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Hermes' Approach to Engagement

A code of conduct in support of companies

Hermes Pensions Management is one of the largest pension fund managers in the City of London. It is owned by, and is the
principal fund manager for, the BT Pension Scheme, the UK's largest. Hermes also manages portfolios for the Royal Mail
Pension Plan and a number of other major corporate and public pension schemes.

We have long been a proponent of responsible investing, taking an active interest in the performance of the companies in
which we invest on behalf of our clients, something we call "stewardship".

Companies run by managers and directors in the best long term interests of shareholders can be confident of Hermes'
continuing support. However, where we have doubts, we will become more active. Being active, in this sense, means getting
involved when companies are underperforming. The approach is consistent with the recommendations of the International
Corporate Governance Network's Statement on Institutional Shareholder Responsibilities (see www.icgn.org). It means
working with boards, management teams and other shareholders to bring about changes in either corporate governance,
financial structure, strategy or appetite for certain risks that will in time lead to superior long-term performance by the
company. This is what we term "engagement".

In Hermes' view there are six core principles of engagement and stewardship that responsible shareowners ought to observe.
These are discussed in detail below. Hermes undertakes to operate in accordance with these principles whenever it engages
with investee companies on behalf of clients.

1. To have a clear and comprehensive view of good governance which is well communicated to
investee companies

Hermes believes that there are global corporate governance principles but that practices will differ between markets. Where a
market has its own code (eg UK Combined Code, German Kodex) Hermes normally adopts it as a benchmark minimum
corporate governance standard. We may however supplement local codes with our own market-specific policies which go into
more detail on issues we believe to be of particular importance.

Accordingly, Hermes has published a corporate governance policy for the UK and principles for use internationally. We have
developed specific policies for Japan and Asia-Pacific and are working on other market-specific policies. In the Hermes
Principles we set out our views on how companies should explain to shareholders matters of strategic positioning, the ways
they maximise long-term financial returns, and how they manage the risks that they face. Itis in accordance with these more
detailed policies that we conduct many of our engagements with companies. Hermes' policy documents are sent to investee
companies and published on our website (www.hermes.co.uk).

Hermes reviews its policies periodically to ensure that its approach continues to be consistent with its objective of encouraging
practices that enhance long-term shareholder value creation. Hermes is also an active participant in UK and international
forums that seek to promote shareholder interests and debate matters of corporate governance best practice.

2. To understand the companies with which we engage

The companies with which Hermes engages intensively tend to have strategic or structural governance weaknesses that have
caused the share price of the company to be discounted by the market. When undertaking an engagement we assess the
company's historical financial performance, the degree to which strategic objectives have been met and risks managed and
the logic of the component businesses and financing structures. This helps us identify the causes of the company's poor
performance and the changes necessary to remedy them. Further, it enables us to estimate the fundamental value of the
company which might be realised once the changes are made. We also review the appropriateness of the company's
governance structures and try to identify other shareholders with whom we might work. From this analysis we take a view on
the potential for us to be successful catalysts for change.

Our analysis is based on information produced by the company itself, supplemented by research by financial services groups
and Hermes staff. On occasion, Hermes will commission specific research on a company where it would not otherwise be
possible to gain a full understanding of its business or sector.

We put considerable effort into understanding the reasons for a company's poor performance and the appropriate course of
action for the board and management team to take to turn the situation around. To be effective as responsible shareowners
we need to have constructive, informed discussions with boards and management teams based on a thorough understanding
of the company's past and prospects. We need also to build trust and respect between Hermes and the management teams
of the companies with which we engage.

It is important to emphasise that we believe in the delegated nature of corporate management; we are very clear that we do
not want to micro-manage company affairs. We see our role as providing the board of directors with the shareholder's
perspective and working with and supporting it to address weaknesses that are having a detrimental impact on company
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performance. Meeting with senior management and board members is also a critical part of our intelligence gathering and
engagement programme.

3. To be prepared to discuss with companies a range of governance, strategic and capital structure
matters

Hermes is always prepared to discuss companies' affairs with their boards and management. Depending on circumstances
and local regulations, Hermes may be prepared to discuss price sensitive information and cease active trading in the affected
securities for the relevant period.

Effective engagement requires a range of skills, many of which are not traditionally found in fund management houses.
Hermes' team of 40 governance and stewardship professionals have backgrounds in corporate (plc board-level), investment,
legal, financial, strategic management consultancy, and forensic accountancy environments. Many of them have been part of
or worked closely with executive teams going through major corporate change. This equips them with the necessary skills,
insight and experience to contribute to discussions on a wide variety of structural, governance, strategic and financial matters.

4. To apply governance codes flexibly and with intelligence

Codes of best practice and supplementary guidelines provide the basis for us to build a dialogue with companies. But one
size does not fit all. Hermes fully supports a "comply or explain" approach to corporate governance best practice. We are
committed to applying our corporate governance and voting policies with thought, giving due consideration to the specific
circumstances of individual companies, and will adopt a pragmatic approach where appropriate. Hermes will consider, in light
of company disclosures or at the request of a company, any company-specific circumstances that may make it inappropriate
to apply Hermes' standard policies.

5. To exercise voting rights

Hermes' clients consider the vote as part of the asset to be managed. Hermes will lodge proxies at AGMs and EGMs in
accordance with its published corporate governance principles, unless its contact with the company or interpretation of its
disclosures suggests that voting differently would better support the achievement of our engagement objectives and/or the
long-term good of the company. Where we do decide to vote against or abstain on management resolutions we will inform the
management of our reasons for so doing, where practicable in advance of the general meeting.

Hermes recognises that it is not always economically efficient to vote at company general meetings. Where this is the case
Hermes works to raise awareness amongst companies and their regulators as to its importance in terms of costs of capital and
market integrity of protecting shareholder rights and allowing shareholders to influence companies through the general
meeting.

6. To behave properly and predictably as an owner, focusing on long-term activities that underpin
value creation

Hermes seeks to address strategic or structural governance weaknesses with solutions that are long-term. Any change we

encourage the board to make will be in support of the company's ability to perform over time and in the interests of all long-

term shareholders.

Hermes generally prefers change from within and thus will normally support incumbent management in hostile take-over
situations. However, such support is conditional on Hermes being confident that the board and management is acting in the
interests of long-term shareholders. Where confidence has been lost in a board and/or management team or where there are
clearly synergistic or strategic benefits to be realised through a take-over, Hermes will consider supporting a bid.

Hermes prefers not to take a public route when seeking change at companies. In our experience, working with boards and
management in private achieves timely, real and positive change. However, where no progress is made, Hermes may use the
press and other public forums to drive change. We will normally notify a company in advance of briefing the media about an
engagement. Should a story break through no action of our own, we will try to work with the company to ensure that the
information in the public domain is representative of the situation.

Hermes' Corporate Governance Committee, comprised of its chief executive, chief investment officer and corporate focus,
corporate governance and institutional relations directors, monitors governance and engagement activities to ensure the
consistency and integrity of its policy implementation. Further, our clients receive regular reports on our governance and
engagement activities and have the opportunity to question us on our performance against the objectives they have set.

For more information contact Colin Melvin on : +44 20 7680 2251 (e-mail: c.melvin @hermes.co.uk) or
Makoto Seta on: +44 20 7680 3712 (e-mail: m.seta@hermes.co.uk)
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