Corporate governance, risk management and internal control

In the 2004 annual report, an extensive account was given of
the way in which DSM conducts its governance, risk
management and control. In this section, the main elements are
reported, the overall governance framework is described, and
the risk management and control system is explained

(see www.dsm.com, Governance section). V)

Organization

Royal DSM N.V. is a public limited company with a Managing
Board and an independent Supervisory Board. The Managing
Board is responsible for the company’s strategy, its portfolio
policy, the deployment of human and capital resources and the
company’s financial performance as based on these factors.
The Supervisory Board supervises the policy pursued by the
Managing Board, the Managing Board’s performance of its
managerial duties and the company’s general state, taking
account of the interests of all the company’s stakeholders. The
annual financial statements are approved by the Supervisory
Board and then submitted for adoption to the Annual General
Meeting of Shareholders, accompanied by an explanation by
the Supervisory Board of how it carried out its supervisory
duties during the year concerned.

Members of the Managing Board and the Supervisory Board
are appointed (and, if necessary, dismissed) by the General
Meeting of Shareholders.

DSM fully informs its stakeholders about its corporate
objectives, the way the company is managed and the
company'’s performance. Its aim in doing so is to pursue an
open dialog with its shareholders and other stakeholders.

DSM has a decentralized organizational structure built around
business groups that are empowered to carry out all short-term
and long-term business functions. This structure ensures a
flexible, efficient and fast response to market changes. At the
corporate level, DSM has a number of staff departments to
support the Managing Board and the business groups. Intra-
group product supplies and the services of a number of shared
service departments and research departments are contracted
by the business groups at market prices.

The company is governed by its Articles of Association, which
can be consulted at the DSM website Y. A decision to amend
the Articles of Association may only be taken at the proposal of
the Managing Board, subject to the approval of the Supervisory
Board. The General Meeting of Shareholders decides on an
amendment to the Articles of Association by an absolute
majority of the votes cast.
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Dutch corporate governance code

DSM supports the Dutch corporate governance code
(Tabaksblat Code) and applies all but one of its 113 Best
Practices. The only exception is Best Practice I11.5.11, which
stipulates that the remuneration committee shall not be chaired
by the chairman of the Supervisory Board. This exception was
discussed in the Annual General Meeting of Shareholders in
2005, where it met with no objections.

With respect to Best Practice provision II.1.7 it is to be reported
that in the course of 2007 Mr Nico Gerardu, member of the
Managing Board, assumed the duties of chairman of the
Supervisory Board of a listed company (see page 69). This is a
temporary arrangement pending the appointment of a
successor as chairman of the Supervisory Board of this listed
company.

With respect to the appointment of members of the Managing
Board for a period of at most four years (Best Practice I1.1.1) it
should be noted that DSM has adhered to this Best Practice
since the introduction of the corporate governance code in
2004. Since DSM respects agreements made before the
introduction of said code two members of the Managing Board
will remain appointed for an indefinite period.

All documents related to the implementation at DSM of the
Dutch corporate governance code can be found at the
corporate website (www.dsm.com).”

Governance framework

DSM'’s business-steering model remained unchanged in 2007,
after having been adapted to the Vision 20170 strategy in 2006.
The business groups are the main building blocks of the
organization; they have integral long-term and short-term
business responsibility and have at their disposal all functions
that are crucial to their business success. In order to facilitate
selective leveraging of expertise and implementation
capabilities in the approach to markets, products and
technologies, business groups with the most important
commonalities in these areas are grouped into clusters. The
business groups within a specific cluster report to one member
of the Managing Board. This Board member has the
responsibility of managing synergy within the cluster. In order to
ensure sufficient independence with regard to financial
management, the Chief Financial Officer has no business
groups reporting to him.

In 2007, a management framework for the corporate level was
created, providing a description of the relations between the
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main building blocks mentioned above and geographical and
functional management. It also describes the most important

Framework for the corporate level. This implies amongst
other things that they adhere to the DSM Values and

applicable corporate policies and requirements, and set the
company’s strategic direction and objectives in the
Corporate Strategy Dialogue (CSD). The framework further
defines the roles of clusters, corporate staff departments,
shared-competence business-support functions, the China
Governance function, the DSM Innovation Center and the
charters of several Boards. Together they define the basic
organizational structure and the division of responsibilities
between the Managing Board, these corporate and central
functions and the business groups and clusters. In addition,
they maintain the Management Framework for the
operational units.

The operational units conduct their business within the
parameters of this Management Framework. This implies
amongst other things that the operational units establish the
strategy and objectives of their business according to the
Business Strategy Dialogue (BSD), in which process various
scenarios and related risk profiles are investigated. The
framework further stipulates that the strategy implementation
must take place in line with corporate policies and multi-year
plans in several functional areas and in compliance with the
Corporate Requirements. Whenever a special situation calls
for it, the Corporate Requirements are extended to include
so-called Management Directives (for example a travel ban
for security reasons).

(decision) processes, responsibilities and ‘rules of the game’ at
the Managing Board and corporate staff levels and includes the
governance relations with the next-higher levels (Supervisory
Board / shareholders) and the operational units. The framework
reinforces governance by pulling together information that was
previously available in a fragmented form.

One of the outcomes of the Vision 2070 mid-term review was
the decision to accelerate growth in life sciences and materials
sciences and divest other activities. This move is reflected in
the change — as of 1 January 2008 - from four clusters
(Nutrition, Pharma, Performance Materials and Industrial
Chemicals) to five (Nutrition, Pharma, Performance Materials,
Polymer Intermediates and Base Chemicals and Materials). The
activities in the latter cluster will be carved out in order to
facilitate their disposal.

As stated before, there were no major changes to DSM'’s overall
governance framework in 2007. The figure below depicts this
framework and the most important governance elements and
regulations at each level.

Shareholders

Articles of Association

!

¢ Regulations of the Supervisory Board
e Charter of the Audit Committee

Compliance with the Corporate Requirements and the
effectiveness of the risk-management and internal-control
: gg;ﬁe‘:;tt‘gi gzﬂmtt'gg and system are monitored by the entities themselves and discussed
I regularly between the Managing Board and the operational
units. On average once every three years, the units are also
audited by Corporate Operational Audit (COA). The director of
the COA department reports to the chairman of the Managing
Board and has the authority to consult with the chairman of the
Audit Committee. Furthermore, the director of COA acts as the
compliance officer with regard to inside information and is the

Supervisory
Board

Managing
Board /
Corporate

* Regulations of the Managing Board
* Management Framework for the corporate level

Operational
units chairman of the DSM Alert Committee, which implements the

Whistleblower Policy.

Management Framework for operational units

Note: allinternal regulations apply in addition to applicable national and
international laws and regulations. In cases where internal regulations are
incompatible with national or international laws and regulations, the latter prevail.

Risk-management system
For the sake of clarity, a short summary of the main aspects of
the framework at Managing Board / corporate level and
operational level is given here:

The DSM risk-management system is based on the COSO-
ERM Framework. It aims to achieve maximum integration of the
risk-management process in the normal business processes. It
also provides for controls for those risks that commonly occur
in the company. For a large part, these controls have been ‘built
into’ the standard business processes and tools have been
developed to support their implementation and to monitor their
effectiveness in operation. One of these tools is the system of

e The Managing Board adheres to the Regulations of the
Managing Board.

¢ |n addition, the Managing Board and corporate staff
departments / services work according to the Management
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letters of representation by top managers to report to the
Managing Board the degree of compliance and effectiveness of
risk management and internal controls. In this way, a high level
of internal control can be achieved efficiently.

In 2007 the system was further enhanced and adapted to the
Vision 2010 developments. Improvements include the
introduction of better tools to check the occurrence of
segregation-of-duty issues.

Practices and training programs were developed to support the
operational units in embedding risk management in their daily
operations while preventing this from becoming a bureaucratic
‘tick the box’ affair. The practices focus on behavior and
principles and connect with business process optimization
actions. They were successfully piloted in a number of business
groups and corporate training programs.

Much attention was given to the accessibility of the system,
which is provided via the Corporate Risk Management intranet
site. Part of the system is an improved Business Portal that can
be used by business groups as a management-information
system (including risk management).

A full description of the latest version of the DSM risk-
management system can be found on the DSM Internet site. B

For 2008, the focus will be on ’closing the risk control loop’,
that is, on monitoring the effectiveness of the risk responses
and controls as well as on actions and system improvements to
increase this effectiveness. These actions and system
improvements will go hand in hand with business-process-
optimization actions.

Financial policy

As a basis for and contribution to effective risk management
and to ensure that the company will be able to pursue its
strategies even during periods of economic downturn, DSM
retains a strong balance sheet and limits its financial risks.

One of the key targets of Vision 2070 is to achieve a cash-flow
return on investment (CFROI, see definition on page 71) which
exceeds the weighted average cost of capital (WACC) by at
least 100 basis points. DSM further aims for a net debt which is
between 30 and 40% of equity plus net debt and an operating
profit before amortization and depreciation (EBITDA) which is at
least 8.5 times the balance of financial income and expense.
This underlines the company’s aim of maintaining its single-A
long-term credit rating.

DSM (8 Annual Report 2007 www.dsm.com

Corporate governance, risk management and
internal control

Organization

Dutch corporate governance code
Governance framework

Risk management system
Financial policy

Risks

An important element of DSM’s financial strategy is the
allocation of cash flow. DSM primarily allocates cash flow to
investments aimed at strengthening its business positions and
to dividend payments to its shareholders. The cash flow is
further used for strengthening the Life Sciences and Materials
Sciences businesses by means of selective acquisitions. As the
occasion arises, the company may choose to buy back shares,
if excess cash is available in the context of a medium-term
analysis of primary cash-flow-allocation requirements and a
sustained solid single-A rating.

DSM’s dividend policy is outlined on page 38 of this report. In
order to avoid dilution of earnings per share as a result of the
exercise of management and employee options, DSM buys
back shares so far as this is desirable and feasible.

An important acquisition criterion is that the business
concerned should be compatible with DSM in terms of
technological and/or market competencies. Acquired
companies are in principle required to contribute to DSM'’s cash
earnings per share from the very beginning and to meet the
company'’s profitability and growth requirements. In some
cases, for instance in the case of small innovative growth
acquisitions, this requirement may not be appropriate and will
therefore not be applied.

DSM’s policy in the various sub-disciplines of the finance
function is strongly oriented towards solidity, reliability and
optimum protection of cash flows. The finance function plays
an important role in business steering.

The accounting-and-control function is responsible for
transaction accounting, financial reporting and making
assessments and providing advice regarding business
processes geared to the company’s financial targets. The
main policy aim in this function is to obtain and make available
reliable financial information that is adequate for business-
steering purposes and meets statutory and other
governance requirements.

The treasury function’s tasks include financing the group and its
units, managing the cash held by the company and managing
currency risks and interest-rate risks. To ensure that its policy in
these fields is properly implemented and produces the best
possible results, DSM has a set of stringent internal regulations,
procedures, organizational measures and market-related
benchmarks in place. DSM’s treasury policy is mainly geared to
managing the financial risks to which the group and its units

are exposed and to optimizing the balance of financial income
and expense.
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The tax function is responsible for the management of the
company'’s position with regard to taxes and import, export and
excise duties. As part of this task, it handles the main tax
returns and reviews acquisitions, disposals and liquidations of
business components and/or joint ventures, as well as
restructuring programs and reorganizations. It also examines
the tax consequences of cross-border activities between
business components such as transfer pricing, cross-border
activities that lead to some permanent form of foreign
establishment, and changes in the shareholdings in legal
entities. DSM’s tax policy is aimed at realizing an optimal
position in the field of taxes and import, export and excise
duties, and at maintaining such a position for the long term.

The investor-relations function’s primary task is to maintain
contacts with current and potential shareholders of DSM and
with analysts who advise shareholders. The objective of this
function is to provide quality information to investors and
analysts about developments at DSM, ensuring that relevant
information is equally and simultaneously provided and
accessible to all interested parties.

The insurance function has the task of achieving a proper
balance between self-financing hazardous risks or having these
risks transferred to external insurers, based on the relative costs
involved. The underlying premise is the company’s risk-
management philosophy, which is that group-wide risk
awareness will ultimately lead to a proper insight into the risks
that a company such as DSM may be confronted with, and to
the control, prevention and mitigation of such risks. An insurance
policy is therefore viewed as a last-resort instrument for the
management of these risks. The choice as to whether or not to
obtain external insurance coverage also depends on the scope
of the risk exposure in relation to the financial parameters that
are relevant for a listed company. Such parameters determine
the amount of risk that the company is willing to bear itself.

All DSM units have to report their results periodically and
comply with Corporate Requirements in the field of finance and
economics. Compliance with the requirements for accounting
and reporting is confirmed by means of a quarterly written
statement signed by management. During the drafting of the
annual report, the report is first discussed by the Managing
Board with the Supervisory Board’s Audit Committee and the
external auditor, and subsequently with the full Supervisory
Board. Quarterly financial reports are discussed by the
Managing Board with the Audit Committee and the

external auditor. The company uses a release calendar for
financial results.
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Risks

The top risks that are considered to have the largest potential
influence on the company’s success in achieving its strategic
and operational objectives are mentioned in the following list,
where they are indicated with an asterisk. The list also gives an
overview of other risks that have been identified as potentially
important. A description of the nature of all risks is given on the
DSM website. Furthermore, information on financial risks is
provided in the financial statements on page 123 .

Generic risks

* Macro-economic trends

® General market developments

® Low-cost competition*®

e Political risks

e Currency risks* and interest risks

¢ Risks of derivatives used for hedging purposes

Strategic risks

e Acquisitions, disposals and joint ventures*

¢ Innovation (new markets, products and technologies)*
* Ability to attract and retain people*

e Organizational and cultural risks*

Specific risks

e Corporate-reputation risks

e Customer risks

® Production-process risks

* Raw material / energy price and availability risks*
¢ Product-liability risks

* Non-insurable risks

© |CT risks

e |ntellectual Property protection risks*
® Project risks

¢ Financial risks

® Pension risks

e Control failures

See www.dsm.com, Governance section. B

For the management of all risks mentioned, strategies, controls
and/or mitigating measures have been put in place as part of
our risk-management practices. These nevertheless involve
uncertainties that may lead to the actual results differing from
those projected. There may also be risks that the company has
not yet fully assessed and that are currently qualified as ‘minor’
but that could have a material impact on the company’s
performance at a later stage. The company’s risk-management
and internal-control system has been designed to identify and
respond to these developments on time, but 100% assurance
can never be achieved, of course.
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