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OPERATOR: Good afternoon, ladies and gentlemen. Thank you for standing by. Welcome to the Matrikon Inc. First Quarter Conference Call Conference Call. At this time, all participants are in a listen-only mode. Following the presentation, we will conduct a question-and-answer session. Instructions will be provided at that time for you to queue up for questions. If anyone has any difficulties hearing the conference, please press * 0 for operator assistance at any time.

I would like to remind everyone that this conference call is being recorded on Thursday, January 12, 2006, at 5:00 p.m. Eastern time. 

I will now turn the conference over to Nicole Sayler, Investor Relations Manager. Please go ahead.

NICOLE SAYLER (Investor Relations Manager): Good afternoon. Thank you for joining Matrikon's 2006 conference call. You will find a copy of the related news release, financial statements, and Management's Discussion and Analysis on the Investor Relations section of our website at matrikon.com, if you don't already have them available.

Featured on today's call are Amin Rawji, President and CEO, who will provide an update on our strategic plan progress and achievements over the course of the quarter; and our Chief Financial Officer, Nimal Rodrigo, who will discuss some of the key achievements and factors affecting our financial results for the quarter ended November 30th, 2005.

Since you've had a brief opportunity to review the earnings announcement, we will not reiterate numbers on the call other than those that merit special attention.

Before we begin the call, I'd like to point out that certain statements during the course of this call may be forward-looking. Please refer to the "Forward-looking statements" section in our news release, and the Risks and Uncertainties in our 2005 Annual Report for a list of the items that may cause actual results to differ.

I'll now turn the call over to Nimal, to provide some highlights of our financial performance.

NIMAL RODRIGO (Chief Financial Officer): Thanks, Nicole. Good afternoon, and thank you for joining us today.

We are very pleased to report record revenue and strong earnings in the first quarter of 2006. Our first quarter revenue grew by 29 percent to $19.45 million, compared to the first quarter last year, by 2 percent sequentially.

Revenue growth was driven by an increase in the Software license revenue, which Amin will further address in a few moments.

Net income was $1.48 million, or $0.05 a share, and income was reduced by an unrealized foreign currency translation loss of about $702,000 or $0.02 per share after tax, as the Canadian dollar has appreciated against all other primary currencies we do business in.
Our overall gross margin was on the low end of our target range of 54 percent. Gross margin was adversely impacted by an increase in equipment sales, which have a lower margin than our other sales, at 18 percent, and declining utilization.
This was offset by an overall increase in the average daily rate, which went up by about 14 percent over the comparable period, as a result of our focus on deploying solutions related to our own projects, and engaging in higher-value consulting projects.

Utilization declined to 75 percent in the first quarter, compared to 81 percent in the first quarter of 2005, an improved from 70 percent in the fourth quarter of 2005.

Utilization was impacted by increased hiring of consultants in the fourth quarter of 2005 and the first quarter of 2006, and by an increased investment in training our consultants on both our own technology and project management best practices.
Our operating expenses decreased as a percentage of revenue to 39 percent from 40 percent in the comparable quarter last year, and to 40 percent in the fourth quarter of 2005.

We continue to invest in Sales and Marketing, and Research and Development, to drive growth in product and solution sales.
Overall, we believe we are on track in terms of execution and spending, and that Matrikon is well-positioned for future growth.

I'll now turn the call over to Amin.

AMIN RAWJI (President and CEO): Thanks, Nimal. Good afternoon, everybody. I know it's late today for some of you in the East, so I will keep my remarks brief.

First, I am pleased with our results for Q1 '06. We continue to execute on our strategy, and now have a solid foundation in place for the remainder of 2006.

Over the past few quarters, we've been working hard to drive product revenues, and we've achieved record product sales this quarter. We continue to drive future product revenues, and we are continuing to invest in Sales and Marketing.

Over the last couple of quarters, we've grown our Sales force by about 30 percent, and our Marketing by about 50 percent, and expect this additional investment to continue to deliver additional sales over the next 6 to 9 months.
And we expect the strong product sales this quarter to have a positive impact on our consulting revenues in subsequent quarters, as we continue to implement the software.

We continue to see significant potential for Matrikon, and believe that our strategy for growing the business is solid, and that our growth potential is sustainable, and therefore, we reiterate our earlier guidance of about 10-15 revenue growth, and 34 to 62 percent net income growth.

Now we will be happy to take questions from you.
THANOS MOSCHOPOULOS: Hi, guys. Looks like a solid quarter, and good to see the growth in License revenues. Just wanted to ask you about the Consulting side of things. You gave some explanation as to why the utilization rates were down, as far as the training and so forth, but beyond that, was there any fundamental softness in demand, would you say? Or would you expect it to recover to historical levels next quarter, as far as utilization?

AMIN RAWJI: There was nothing extraordinary last quarter. It's just that we've hired quite a few people, and they are being trained, and there is a distraction there. It just takes time to bring people up to speed. We expect we will be back to normal this quarter.

THANOS MOSCHOPOULOS: Okay. Looking at the new segmentation, the geographic segmentation of results, seems like you've had really good growth in the U.S. What's been driving that? Is some of that the addition of RIS?

AMIN RAWJI: In general, I think our Software sales are up, and that's a reflection on all the regions.

THANOS MOSCHOPOULOS: Okay, but was RIS a significant contributor in the quarter?
AMIN RAWJI: No. We are selling more software as packages, where there is multiple-type products being involved, so it's more of a holistic view of Software sales rather than any individual line.

THANOS MOSCHOPOULOS: Okay. As far as Matrikon Deutschland, you've had some early success there with the Bayer announcement. I guess, aside from that, could you speak to the sorts of verticals they're focused on, maybe some of the other types of opportunities, generally speaking, that would be in their pipeline? Is it predominantly focused in the chemical industry? Or is it a broader range of verticals?

AMIN RAWJI: Predominantly chemical, and also refining, so we have some good refining business in Germany. And they are going to continue to do well. I think we have a solid business pipeline in Germany.

THANOS MOSCHOPOULOS: Okay. Looking at the balance sheet, it seems that you closed out some of your foreign currency hedge positions during the quarter. Can you just explain the rationale for doing that? And do you plan to increase your hedges, going forward, given the impact that currency fluctuations have had, to date?

NIMAL RODRIGO: Yes. I mean, what we've done... As of December, the stuff that we bought sort of 12 months ago has expired. Yes, I am looking to put some more contracts in place and I'm looking at both the U.S. dollar and the Great Britain pound.

THANOS MOSCHOPOULOS: Okay, right. I'll pass the line for now. Thank you.

AMIN RAWJI: Thanks, Thanos.

TOM LISTON: Hi, thank you. Good afternoon, and congrats on the strong quarter. There was a number of what looks like large deals signed in the quarter. Can you comment, if you have this metric, on how many would be considered large deals, maybe defined by something like 250,000, in the quarter, that you would have recognized?

AMIN RAWJI: You know, we haven't done analysis to that length yet, so we are not breaking our Software sales into large or small. We've signed a number of corporate deals, and we are hoping some of those will be announced as we go forward, as we start to work those things out with our customers.

TOM LISTON: And are you referring to corporate deals that would have been recognized, or at least part of been recognized, in Q1?
AMIN RAWJI: Yes.

TOM LISTON: Okay. Much more difficult to answer, but can you, at a high level, maybe comment on, or try to approximate, a percentage of some of the larger deals that you've signed in the quarter, how much of that would have been recognized, versus how much probably yet to be recognized over the coming quarters? How is that going to be spread--... how are some of those deals going to be spread out over the course of the year?

NIMAL RODRIGO: Well, Tom, there are a number of deals signed, and each would be unique in the way it would be spread out over the quarters. Some are pure Software, some are Software and Services. And typically, what we say is Services are about a 4-month typical installation of things. So, let me say this -- for some of the big ones, not a lot has been done in Q1, and that we're expecting to see it in Q2 and Q3.

TOM LISTON: Would a lot of those, would most of the License revenue have been recognized in Q1? Or is there still some follow-on, depending on the requirements?

NIMAL RODRIGO: Yes, depending on the requirements, there's some follow-on. For instance, if it's multiple-site or whatever, there would be follow-on.

TOM LISTON: So you're not going to recognize all License up front. Okay, that's good. And in terms of the guidance obviously being maintained, a very strong quarter, but there is a bit of a currency headwind, going in. Is it just because you have that confidence that, a) Q1 was strong, and the outlook that, especially on the EPS side, that you're not making any changes?
NIMAL RODRIGO: That's correct.

TOM LISTON: Okay. And is there any particular thing we should look at, in terms of the jump in equipment sales, quarter over quarter? Do you have any expectation for how that should trend?

NIMAL RODRIGO: Yes. We don't... It's ancillary to our business. The big one here is the QNI stuff, the Boiler 4 in Australia.

TOM LISTON: Sure, and that basically explains most of the jump, I would assume?

NIMAL RODRIGO: That's right.

TOM LISTON: Great. And one last question, I guess, just on the deferred revenue. Can you comment on the makeup of what's generally in there? How much would be sort of maintenance, and where your maintenance renewals would be at, currently?

NIMAL RODRIGO: Sorry, could you repeat the question?

TOM LISTON: Just on your deferred revenue. What would be in there, that's about to be recognized over the coming quarters? How much would be sort of support-type revenue, how much would be Consulting, etc.? Or do you have that number?

NIMAL RODRIGO: I don't have that number here.

TOM LISTON: Okay. I'll pass it over, then. Thanks.

AMIN RAWJI: Thanks, Tom.

JEFF RATH: Hi, guys.
AMIN RAWJI: Hi, Jeff.

JEFF RATH: Amin, or Nimal, you can answer this question -- one of the challenges external observers like us have, in watching your company's progress over the years, has been understanding the seasonality of your business, both by geography and on a consolidated basis. Obviously, in '04, you guys saw some real weakness in Australia, and with some acquisitions, with your product strategy taking hold. Can you kind of step back a little bit, and re-set our expectations? How do you look at your seasonality on your consolidated business now? You've sent us annual--... Not going too specifically, but should we expect a little bit of softness here, say, again in Australia into Q2? Or any colour you can give us, as far as helping us there. What do you think are your strongest and weakest quarters? Thanks.
AMIN RAWJI: Okay. In general, as we are continuing to grow the business, the variance in the seasonalities is being reduced. But in general, December is a tough month, because of holidays, on the Consulting side. It is also a tough time in the Australian region, just because it's summertime and it's Christmastime. But given that we are looking at guidance on an annual basis, we are not so much worried about quarter-to-quarter and we do not expect there will be major variance from one quarter to another.
JEFF RATH: Okay, so more steady, going forward.

AMIN RAWJI: Yes.

JEFF RATH: Nimal, getting back to this FX thing, which is always a challenge, again, to try and understand a little bit, and what I think I'm trying to reconcile here is the unrecognized gain, relative, again, to your decision to maintain your guidance. If I annualize kind of that translation, non-recognized translation loss, right? You're looking at about 3 million bucks, a little over $ 3 million for the year. How should I think about that, relative to your decision not to change your guidance?

NIMAL RODRIGO: Well, let me put it this way. If our translation loss is 3 million bucks, this country is in a lot of trouble, because really, that's an on-par dollar.

JEFF RATH: Yes.

NIMAL RODRIGO: I mean, really, you can't make that linear.

JEFF RATH: Okay.

NIMAL RODRIGO: I mean, we've got it at--... I mean, we've seen $1.16 is kind of the November 30th rate...

JEFF RATH: Yes.

NIMAL RODRIGO: ... touch and go. So I'm not sure that’s necessarily a fair assessment. I mean, if we see 1.14, 1.13, I mean, it's going to hurt a bit more. It's going to hurt, probably, another 500,000-600,000.

JEFF RATH: For the year?
NIMAL RODRIGO: Yes.

JEFF RATH: Okay. All right. All right.

NIMAL RODRIGO: But don't forget, Jeff, that we're diversifying... The billings in the U.S., or U.S.-dollar billings, has decreased as a percentage of our business as well.

JEFF RATH: I understand. I understand. That's why it's a really tough variable, I think, for all of us to understand. So, basically, another couple of points here cost you, you think, 500,000-600,000 for... So if we go to, say, 1.14 here, you think that takes another 500,000 or so off your year.

NIMAL RODRIGO: Well, I think we've given you enough to do the math. I mean, that was just sort of off the top.

JEFF RATH: Thanks very much.

SUSAN STREETER: Good afternoon. I'm just wondering if you can talk a little bit about... I understand that you don't want to sort of put a number on the number of large deals in the quarter, but could you talk about what sorts of customers, or what verticals they're in, the ones that you secured the corporate license agreements?
AMIN RAWJI: Well, they are all over the map, but really, we are focused on our five to six verticals, so most of the deals are in those verticals. But I can't specifically talk about any one particular deal. But you know, Oil and Gas has been good to us; Refining has been good to us; Mining is good to us; and, more interestingly, Pulp and Paper has been good to us as well.

SUSAN STREETER: Right. Okay, thank you. And then, just secondly, in terms of geographic expansion, I think that you've highlighted a potential, sort of looking at South America as another region you might be interested in. Is that still the case?

AMIN RAWJI: Yes, very much the case. We have actually signed a partner in South America, in particular in Brazil, where we have some business there. We also have signed a partner in South Africa. So we are continuing to expand the company globally, and we are going to continue to do so. We have now assigned one person specifically to focus on partners, which we never had before. Given that we were short of sales people, we had neglected that area, and now we are bringing focus again. So we're going to continue to grow our geographical presence, either directly or via partners.

SUSAN STREETER: And when you say "partners", are you referring to localized consultants?

AMIN RAWJI: That is correct. Consulting companies that are local in those regions, that can implement and sell our products.
SUSAN STREETER: Okay. Great. Thank you.

BLAIR ABERNATHY: Hi, guys, nice quarter.

AMIN RAWJI: Thanks.

BLAIR ABERNATHY: A couple of questions here. If we look at your License line this quarter, I'm wondering if you can give us some sense of the driver business, the traditional driver business. Is it fair to say it's running $300,000, $500,000 a quarter? Is that a fair number?

AMIN RAWJI: It's growing fairly well, right on track as to where we want it to be. So I think it will be a little bit higher number than that, what you are saying.

BLAIR ABERNATHY: Okay, so you're talking maybe $2.5 million, $3 million, on an annual basis? Is that about right?

AMIN RAWJI: No, much, much higher than that. I don't know if I can break it out. We've decided not to break out Software into different segments, just because we are now starting to sell a lot more in a holistic manner. So every sale will have a bit of the interfaces, will have a bit of the Process Suite. It may have some components of Resolution. So we are now looking at our sales in terms of just products, and not breaking it out into individual components.

But from an historical point of view, our OPC business is continuing to grow quite significantly.

BLAIR ABERNATHY: Okay. That leads me sort of to the next question, and that is Maintenance. If you look at, year over year, your Maintenance number has pretty much been flat. And yet, on a trailing 12‑month basis, there's been $10-plus million in license booked. In a traditional software company, it's always sort of 18, maybe 20, maybe 22 percent in some cases, Maintenance revenue, Maintenance contracts driven off the license. Is it fair to say that your driver business is not creating any Maintenance for you?

AMIN RAWJI: Or less than the normal software.

BLAIR ABERNATHY: Yes.

AMIN RAWJI: Just because the price value is much lower, and it's usually bundled as part of the project, so other vendors are buying from us, and those guys don't tend to renew support.

BLAIR ABERNATHY: Okay. So that's going to give you a little bit slower growth on your Maintenance revenue line, but presumably, ProcessNet, ProcessDoctor and so on and so forth, and the new RSI stuff, is going to drive that Maintenance number.
AMIN RAWJI: Yes, and we're expecting that number to continue to grow, as we go forward. Remember, there is a lot of corporate deals where the support doesn't come in until all the implementation is done. So some of those numbers are lagging.

BLAIR ABERNATHY: Okay, okay. So you would expect, over the course of the next year or so to start to see that Maintenance climb up.

AMIN RAWJI: We expect that.

BLAIR ABERNATHY: Okay, great. Turning to the U.S. business, your average daily rate was up a shockingly impressive 54 percent in the quarter. I've never quite seen that happen. What went on? How were you able to do that? And that, then, accounts for the lion's share of the growth, year over year, from $1 million to $1.6 million. So I guess it's a two-part question. One is, how were you able to make that kind of an increase in your rates? And number two, why didn't we really get any, let's say, outside of pricing increases, which is fabulous, why didn't we get any sort of growth in the U.S. market?

AMIN RAWJI: We're just checking the numbers.

NIMAL RODRIGO: So the U.S. growth was mainly Software. The daily rate is because there were some things... Last year's was understated, our revenue recognition policy states that we will not recognize revenue until we have a contract in place, and last year, we got caught a little bit by not having a contract in place, so we didn't get the revenue in Q1. We got it in Q2. So the average daily rate last Q1 is very low, because of that.
BLAIR ABERNATHY: Okay, okay. So how much of that 54 percent increase in the ADR this quarter was really more... was because of that effect, as opposed to actual price increases?

NIMAL RODRIGO: The vast majority.

BLAIR ABERNATHY: Okay, okay. So that's an anomaly there.

NIMAL RODRIGO: Yes.

BLAIR ABERNATHY: Okay, and it was $1.6 million this quarter in the U.S. How much of that would have been product, then, and how much would have been Service?

NIMAL RODRIGO: Services were about flat, year over year.

BLAIR ABERNATHY: Okay. Okay, great. Just turning to the MI3. Can you just give us an update, I mean on sort of the timeframe for delivery of this, or, I guess, official launch? And how are you going to take this to market? Are you going to have some beta customers you're going to be dealing with this? I just kind of want to get a sense of when that's going to start to hit the revenue lines.

AMIN RAWJI: Okay. In answer to your first question, there is no one particular cut-point where the product is ready. It's really much more of a vision, and so, we will continue to integrate all our suites and product suites together. So, this is a timeline of about, say, three years is what we're going to take on, to get the whole thing integrated in the vision that we want.

But in answer to your second question, we are rolling out MI3 in various forms, and the focus is really to go to our existing customers, and talk about it, because those are the guys who will understand and have trust with Matrikon. And we are already in conversations with at least two or three customers in how we can work with them in rolling out some parts of MI3.

Our hope is that we will have at least one or two customers this year who will have started on the rollout, or trials, of MI3.

BLAIR ABERNATHY: Okay, that's great. And one last question, if I can, just on the hiring front. I just want to understand where, in the uptick in Q4 and then in Q1, the 531 bodies, is there any concentration point of where those bodies were hired, or is it kind of across the map?

AMIN RAWJI: Well, we are hiring quite a few people in Sales, quite a few in Marketing. Then we are continuing to hire more in the Professional Services area. So those are the areas where we are focusing, hiring more people.

BLAIR ABERNATHY: Okay, great. Thanks very much, guys.

GABRIEL LEUNG: Thank you. Good afternoon. Following up on the head-count question, can you quantify where you would like to grow the head-count out by the end of '06
NIMAL RODRIGO: Probably in the... So we're at 531 at the end of November. I think we can get to around 570, 580.
GABRIEL LEUNG: And you had mentioned the majority of that in the Services side of the business.

AMIN RAWJI: Services, Sales and Marketing.

GABRIEL LEUNG: And Sales and Marketing, okay.

AMIN RAWJI: Yes, we continue to invest in all three.

GABRIEL LEUNG: Right. And the Services side, do you think you're going to hire, as you seem to have done over the past few quarters, some brand-new Service guys, or students out of university, where there is a training period? Or do you think you might get some more veteran Service individuals that might require a lower learning curve, I guess?

AMIN RAWJI: You know, one needs to hire a mixture of experienced versus young, just so that you can roll out your product efficiently, as well as keep the costs under control. So we are hiring a mixture of new grads as well as experienced people.

GABRIEL LEUNG: And how are you finding the hiring front in general, the supply of people out there, just given how hot things are over in Alberta?

AMIN RAWJI: Yes, you know, remember, not all hiring happens in Alberta. We are hiring in Australia quite a bit. We are hiring in our Vancouver office, we are hiring in the U.S.

You know, hiring is always difficult, but it's not been a major problem. So it's a challenge, but it's not a bottleneck.

GABRIEL LEUNG: Okay. Now on the issue of forex, have you found it impacting at all your competitors [inaudible], some of your other competitors?

AMIN RAWJI: In terms of foreign exchange issues?

GABRIEL LEUNG: That's correct.

AMIN RAWJI: Well, most of our competitors are in the U.S., so they don't face the foreign exchange issues we do. But remember, it's about the 5 percent problem, so it's not a major impact on the pricing. It's really a major impact on the profit and the translation of currencies. But when we are competing, it’s not a major problem.

GABRIEL LEUNG: Fair enough. And then, looking at the License revenues, can you talk a bit about whether the opportunities you're dealing with now are more greenfield opportunities, or are you selling to customers who have already traditionally been using the Process Suite of products already?

AMIN RAWJI: In general, we tend to sell more product to our existing customers than to new customers, but we are continuing to grow new customers through our Marketing and Sales. But I think it's a 60-30 or 66-33 split, where 66 percent of our sales come from our existing customers, and about 33 percent come from new customers.
GABRIEL LEUNG: Okay. And following on that, you talked a bit about the seasonality on the Consulting side of the business earlier in the call, but how about in terms of License? Do you have enough in the backlog of the pipeline right now that you're comfortable that there won't be any sort of significant drop from the Q1 record levels, as there typically is during the calendar Q1 period?

AMIN RAWJI: We have a good pipeline of product opportunities, so we feel confident that we can continue to meet our guidance.
GABRIEL LEUNG: Okay. And just lastly, on the acquisition front, has your strategy changed on that at all? I think in the past, you had talked about how your focus on acquisitions was probably going to be more in terms of resellers as opposed to technology? Has there been a shift in that thinking at all, on that front?

AMIN RAWJI: No. We are continuing to look at that the way we did previously.

GABRIEL LEUNG: Okay, and do you have sort of a timeline of when you would like to perhaps make a transaction?


[overlapping speakers]

AMIN RAWJI: Well, I wish I could [inaudible] that myself. But you know, like every business, you're always on the lookout for a good acquisition. You're always talking to a few opportunities, but you never know when they will come through, right?

GABRIEL LEUNG: Okay. That's great. Thank you very much.

AMIN RAWJI: Thanks, Gabriel.

THANOS MOSCHOPOULOS: Hi. Can you provide any kind of colour or update on the oil well optimization front? How does the pipeline look there? Has there been any issue with sort of the long sales cycles? Or do you have a growing number of customers piloting the solution?
AMIN RAWJI: Yes, I think we are making progress there. There are a couple--... the pipeline is good. Remember, when an industry is moving so fast as Oil and Gas is, you know, a lot of customers are focused on capital projects rather than well optimization. So that's a challenge which makes the sales cycles longer. But it's also a very interesting solution for them, so we are continuing to pursue that. And the opportunities are looking pretty good.

THANOS MOSCHOPOULOS: Okay. Have you nailed down the pricing strategy for that, or is that kind of still in flux?

AMIN RAWJI: Well, you know, we are still very early in the rollout. It's not like we've captured 10 percent of the market or anything like that.

THANOS MOSCHOPOULOS: Right.

AMIN RAWJI: So the pricing cannot be determined this early in the rollout. Once we have two or three customers in place, I think we can then start to determine what the pricing policy will be.

THANOS MOSCHOPOULOS: Right.

AMIN RAWJI: But right now, we are just rolling with the punches.

GABRIEL LEUNG: Hi. I know it's a bit early, but any comments on what we could expect to see, on the product front, at the next MVP, whether you plan to unveil any new solution-based offerings, or what we can expect in terms of next-generation stuff?

AMIN RAWJI: We are hoping -- and don't take this wrong -- we will not unveil any new things, or any new solutions. Really, the focus for us is to improve our existing products and get them more polished and solving more complicated problems. So what you should expect to see at MVP is a new iteration of ProcessDoctor, a new iteration of ProcessGuard, and you will see a lot more polish and lot more integration between these products. And you will see how Resolution will start to tie all these products together, into what will emerge as an MI3 platform.

GABRIEL LEUNG: Great. Thank you.

NICOLE SAYLER: Thank you for joining us on our first quarter conference call. This concludes the conference call, and we look forward to speaking with you in the coming weeks and months.
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