Speech by the Chairman of the Board of Nýherji at the Annual General Meeting, 19 February 2010
Respected Shareholders:
2009 was not a good operational year for Nýherji, but then again, it wasn’t a good year for the general economy, either. Even so, some observers saw light at the end of the tunnel as early as March. The Icelandic króna had begun to appreciate after capital controls were imposed, but at mid-month it began to slide again, and many opted to postpone business decisions when it became clear that real recovery had not set in. 
Everything involving the government took a much longer time than originally planned. In this context, it suffices to mention the recapitalisation of the banks, which took far longer than first estimated – and actually, is not finished yet. It was intended that, after the banks’ recapitalisation was complete, financial institutions would adopt general guidelines for firms’ development and financial restructuring. Such guidelines were first issued by Íslandsbanki during the fall. The process has taken longer at other banks, and customers are bewildered that the same rules should not apply at all credit institutions. 
To put it simply, the shocks that struck Iceland were catastrophic in proportion, so it is not abnormal that a Herculean effort should be required to revitalise the economy and the business sector afterwards. Under circumstances like these, general policy actions have nothing to do with charity. And if recovery is to be achieved quickly, it is essential that everyone realise that a great deal of value has been lost and that it is appropriate to write off liabilities and assets with nothing behind them. All those who have studied developments in countries that have sustained a systemic crisis like the one in Iceland agree that such a settlement is unavoidable. 
It is often forgotten that the financial crisis is not what makes the situation in Iceland unique. The crisis has struck virtually every country on the globe. Icelanders owed far too much money and had a weak currency that had been held up on false premises. The sharp depreciation of the króna has discouraged consumers from purchasing foreign goods. Those who maintain that a weak currency is helping Iceland are thinking only of the short term. , For example, the cost of all types of foreign technological equipment is proportionally much higher in Iceland than in our competitor countries, but when Icelandic firms scrimp and save on such equipment, productivity suffers, and we fall behind. 
Nýherji did not escape these difficulties. Management realised immediately that demand would shrink, but the contraction was sharper than our estimates allowed for at the beginning of the year. As soon as the crisis struck, I feared that, if matters were handled ineffectively, sound and viable companies would end up in distress, just like their overextended counterparts. That fear proved to be justified. 
In recent years, we have seen many of Nýherji’s competitors gain a strong footing in the market, often by taking on massive debt and undercutting competitors’ prices. At year-end 2008, it was clear that many of them had gotten ahead of themselves and were on the road to bankruptcy. In a normal economic climate, they would simply have gone under: some of their activities would have been discontinued, and other parts of their business would be taken over by new owners who would have to run them on their operational merits. 
But unfortunately, market principles have not been allowed to run their course in Iceland. Banks have resurrected companies after having written off claims for tens of billions of krónur, and they continue to run them in the shelter of unlimited capital. Even today, some of these firms have little need to think in terms of consolidation and restraint; on the contrary, some of them have been expanding under the protection of their wealthy new owners. 
One would think the competition authorities would comment on such dubious business practices. For quite a while, however, it appeared that there was no hope of any response. The Competition Authority declared it necessary to reduce the risk that firms would be tempted to counteract excessive indebtedness by raising prices and passing the cost on to consumers. The Authority went on to say that companies’ complaints or demands concerning non-discrimination or normal competitive conditions in connection with competitors’ restructuring should be interpreted with caution. In other words: Don’t listen to anyone who complains that the rules of the game aren’t being followed; it’s just a case of sour grapes. 
Fortunately, the Competition Appeals Committee did not agree. In a ruling on Landsbanki’s takeover of Teymi, the Competition Authority’s approval was overturned. The Competition Appeals Committee ruling stated as follows: “More specifically, banking legislation states that such assets [that is, companies] shall be sold ‘as soon as is economical.’ Clearly, this provision is intended to reduce the risk and the unfortunate situation that arises if the banks become long-term owners of their own customers. The provision as such is rather toothless, however, because to a large degree it is the banks themselves that decide when an asset is sold, as there are few others that can assess when it is ‘economical’ to sell.” 
In the Appeals Committee’s opinion, there is the risk that competition will be distorted “if no limits are placed on long-term ownership of competitive firms by creditors such as banks. Such distortion could be at odds with the purpose of the Competition Act, and therefore contrary to the best interests of consumers, if companies can behave as they wish in the market without normal restraint from their creditors and owners. The financial strength of the owner must be considered significant in such cases, as well as the owner’s ‘tolerance’, his ability to wait to recoup his investment until other firms in the same market have grown weaker or left the market. It is also clear that a number of problems are generated by the banks’ connections, which are widespread, and the vast amount of information they have about competitors and customers in the market. It is impossible to ignore the fact that the banks are big customers in service markets, and in the current situation, a large number of firms are connected to them. This could generate the risk of abnormal conduct and abuse of their position.”
It is to be hoped that this ruling will induce the Competition Authority to promote sound, healthy business practices in the future. The CEO of Nýherji has drawn attention to these peculiar business practices. Many have expressed surprise that anyone should dare to mention such matters, asking whether the company fears “reprisal.” But it is important to remember that one reason Iceland suffered so badly in the financial crisis is a lack of public criticism of questionable or ill-judged practice. The business sector must never lose its freedom of expression. 
As soon as the banks fell, Nýherji took steps to cut costs. All salaries were lowered by 10% effective 1 February 2008. Overtime was reduced where possible, and staff downsized by 100 positions. Cost-cutting measures were adopted in all departments. But it wasn’t enough. 
It must not be forgotten that some of our foreign suppliers still have Iceland up against the wall, and goods are not sent here as they were before the crisis. In many cases, Nýherji had credit lines with its main foreign business partners and could purchase a sizeable amount of inventory with generous payment deadlines. As early as October, however, those credit lines began to close, and some suppliers refused to send products to Iceland without immediate payment. As a result, the range of available products has shrunk considerably, and the company has sometimes been unable to meet demand. This has put pressure on capital as well, when the company has had to pay off debts and pay cash for new inventory at the same time. 
Furthermore, some of the company’s units have recorded sizeable losses. The recovery that management thought was on the horizon at the end of the third quarter has not materialised. Demand for services is less than management expected. Financial difficulties experienced by many of the company’s customers have led them to streamline their own operations, postpone investments, and request price reductions. 
Given that management was too optimistic last year, it is important to try to assess conditions in 2010 as realistically as possible. Nýherji is a company with high turnover and can adapt to changed circumstances. When we know that we have hit bottom, or even beforehand – when we know where that bottom is – we can re-establish our resilience. The company’s management has taken a number of defensive measures. Our staff has been cut dramatically. The unfortunate consequence of this is that many excellent employees have lost their jobs. It is expensive to train specialists, and retaining salaried personnel is a luxury the company cannot afford if there are no projects on hand. 
But we must not forget that if new, large projects come our way, we may find that our staff is too small. Many firms have postponed investments in software because of the economic climate. When those projects do materialise, there will be renewed demand for service from Nýherji companies. 
An example of such a project is the data centre that has received copious press coverage recently. As has been reported, a number of foreign entities are interested in storing and processing electronic data here in Iceland. Other factors lure foreign businesses as well. Iceland has abundant “green” energy at competitive prices. The nation is richly supplied with top-quality experts, and its isolated location, far from other countries, enhances the security of data storage. Icelanders would profit from such projects, both on energy sales and on better utilisation of international data transmission lines, not to mention the considerable labour required to set up one or more data centres. And finally, there would be work related to maintenance and supervision of data centre operations, although those activities do not require a large staff. As yet, none of this has been decided, but large foreign companies have a keen interest in seeing it come to pass. 
For quite a while, Nýherji has been in discussions with the banks concerning debt restructuring. It was clear that restructuring would be needed as soon as the purchase of TM Software was complete, at the end of March 2008. The banks thought it would be better to tackle such matters that fall, when the pace of business slowed down, but October came, the banks failed, and nothing had been done about it. For the whole of 2009, we waited for general measures from the banks – the famous fortress that was to be erected to protect households and businesses. Nýherji has always emphasised speedy handling of matters under consideration. But the company has no cause for complaint against its largest creditors, which have shown the company great understanding and forbearance in its difficulties. Discussions have been underway with Arion Bank and Íslandsbanki, the company’s largest creditors, for a long time. Originally, the banks and the company envisioned letting the matter wait until October 2009. 
By that time, however, conditions had not improved as expected. The entire process has taken much longer than Nýherji management anticipated. Major staffing changes in the banks and the strain on bank personnel delayed the matter. At the same time, however, no lines had been drawn concerning the banks’ general measures to assist debtors. Discussions are still in progress, and in all likelihood, they will be concluded in a few weeks. At that time, it can be expected that a number of actions will be taken to reduce the company’s debt and repair its balance sheet. 
I will now present a few points to explain the ideas the Board of Directors has presented in order to resolve the problems now facing us. Nothing has yet been decided on these matters, and it should be noted that these ideas are presented to shareholders and others solely for informational purposes. The final decision will be taken jointly by the banks and Nýherji management. 
First, the banks must offer Nýherji the same write-offs as they do other companies. Íslandsbanki has offered to reduce debt principal, subject to our converting the debt to domestic loans at non-indexed interest rates. Foreign loan balances would decline by 23-30%, and domestic indexed loans would be reduced by about 10%. These corrections would reduce outstanding debt principal by ISK 700-900 million. Second, the company increases its share capital. Before this Annual General Meeting is a proposal for a share capital increase of up to ISK 120 million nominal value. It is not a given that the full amount of this authorisation must be used. The idea is that new share capital be obtained from current and new shareholders and used to pay debt. The banks would either purchase a portion of the increase or extend a subordinated loan. Either of those two options would be paid for with a reduction of the banks’ long-term loans. This would reduce the company’s debt by close to ISK 1,500 million. 
Third, it is possible to sell assets. The first two measures would reduce the company’s debt by ISK 2-2½ billion. There is no reason to exclude the possibility that we might sell individual assets in order to reduce it still further. Assets that could be sold include companies and real estate, and the possible options must simply be evaluated. The companies with the strongest operations are naturally the easiest to sell, but on the other hand, divesting them would deprive Nýherji of profits from their future activities. And it may well be that there is no reason to resort to such drastic measures. On the other hand, the company should not hesitate to examine what kind of activities fit most closely with its vision for the coming years. If it owns companies that fall outside the scope of that vision, it is wise to sell them. 
Fourth, the payment profile for Nýherji’s long-term debt must be adapted to the company’s long-term ability to pay. After the TM Software acquisition, the company’s debt structure was quite distorted and needed re-examining. I envision that our outstanding debt could be paid up in 10-15 years, but we must ensure that the interest rate on that debt is fair. 
Fifth, and certainly not least, the future of the banks and the entire Icelandic economy depends on returning companies to robust operations as soon as possible. All debt restructuring is rather pointless if there are no operating profits. I take the view that we will remain on the defensive through 2010. The company cannot withstand continued operating losses. This is why we must keep on cutting costs and keep on selling our products and services as much as we can. If operations cannot sustain themselves, the company cannot continue them. But it is also expensive to lay off competent experts, as I mentioned a moment ago. As a result, it is cause for celebration that revenues did not contract more strongly in 2009 than they actually did. The company should be able to record a decent profit on revenues of ISK 14-15 billion. 
Operations have now been discontinued or drastically scaled down in several units that did not turn a profit. Among these are Applicon in the UK and Applicon AS’ subsidiary in Denmark. In both instances, the companies generated one-off expenses from nearly non-existent operations. At year-end, the consulting firm ParX was sold to PWC, as it was considered likely that PWC would be better able to make use of ParX’s expertise. In other areas, operations have been reorganised. All of the company’s managers are well aware that they bear a great deal of responsibility, and they have been most resourceful under difficult and unforeseen circumstances. The Board and the CEO must be constantly on the watch to ensure that all operating units are as profitable as possible. If that is unsuccessful, it will clearly be necessary to make some staffing changes. 
Nýherji has been involved in a range of development work related to the build-up of new services and software. That work is necessary, but in the current environment, it is kept to an absolute minimum in favour of projects that generate revenues immediately. 
Nýherji’s operating performance in 2009 was simply unacceptable. The loss on the profit and loss account was substantial. As I mentioned previously, that loss was due in large part to currency depreciation and price changes, but the company’s EBITDA was negative in the amount of ISK 60 million. Operating results were negative in all but the third quarter of the year. From the beginning of the year, it was clear that the markets in which Nýherji companies operate would face grave difficulties. This means that operations cannot support themselves and do not generate any capital to pay debt and interest expense. After the third quarter of 2008, it appeared that EBITDA would be ISK 600 million for the year, which was below expectations. After the banks collapsed in early October, everything took a turn for the worse, and EBITDA for the year was only ISK 300 million. In 2007, Nýherji had generated nearly ISK 700 million in EBITDA, and we expected another 200 million from TM Software and 50 million from new operations in Sweden. It shouldn’t have been unrealistic to assume that operational streamlining would generate a further 100 million. I am taking the time to review this to give you an idea of the company’s earnings before the crisis – earnings that it should be able to generate once again when markets normalise. 
A word about the foreign companies in our group: 
Operations at the Danish SAP service company Applicon exceeded expectations early in the year. In September, however, the company sustained several blows. Three projects that were expected to materialise were abandoned without notice, for unrelated reasons, resulting in a shortage of work and operating losses until the end of the year. Operations there are starting slowly this year, but a number of large SAP projects are in the wings in Denmark, and we hope that Applicon will get some of them. Until recently, Applicon has always been quite profitable. The Danish economy has slowed down, and the contraction has emerged rather later than here in Iceland. 
In June 2007, Nýherji acquired the Danish company Dansupport, which has its headquarters in Odense. Dansupport is a provider of comprehensive telephone and computer services, as Nýherji is. At the time of the acquisition, the company’s EBITDA was about DKK 2.5 million. At the beginning, a managing director was hired, but the outcome was not successful. The proposed expansion was quite expensive and did not generate the expected returns. The company aimed for flat operating results last year, and the continued operating loss was a great disappointment. Measures have been taken to bring operations into line, as it is clear that such a performance cannot continue. 
The Swedish operations that began with the acquisition of Marquard & Partners in January 2008 have been gaining strength, however. Turnover has increased, and the company generated a profit in the latter half of 2009; thus the outlook is positive. 
Total turnover for 2009 was just over ISK 14 billion, which is a 4% decline from 2008. In previous years, I considered it realistic to aim at 6% return on sales. We never achieved that goal, but 4% should be plausible. This means that, under normal circumstances, the company’s profit would total ISK 500-600 million. In the current situation, many might view this as quite distant, but financial crises do not last forever. If the banks can reach their goal of restructuring 80% of private sector debt in the current year, the foundations of the economy should be much clearer at year-end than they are now. 
The company’s Board and management have devoted a great deal of time to reviewing operations and necessary measures in 2009. Board members and the CEO have held numerous meetings and have maintained contact between meetings because of the serious situation we are in. 
In recent years, Nýherji’s activities have been constantly expanding, but there is little point in operations that generate no profit. There can be no sensible business operations in Iceland as long as the nation must tolerate a useless currency, higher inflation than its neighbouring countries, and a high real interest rate. 
At year-end 2009, full-time position equivalents at Nýherji and its subsidiaries numbered 600, which is 100 fewer than in 2008. The downsizing was primarily due to shrinking demand, as I said previously. 
Before today’s meeting is a proposal to increase share capital by up to ISK 120 million nominal value. It is not yet clear whether the full authorisation would be utilised. I described one possible implementation of that share capital increase a few minutes ago. When the company and the banks have come to an agreement on restructuring measures a few weeks from now, the results will be announced and a share capital offering will take place. The amount and share price will not be announced until then. Debt correction and the share capital increase must take place simultaneously so that prospective shareholders can envisage the bank’s balance sheet after the increase. The new share capital would be intended to strengthen the company’s equity. 
As I have already stated, I am of the opinion that ISK 500 million in profit is not an unrealistic goal once operations have normalised. Based on a P/E ratio of 15, which is common in a market in equilibrium, the company’s value would then be ISK 7.5 billion. If share capital had a nominal value if ISK 400 million – that is, if the full amount of the share capital increase were used – this would correspond to a share price of 18.75. 
This is all speculation, of course. I repeat that no decision has been taken on how much share capital will be sold, or at what price. When share capital was offered in the spring of 2008, the share price was 22.0. Since then, debt has risen due to operating losses, inflation, and currency depreciation. 
The company’s equity ratio is about 13%, which is far too low. It must be brought back to about 30-40% with the measures that will be adopted in the next several weeks. 
It is recommended that no dividend be paid this year, owing to operating losses. 
Uncertainty still abounds in Iceland’s business environment, although the uncertainty is less than in 2009. Although progress is slow, the economic situation is gradually becoming clearer, and it will therefore be easier to take effective action. I believe the current quarter will be difficult operationally, in spite of the wide range of measures we have taken. Nonetheless, I am convinced that the company will turn its operations around and record a profit for the year 2010. Once debt restructuring has been concluded in co-operation with the banks, the company’s balance sheet will be close to what we consider normal. 
I would like to thank Nýherji staff for a job well done in the past year. I want to thank Board members and the CEO for successful collaboration, and I want to thank shareholders for their support of the company. The current situation is serious, as it is for the majority of Icelandic companies, but we will be able to take corrective action soon. Nýherji has a wealth of operational opportunities, and it is critical that the value within the company be preserved to the maximum extent possible in the weeks and months to come. 
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