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Dear Mr. Abma,

Re: the dutch corporate governance code

Hermes welcomes the publication of the draft Dutch Corporate Governance Code. The recommendations formulated in the Code should engender greater trust in the sound and transparent operations of listed companies in the Netherlands. 

Hermes
 is a shareholder in many Dutch companies and places great emphasis on exercising stewardship at all the companies in which it invests on behalf of its clients. Hermes has an established track record of working with companies, other shareholders, and organisations world-wide to improve governance practices.   Hermes also fully shares the view with the Committee that the corporate governance structure within a company can influence its performance.

Whilst we support the Code’s recommendations overall, we offer the following additional comments in response to the Committee’s invitation. 

I. Management board

Remuneration of the management board:
Hermes agrees with the Committee that the design and the implementation of the remuneration policies are primarily the responsibility of the remuneration committee of the supervisory board. 

In our view, stock option schemes are of limited effectiveness since they are instruments that only allow for upside potential. In instances where the share price falls below the exercise price, our experience is that options become demotivating and are even written off as being worthless by the scheme’s participants.

When options are ‘under water’ we have seen many companies try to redress this issue by repricing, which means that the original exercise price is written down to the prevailing market price. This, and the fact that we have never seen options repriced to a higher exercise price underlines the fact that options are very much a one-way bet. Where this is the case, the idea of options as a form of remuneration that is ‘at risk’ is undermined, as is the idea that the interests of management and those of the shareholders are aligned.

Our preferred model is one whereby awards of shares are made which vest conditionally upon the company’s performance against a comparator group (usually the company’s peers) after a minimum 3 year period; and whereby such shares are held and normally not traded during the recipient’s tenure with the company.

The primary advantage of such ‘restricted’ shares is that they still provide an incentive when share prices fall. So, whereas the option would be ‘under water’ because of a fall in the share price, the restricted share would still retain some residual value. Granted, the share would not be worth as much as it was when it was originally awarded but at least it would still be worth something to the participant and the incentive would still be to grow the share price. In addition, the loss in value of the restricted share would reflect the decline in value experienced by other shareholders, thus providing a much stronger alignment of interests.

In our view, provision I.2.9 regarding the economic value of the variable remuneration components («variable remuneration should not exceed 50% of the total remuneration»), should be omitted from the code.  Dutch companies should not be subjected to guidelines which could place them at a disadvantage to international competitors, and it is not clear that the 50% limit is appropriate across all industries.  The code risks losing effectiveness if it imposes limits that are too rigid.

Hermes agrees with the Committee’s recommendation that the legislator should review employment law regarding the members of the management boards, in order to allow that the maximum compensation in the event of termination of employment does not exceed one year’s salary. In this context, we agree that management board members should not be treated like the other employees by the companies and the courts. As to provision I.2.10, we support the recommendation that the maximum remuneration should be one year’s salary, but suggest that the comment «the fixed part of the remuneration» is deleted, given our comment on 1.2.9. above. Furthermore, Hermes does not support contracts with a clause that increases compensation paid for early termination in the event of a take-over. We suggest that the recommendations mention specifically that management board members’ contracts should not include clauses allowing for increased compensation as a result of change of control of a company. 

Regarding provision I.2.12, Hermes thinks that a legal requirement should be introduced obliging companies to disclose their remuneration policy and the resulting compensation for executive and supervisory boards. This should not be subject to the “comply or explain” rule, but to a firm legal requirement.  Such legal provision should stipulate the minimum content for disclosure on the remuneration and incentive policy
 and require detailed information on any long-term incentive scheme
. Each company should explain in its annual report how a given scheme would help it recruit, retain and motivate its employees, and how the remuneration incentives further its business objectives.

II. Supervisory board
Hermes acknowledges that the function of the supervisory board is to supervise the management board and the general affairs of the company and its business. But Hermes believes that the supervisory board is accountable to shareholders for its performance and not, as has been the practice in the Netherlands, that the supervisory board is effectively accountable to itself.  We believe that the Committee needs to take a strong stance on this issue, to bring practice in the Netherlands into line with international practice.

We think that the Committee’s recommendations to limit to five the number of boards or other large entities are reasonable (provision 11.2.4).

Hermes shares the Committee’s views that the code should recommend a limit to the number of times a person can be reappointed.  However, rather than a limit of three 4-year terms, we favour the reappointment of individuals on the supervisory board for a maximum of three 3-year terms (provision II.2.5).

Committees of the supervisory board: 

Hermes agrees with the Committee that boards should have a core of at least three genuinely independent directors on whom shareholders can rely for the independence of their judgement and who can act as agents of change should the need arise.

However, on audit and remuneration committee composition, we think the Committee should recommend that they be composed solely of independent members (provisions II.4.1 and II.4.7).

Independence:

As to provision II.5.3, Hermes would recommend that companies provide exhaustive background information on their directors, and indicate on what grounds each of them can or cannot be seen as independent.

Conflicts of interest:

Hermes agrees with the majority of the provisions on this subject, but we think that the Committee should add a provision that significant transactions, where one or more supervisory board members have a conflict of interest, should be subject to shareholder approval (provision II.6.8).

Remuneration of the supervisory board: 

We applaud the recommendations to establish a clear and explicit policy on supervisory boards’ compensation. 

As to provision II.7.1, we think that the text should be amended deleting the word shares from the current text. The suggested text would then be «At the moment of his appointment, a supervisory director shall not possess listed options on shares in the company of which he becomes a supervisory board member, and shall not be granted options on shares during his term of office». Indeed, consideration should be given to paying all or part of a board member’s remuneration in shares in the company issued at market value, and subject to provision II.7.2.  We refer to the comments made under the heading ”Remuneration of the management board” at the beginning of this letter.

Furthermore, Hermes believes that it is important that the Committee considers expanding provision II.7.2 as follows. «Shares held by a supervisory board member in the company on whose board he sits should be treated as long term investments and should not normally be sold during their term of office».

One-tier management structure:

Hermes recommends that provision II.8.2 is adapted to recommend that the chairman of the board should not be responsible for the day-to-day running of the company and should be independent in accordance to provision II.5.2.

III. The shareholders and general meetings of shareholders:

Hermes strongly supports the Committee’s recommendations to allow efficient communication between the company and its shareholders and among the shareholders themselves, regarding matters raised at the general meeting.

However, as regards the bill to amend the statutory two-tier rules (structuurregime; Parliamentary Papers II 2001/02, 28 179, nos. 1-19), we consider that the requirement of a two-thirds majority representing at least one third of the capital in order to dismiss a supervisory board member is too high.  Most other continental European countries have adopted rules that enable shareholders to appoint or dismiss the supervisory board members with a resolution passed with a simple majority.  Hermes encourages the Committee to request a reopening of the parliamentary debate so that the appointment and the dismissal of the supervisory board members only requires a simple majority in all listed companies, regardless of their statutory status.  

Hermes finds that the limitation of Article III.1.1. to companies not subject to the structuurregime is too limiting and would strongly encourage a single provision to apply to all listed companies.  

Finally, Hermes encourages the Committee to recommend that companies table separate resolutions on the election of each individual board member.

Enhancing shareholders’ rights:

Hermes welcomes the proposal that will enable shareholders to table resolutions at an AGM, in line with the European Commission’s Action Plan. Additionally, the proposition that this right will be limited to a shareholder or group of shareholders of all public and private companies who represent at least 1% of the capital or a shareholding with a market value of €50 m is appropriate. 

Depository receipts for shares:

We understand that one of the main reasons Dutch companies issue depository receipts for shares is in order to prevent a minority of shareholders from controlling the decision-making process at a general meeting.  In this regard, we support the Committee’s proposals to increase shareholders’ participation at general meetings.

However, we would also note that in practice depository receipts are used as anti-takeover measures, in that the existence of depository receipts gives incumbent directors a friendly block vote.  Hermes considers that the ability of one company to take over another is an important part of an efficient and competitive market. We acknowledge that take-overs do not always add to shareholder value, particularly for the bidding company.  In fact, Hermes’ predisposition in a hostile bid is to support the existing management of the target company, but this support is conditional. It does not apply when confidence has been lost in management, nor for example, where synergistic or strategic benefits clearly justify a bid premium. Therefore we believe that structural anti-takeover defences and “poison pills” are unjustifiable. Companies should not prevent the ultimate owners of the business from deciding for themselves the advantages or disadvantages of a take-over. For this reason, we recommend the phasing out of depository receipts.

Should the depository receipts system be retained, we suggest that the managers of the trust office be appointed by a simple majority of depository receipt holders, rather than be appointed by the management of the trust office (provision III.2.2).  Secondly, we recommend that appointments to the management office of the trust be made for a maximum of three 3-year terms. Over time, we would expect Dutch companies to take effective measures to enhance shareholders’ participation at general meetings so that this reason for issuing depository receipts of shares will be void. Finally, we strongly encourage the Committee to set a presence threshold level, whereby the voting power of the trust office lapses automatically when a certain minimum percentage of the capital is present.

Voting:

Hermes believes the Committee’s recommendations aimed at enabling shareholders to participate at shareholder meetings by using electronic facilities are very important.  In addition to the items listed in III.4.1, we recommend that the results of all votes at general meetings also be made available to shareholders on the company’s website. 

Voting in general, and cross-border voting in particular, require a greater commitment from the legislator, issuers and custodians. There has been an evolution of the ownership of listed companies in all major markets. The proportion of foreign institutional and non-institutional investors has significantly increased in the Netherlands and consideration should be given to facilitating the exercise of their voting rights.  In this context, we suggest that the Committee recommend the following as best practice:

i) Shareholders of listed companies or their agents are provided with the relevant information in advance of general meetings (either by electronic means, by mail, and by contacting the company whenever needed), so that they can make informed decisions.

ii) Custodians monitor their voting activities and disclose to the issuers and the shareholders how the votes have been cast, explaining the reasons for any failure.

Provision of information to shareholders:

Hermes takes a different approach to the Committee on provision III.4.5. We think that it can be beneficial for a company to discuss confidential price-sensitive information with one or more individual or institutional shareholders, providing that such shareholders are prepared to be insiders and strictly refrain from buying or selling shares whilst in possession of inside information. Such direct communication with shareholders can assist supervisory and management board members in making difficult decisions. 

IV. Audit of the financial reporting and the position of the external auditor

Financial reporting:

The Committee proposes that the management board will be made responsible for the quality and completeness of publicly disclosed financial statements. Hermes believes that this should also be a direct responsibility of the supervisory board (principle IV.1).

Position of the internal auditors: 

We recommend that the Committee review its Principle IV.3.  As part of the checks and balances on listed corporations, Hermes strongly believes that the internal auditor should primarily take its programme of work from, and report its findings to the audit committee of the supervisory board.  The head of internal audit should have unrestricted access to the audit committee of the supervisory board.  Under letter d) of provision II.4.6, for example, it could be added that the audit committee will regularly meet with the head of internal audit in closed session (i.e. without the presence of executive board members). 

In conclusion, Hermes congratulates the Committee on its Code of Corporate Governance. We fully support the principles and provisions on which we have not commented specifically and appreciate the exhaustive and careful work done by the committee.  We are also confident that the measures recommended by the Committee will in the long term increase creation of value for shareholders and will contribute greatly to investors’ confidence in Dutch markets. 

We hope that the Committee will take Hermes’ comments into consideration.  Please do not hesitate contact Josiane Fanguinovény, our European Corporate Governance Manager (j.fanguinoveny@hermes.co.uk – direct line: +44 204 680 28 12), or either of us, if you would like to discuss the points mentioned above.

Yours sincerely,

Peter Butler 






Wouter Rosingh

Corporate Focus Director




Executive Director

Hermes Pensions 
Hermes Focus Asset

Management Ltd 
Management Europe Ltd

� Hermes Pensions Management is owned by, and is the principal fund manager for, the BT (British Telecom) Pension Scheme, the UK’s largest. Hermes also manages portfolios for Royal Mail Pension Plan and a number of other major corporate and public pension schemes. In total, Hermes manages over €65 billion.


� Hermes has conducted a brief review of the evidence for a link between corporate governance and investment performance that is available at the following web address: http://www.hermes.co.uk/corporate-governance/PDFs/value_of_corporate_governance_0703.pdf


� Indicating at least: 


The significance of any performance condition, as well as any social, ethical and/or environmental objectives to which entitlements are subject. The identification of benchmarks is advised for the determination of challenging targets. 


The duration of executives’ contracts, the notice periods, and the policy on termination payments and pension entitlements under contracts with directors and top managers.


� Minimum information should include, but not be limited to:


The size of the plan as a percentage of issued capital, and as percentage of the salary of each category of beneficiaries participating to the plan


The vesting period


The exercise price 


The performance targets and the benchmark to be used for comparisons


Any change of control provision and any provision on the cessation of employment 


An indication of the limits on the transfer of the shares (e.g. holding conditions)


A statement on the company’s policy on re-testing and re-pricing.
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