rent sharing and the labor share
(Jager et al., 2021; Blandhol et al., 2020; Harju et al., 2021), or income inequality and wage
differential (Jager et al., 2021; Hiibler and Meyer, 2001; Gartner and Stephan, 2004).

But a large empirical literature observes on the contrary a positive effect of
codetermination (usually complemented in Germany with active participation rights
devoted to work councils) on wages due to increased profitability (e.g. Svejnar, 1982) and
lower labor fluctuations (Addison et al., 2001), increased bargaining power of labor and
distribution of rents (e.g. Kraft, 2018; Jirjahn and Smith, 2018; Hirsch and Mueller, 2020). Still
using German data, Gorton and Schmid (2004) or Addison et al. (2010) confirm that board-
level employee representation and works councils are in general associated with higher
earnings. On French data, Ginglinger ef al. (2011) find that wages paid to employees and
officers are higher in firms with labor board representatives than in those with directors
representing employee shareholders. More recently, Nekhili ef al. (2021) also show that, in
French firms, labor board representatives act in the opposite direction to employee
shareholder board representatives by focusing exclusively on improving social performance
to the detriment of environmental and corporate governance performance. Blandhol et al.
(2020) show that in Norway, workers are paid more and face less earnings risk in
codetermined firms, especially in large and unionized firms.

3.2.2 Employee relations, job satisfaction and layoffs. Overall codetermination seems to be
associated with better employment management.

For Freeman and Medoff (1984), a positive effect of codetermination is expected through
collective voice channeling worker discontent into improved workplace conditions and
remuneration.

A large empirical literature documents a positive impact of codetermination on employee
relations (e.g. union relations, sharing of financial information with employees, employee



participation in management decision making, high employee retirement benefits, or Journal of

diversity) and job satisfaction. Participation and
German works councils have been found to be associated with several positive outcomes, Employee
including a reduction in quits by dissatisfied workers (Pfeifer, 2010), higher employment of Ownership

higher-quality workers (Mueller and Neuschaeffer, 2021), improved treatment of women

(Grund and Schmitt, 2011), as well as foreign, East German, and service-sector workers

(Addison et al., 2010). They also contribute to higher job satisfaction (Bellmann et al., 2018) by 249
facilitating the implementation of monitoring practices and the adoption of formal
performance appraisals and feedback interviews (Grund et al., 2023).

In Finnish firms, Harju et al. (2021) show that codetermination had no effects on voluntary
job separations and small positive effects on other measures of job quality (job security,
health, subjective job quality and wages). Moreover, in the event of an adverse economic and
financial shock, codetermined companies have been shown to reduce employment less
drastically and offer greater job security to their (skilled) employee, in particular in Germany
(Kim et al., 2018) but also in Scandinavian listed firms (Gregoric and Rapp, 2019).

Additional evidence shows that board-level employee representation and work councils
do not appear to reduce voluntary turnover (Jager ef al., 2021; Harju et al., 2021), but seems to
be accompanied by either no significant impact (Conchon et al., 2010) or decreased layoff
rates (Malcomson, 1983; Gregoric and Rapp, 2019; Kim et al., 2018; Harju et al., 2021) and
hiring (Harju ef al., 2021).

3.3 The impact of codetermination on environmental indicators

From a theoretical perspective two antagonistic views can be identified on the relationship
between codetermination and corporate environmental responsibility (CER) (see Gelter,
2018). According to a first approach, these two dimensions are opposed or substitutable, to
such an extent that excessive employee participation could be detrimental to companies’ non-
financial (environmental) performance. According to a second approach, these two
dimensions go hand in hand: greater employee participation also means a stronger
commitment to CER and more generally CSR.

Substitutability theory corresponds to a model in which companies invest in a series of
CSR measures (e.g. regarding employees or suppliers), to the detriment of other measures
(e.g. favorable to the preservation of the environment), because investing simultaneously in
both practices is perceived to be too costly. In this context, CSR responds to expectations
perceived as conflicting or contradictory and managerial choices will tend to favor certain
stakeholders (e.g. employees) at the expense of others (e.g. more remote stakeholders such as
the environment). Hence, multiplying CSR initiatives without prioritizing them will
exacerbate costs, and to optimize the company’s financial and non-financial performance,
managers must instead prioritize the expectations of the stakeholders/constituents to which
they are accountable. In the same vein, there is a quantity-quality trade-off in the CSR choices
made by companies (see Crifo ef al., 2016). In the agency theory the use of entrenchment
strategies by low-performing managers, may explain a negative relationship between
codetermination and CER. Low performing managers have an interest in developing (overly)
close relationships with their employees, especially inside the board, with whom they
interact directly and daily, at the expense of other, more remote, stakeholders thereby
reducing CER (Cronqvist ef al., 2009). Employee directors might also reduce investment and
interest in the most remote stakeholders such as the environment or local communities
because those stakeholders are more distant and do not have sufficient power to ensure that
their expectations are heard and considered (see Mitchell et al., 1997).

Contrary to the previous theory, the complementarity hypothesis emphasizes that employee
participation may go hand in hand with stronger commitment on CER because of
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complementarity between CSR practices: investing in one practice (e.g. towards employees, with
codetermination) increases the value of investing in another practice (e.g. towards the
environment), enhancing the firm’s reputation with customers, suppliers, employees,
shareholders and legislators (Brammer and Pavelin, 2006). In line with this argument, Cavaco
and Crifo (2015) show a positive relationship between employee relations, skills, and career
development and environmental and social performance of companies in OECD countries.

From an empirical perspective, very few papers have analyzed the relationship between
codetermination and firm environmental performance and no strong consensus has emerged so
far (see, e.g. the work by Gregoric, 2022). Nekhili ef al. (2021) show that in French firms, labor
board representatives act in the opposite direction to employee shareholder board representatives
and reduce environmental performance. Yet, Scholz and Vitols (2019) show that in German firms,
employee directors seem to promote policies in which the employees have an interest, such as
environmental issues, and observe a positive relationship between the strength of
codetermination and “substantive” policies such as the adoption of targets for reducing
pollution, but not with “symbolic” policies, such as membership of the UN Global Compact.

Hillman et al. (2001) find, in the US context, a positive and significant relationship between
employee directorship and the firm’s environmental performance.

Finally, using international data on 23 OECD countries, Lopatta et al. (2020) find that
codetermined firms demonstrate superior environmental performance, attributed to the
distinctive risk-return dynamics of codetermination, namely fixed compensation and low
benefits from increased profits, but high risk exposure in the event of bankruptcy (see
Gregoric, 2022; Lin et al., 2018). These findings are also in line with Huse ef al. (2009), who
argue and report that the share of employee directors is significantly correlated with CSR
performance — on a sample of Norwegian companies.

4. Conclusion
This article analyzes the impact of employee involvement in corporate decision-making
through codetermination on firm extra-financial (ESG) performance.

Our review shows that codetermination does not seem to pose a major risk to corporate
governance and would have a positive impact on wage and employment management but no
consensus has emerged so far on its impact on corporate environmental performance.

Overall, as a constituent stakeholder of the firm, employees have both the legitimacy and
the power of impact necessary to be involved not only at the operational and organizational
level, but also at financial, decision-making and strategic levels. Employee representation on
the supervisory board or board of directors, with voting rights, is the most advanced form of
employee participation in decision-making. Although it may appear to be a means of creating
long-term value, it is not sufficient. A truly joint implementation of a set of complementary
measures and practices is needed, involving employees and their representatives as well as
management. Employee participation would then be a constituent element in ensuring the
coherence of the various governance mechanisms, bodies and practices in the service of a
general and common interest.

Notes
1. See, e.g. Scully-Russ and Torraco (2020) for the USA.

2. The initial impetus, however, was British, with the occupying power seeking to prevent a
remilitarization of the coal and steel sector.

3. A single board structure comprises a mix of management and supervisory personnel, while a two-
tier structure separates the management board from the supervisory board.

4. See point 1.b of Annex II of Recommendation (2005)/162/EC.
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