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Operator

Good morning ladies and gentlemen. Welcome to the Magma Energy Corp. Conference Call with Ross Beaty, Chairman and Chief Executive Officer of Magma Energy Corp. Please be advised that this call is being recorded for instant replay purposes. I would now like to turn the meeting over to Mr. Ross Beaty. Please go ahead, Mr. Beaty.
Ross Beaty, Chairman & Chief Executive Officer
Thank you very much, operator, and good morning ladies and gentlemen and welcome to Magma Energy’s first quarter conference call to summarize our first quarter operating and financial results.
I would first like to draw your attention to the cautionary note at the bottom of our news release that we issued late yesterday regarding forward-looking statements and information and we seek safe harbour on our comments today.
Joining me today are our Vice-President of Operations and Projects, Andrea Zaradic; our Chief Financial Officer, Annette Cusworth; and our Vice-President of Corporate Relations, Alison Thompson. Monte Morrison, Magma’s U.S. Country Manager, is also joining us by phone from Reno and our Vice-President of Exploration, Cathy Hickson, is on the phone from our Maule project in Chile, where she is doing well testing on our third successful slim hole just completed there.
I will start by giving a quick overview of our activities in the first quarter and then turn things over to Annette, Andrea, and Cathy for short comments on our financial, operations, and exploration activities respectfully, and then open the call to questions.

Management’s mission is to become one of the world’s leading primary geothermal energy companies. This is an ambitious goal but it is the strength of our ambitions and our hard work that will enable us to achieve this. We have had an excellent start already.

I want to remind listeners that Magma Energy is only just over two years old as a company. In fact, yesterday we celebrated our first annual general meeting as a public company. From a standing start in early 2008 we have grown into North America’s second largest primary geothermal power company with three producing plants, geothermal power production capacity of 190 megawatts, and very large in-ground geothermal reserves and resources at our development and exploration projects. Magma has raised more than $223 million in equity capital since our inception and we have approximately $275 million in non-recourse long-term debt on our balance sheet associated with our HS Orka purchase and all of which we expect will be repaid from future operating income of HS Orka.

We operate today from three platforms: In Iceland, where our largest production base is and where we have enormous potential to expand operations; in Nevada, where we have one producing operation and twelve active exploration projects; and in Chile and Peru where we have one very large geothermal resource undergoing active drilling and several early-stage high-potential exploration projects. Our management teams in Chile, Nevada, and Iceland are experienced and motivated and this will drive our future growth. 

With our ability now to consolidate HS Orka results we have a much different and a much better and broader balance sheet and income statement. With this, however, comes a great deal of complexity, especially this quarter when we had to do some quite complicated accounting under IFRS and Canadian GAAP rules with three currencies, Icelandic krona, Canadian dollars, and U.S. dollars, and multiple valuations occasioned by our stepwise acquisition. On top of this we had significant upward changes in aluminum prices during the quarter, resulting in material mark-to-market gains on our power purchase contracts with our largest power customer under derivative accounting as well as mark-to-market adjustments on two of our debt instruments that are indexed partly to aluminum prices plus some significant adjustments to our future income tax liability. A number of these accounting complexities are one-time, non-cash items and I expect our future financial statements will be easier to read in future quarters. 
Needless to say, it was nice to report some pretty significant income gains this month but we will have to look to future quarters when our numbers will be easier to comprehend and more meaningful on a comparative basis. To summarize our financial results today I will ask Annette Cusworth to make some comments.  Annette?

Annette Cusworth, Chief Financial Officer

Thank you, Ross.
Magma’s net income for the quarter was $13.4 million or $0.05 per share compared to a loss of $2.7 million or a loss of $0.01 per share for the same quarter last year. The financial results for the quarter include the consolidation of the results of HS Orka since August 17th, the date on which Magma acquired control.

Revenues in the quarter from energy sales totalled $8 million compared to $1 million in the same period last year. Our Soda Lake operation contributed revenues of $1 million while HS Orka contributed $7 million of the revenues for the current quarter. If HS Orka had been consolidated for the entire quarter we estimate that consolidated revenues would have been approximately $15 million.

HS Orka’s revenues are approximately 7 percent higher than in the same period last year. Approximately 46 percent of HS Orka’s revenues are sold under PPAs with prices indexed to the price of aluminum, resulting in higher revenues as aluminum prices increase. The average aluminum price for the three months ended September 30th was $2,107 per tonne versus $1,842 per tonne for the same period last year according to the London Metal Exchange. 

The primary reasons for net income of $13.4 million are gross profits from operations of $1.2 million, Magma’s share of equity income from HS Orka for the period prior to obtaining control of $8.4 million, a gain on the faire value of embedded derivatives in HS Orka’s power purchase agreements of $13.3 million resulting from increasing aluminum prices, and foreign exchange gains of $6 million. This was offset by operating expenses of $3.3 million that primarily related to general and administrative costs of $1.3 million, professional fees of $1 million, and property investigation costs of $0.4 million, a loss on the change in fair value of long-term debt of $5.6 million, interest and other financing costs of $2.4 million and future income tax expense of $3.4 million.

Also included in this quarter’s results are a loss on the re-measurement of the equity interest in HS Orka of $4.9 million offset by a gain on bargain purchase of $4 million. Both this gain and loss relate to the adoption of new Canadian accounting guidance for business combinations. The new guidance is convergent with IFRS and has been early adopted by Magma to effect the transaction of the Company’s results to IFRS. Both the gain on bargain purchase and the loss on re-measurement are based on preliminary fair value evaluations of the assets and liabilities of HS Orka on the date of acquisition and are subject to changes when the valuations are finalized. If HS Orka had been consolidated for the full quarter it is estimated that net income would have been approximately $22.6 million and EBITDA would have been approximately $8.8 million. 

Magma ended the quarter with $46.2 million in cash compared to $25.3 million at our year end. The increase was due primarily to the public offering in July for net proceeds of $41.3 million, proceeds from the credit facility of $9.6 million, cash from operating activities of $12.5 million, and the effect of foreign exchange on cash of $1.3 million. This was offset by cash payments net of cash acquired for the acquisition of HS Orka of $29.5 million, exploration expenditures of $6.3 million, and other capital expenditures of $8.5 million. Magma ended the quarter with working capital of $5.6 million and long-term debt of $275 million.

And, with that, I’ll turn it back to Ross.
Ross Beaty, Chairman & Chief Executive Officer
Thank you very much, Annette.
Regarding Iceland I should also mention that we are seeking to divest a minority stake in HS Orka to some Icelandic investors. We had to wait until some of the political noise in the country diminished, and this was achieved in October when the government published a report from a parliamentary committee that cleared Magma’s purchase using a Swedish subsidiary. Once that happened it’s opened the way to discussions with certain Icelandic investors are we are hoping to conclude such a transaction in the coming months. And this could materially reduce our debt and our ongoing obligations in connection with the purchase transaction. I believe a transaction like this is in both our interest and the national interest of Iceland. It’s, I think, a new opportunity for a win-win deal.

I’m now going to turn to a short review by Andrea Zaradic of our first quarter operating results. Andrea?

Andrea Zaradic, Vice-President, Operations & Projects

Thank you, Ross. 

I’ll first start by giving an update on our Iceland operations and then move on to our U.S. operations.
Starting with Iceland, for the first quarter ending in the 2011 fiscal year—July, August, and September—both the Svartsengi and Reykjanes power plants performed as expected. Svartsengi produced 98 gigawatt hours versus a budget of 105 or 93 percent of budget while the Reykjanes power plant produced 215 gigawatt hours versus a budget of 215 or 100 percent of budget. On a calendar year-to-date basis as of September 30th, Svartsengi produced 364 gigawatt hours or 97 percent of budget while Reykjanes produced 697 gigawatt hours or 100 percent of budget. Both plants on a combined basis have achieved 99 percent of expected production. For the second quarter of fiscal 2011—October, November, December—Svartsengi is budgeted to produce 119 gigawatt hours and is currently tracking to 97 percent of budget while Reykjanes is budgeted to produce 215 gigawatt hours and is currently tracking to produce 100 percent. 
On a year-to-date basis all of the steam turbines at both power plants have undergone five-day annual shutdowns for maintenance and inspection. Most recently, unit #11, which is a 30-megawatt turbine at Svartsengi, was shutdown from August 4th to September 10th after ten years in operation for replacement of a turbine rotor. No major issues were uncovered at that time. Unit #12, which is the second 30-megawatt unit at Svartsengi also was recently shutdown for annual maintenance inspection from September 20th to 24th. No further major maintenance or shutdowns are scheduled for the balance of the calendar year. And we are happy to report that all is as expected and scheduled for both power plant operations. 

Onto the project development front, the 50-megawatt Reykjanes expansion project, testing of well RN-29 commenced on October 4th and is currently underway. The well which was originally drilled to be an injector has demonstrated commercial viability as an injector and has supported the belief that the geothermal reservoir is larger than originally believed. Well testing will continue over the next several weeks to confirm productivity and injectivity indices as well as the overall well field development and operations strategy. All other work on the Reykjanes expansion project is currently at a reduced activity pace pending completion of the ongoing PPA negotiations and project financing. To date, approximately 30 percent of project CapEx has been spent, primarily on the purchase of the turbine generator, condenser, drilling, and some preliminary engineering.

Now onto our U.S. operations at Soda Lake. For the first quarter ending in the 2011 fiscal year the Soda Lake power plant produced 14.1 gigawatt hours versus a budget of 25.8 or 55 percent of budget. On a calendar year-to-date basis the plant has produced 55 gigawatt hours versus a budget of 78 or 70 percent of budget. For the second quarter of fiscal 2011 the plant is budgeted to produce 33 gigawatt hours and is currently tracking to 70 percent of budget. The main reason for the budget shortfall is entirely due to delays in the completion of the phase-one expansion program; however, it is worthy to note that on an annual basis post all phase-one improvements to date that the energy output is, on average, 20 percent higher compared to the same time period in 2009. The plant continues to perform well with an average capacity factor of 90 percent.

Following our last update provided in September I reported that production well 45A33 encountered a scaling problem in the well. The pump was subsequently removed from service for repair and combined with a new scale inhibition program was placed back into service at the beginning of October. The pump is currently producing at a rate of approximately 750 to 800 gallons a minute at 385 degrees Fahrenheit. 

Also as previously reported, we completed the flow testing on a decommissioned well in the field, well 4133, which we have dubbed our steam well. We conducted a pilot test during September and October by incorporating a direct steam contact mixer which combines the steam and a portion of our cooler spent brine and injecting this back into the main production pipeline. The pilot test proved successful and, as a result, we will be ramping up the size of the system to allow for a greater amount of steam and brine utilization for an expected net gain of approximately 0.5 megawatts. This is expected to be fully operational by the end of the year.
In early September production well 41B33 that was completed in August of last year was perforated and deflagrated in the shallow production zone through which the well was originally drilled and cased. Through a series of pressure temperature and spinner surveys we have now reason to believe that the well can be used as a producer. We are in the process of sizing and procuring a pump in order to perform flow tests, which we expect to commence in late December.

Well 25A, which was drilled in early June, has not yet achieved commercial viability as either a producer or injector. Following a series of down-hole tests conducted in September and October we are now preparing to go back into the hole and conduct a long-term injection test in order to establish injectivitiy and opportunity to provide pressure support to this part of the production reservoir.

As the year rapidly approaches to an end we are also eager to wrap up our phase-one efforts, for which we have spent approximately $20 million over a two-year time period. Over half of this was spent on the drilling of the three new wells. Our original goal was to double production from the current level of 60,000 megawatt hours per year to 120,000 megawatt hours per year. Based on results to date without any new drilling we now expect a more realistic (inaudible) of production to be approximately 84,000 megawatt hours per year or an overall net gain of 40 percent. 

Although we are not entirely satisfied with the results to date at Soda Lake concurrent with the tremendous efforts that have been put forth in this program over the last two years, we feel it is prudent to reset and quantify the most attainable goal for Soda Lake given all that we know today. As previously reported, we have also commenced at step-out drilling program in order to assess the potential for any further net gains from the larger field. Preliminary results from this program are encouraging. 

Concurrent with the interpretation of the seismic survey data completed last July and the $5 million DOE co-funding program, our next phase of drilling at Soda Lake will be in conjunction with these funds and with the main objective of providing additional flow to the existing facilities as either make-up wells or replacement wells. We have all necessary environmental permits in place and we expect to apply for the U.S. Department Treasury grant by Q1 of 2011 for the work completed to date on the phase-one program.
And that’s it. Over to you, Ross.

Ross Beaty, Chairman & Chief Executive Officer
Great. Thank you very much for that, Andrea.

As most of you are aware, Magma has several value drivers. One is firm our operations. Obviously we are in business to make money from selling geothermal power to our customers at a profit. We are doing that successfully in both Nevada and Iceland and we hope we can improve our margins in the future through continued focus on cost control and improving our revenues where possible.

In times like this, where most commodities are moving higher for various reasons, it is nice to be partly exposed to a basic industrial commodity like aluminum, since our revenues will grow as the aluminum price increases. But our business is not too leveraged to commodities and so we won’t have the big real revenue swings that commodity companies have, the big gains when prices run higher and the big losses when prices drop, as they surely will in due course. Our business is more stable and predictable than businesses that depend on spot prices in uncertain world markets. And this will become even more so as our power sales that are not indexed to aluminum grow in future as we grow internationally.

Another value driver that I expect we will see as we grow more in future is the value that will come to us from being a global leader in the production of clean, renewable energy. Many producers of electricity powered by oil, gas and coal are being penalized today for carbon emissions, and this is likely to increase in future. I expect Magma’s growing production of clean energy will eventually realize significant financial credits and the larger our production the larger value this will generate in due course. Furthermore, these traditional electricity sources are founded on constantly depleting energy versus the renewable geothermal energy that is founded on the permanent free heat of the earth.
The third value driver is that of successful exploration. A fundamental pillar of our wealth creation strategy is to discover large geothermal resources in the large, high-temperature geothermal regions of the world, reservoirs that we can develop ourselves, joint venture through partnerships, or simply sell to other developers. We have had early success in this effort and I hope 2011 will bring even more dramatic results to build our in-ground geothermal resources even bigger. 

We have a large and experienced exploration team led by Dr. Cathy Hickson, who I will now ask to summarize some of our exploration projects now active. Cathy?

Cathy Hickson, Vice-President, Exploration

Thank you, Ross. Hello everybody.
Yes, I am sitting on one of the very large resources, our Maule property, where I’m speaking to you now. Happy to report that we’ve just finished our MP03 slim hole and we’re now testing the well. Early indications are very favourable. And we’re going to be able to confirm the temperature and the size of the resource that we have here.

So as we complete this phase of our exploration we’re really happy with our results and we’re now starting preparation for large diameter exploration drilling starting in 2011. This drilling will get us deeper into the heart of the reservoir, deeper than we can reach with our current coring rig. Last week we received tenders from five companies and are currently reviewing the submissions. So the next few months are going to be focused on getting us ready and prepared to start drilling early in 2011.

Also in Chile Magma was awarded two new concessions. One is called Tres Puntes and the other is Los Cristales. Los Cristales is actually directly south of our Maule/Pellado concession. So we’re really pleased to get this piece of concession, this exploration lease, and to be able to expand our area around our Maule exploitation concession, because Maule is going to make a fabulous base of our operations. The 90,000 hectare Tres Puntes concession is actually north of Santiago, 800 kilometres north, and it’s in an area where there are many mines and really excellent access. We actually applied for this concession two years ago and we were just awarded it now so we’re really looking forward to getting out there and doing some exploration and, hopefully, coming up with another big reservoir.

We are also participating in the Chilean government bid process, the submission of which is November 23rd, and through that process we’re also hoping to be able to increase our land holdings in some very prospective areas that they have here in Chile. 

In Peru, where I called you from last month, we’ve applied for a large number of concession areas and we’re very hopeful that we will have some of these properties awarded within the next few weeks. And we’re incredibly optimistic about really the resource potential in Peru. Our fieldwork has discovered areas of fumaroles and hot springs that were not previously known and we’re confident that additional field work will continue to identify new and exciting evidence of these large Peruvian geo-thermal systems.  So lots of news from Peru in the future.

In the United States, Andrea has already talked to you about what we’re doing in Soda Lake and I just want to emphasize that what we’re doing is some temperature gradient drilling off to the east of our, essentially our main part of our field, and those results are looking very, very favourable. So putting together all of our geosciences information, our seismic, other types of geophysics and geology, we’re hoping to be able to come up with some really quality drill targets to be working on in 2011.

So back to you, Ross.

Ross Beaty, Chairman & Chief Executive Officer
Great. Thank you very much, Cathy.

So, to sum up, as I said earlier, yesterday we had our first annual general meeting as a public company. It was very well attended and I thank our shareholders for their support. 

This is a long-term game and we are still close to the beginning. The first quarter of 2011 marked the end of an important phase in our growth, that of building our power production through an acquisition rather than waiting to build it through organic development. Despite a lot of political turbulence in Iceland I cannot express enough how pleased and proud I am that we successfully concluded the acquisition of control of HS Orka, a wonderfully managed company in a great country, and a company that is so perfectly suited to our business strategy. I sincerely hope that we will be able to add real value to HS Orka ourselves in years to come for the benefits of its employees, communities, and the Icelandic nation. I also want to thank the many Icelanders who supported us in this transaction, from many of the government ministries, from all of the municipalities where we operate, from the banks, both international and Icelandic, who supported us, and from many, many individuals. 

We will now turn our attention to growing our power production through organic exploration and development, expanding HS Orka’s projects and Soda Lake’s, advancing Maule towards the feasibility study, and carrying out early-stage exploration at our other assets and newly-acquired ones. I look forward to reporting regularly on how we do this in the future and in the meantime appreciate the support of our shareholders, analysts, communities and countries where we work and all our employees who make it all possible.

Operator, I would now like to open the call to questions. Thank you all again.
question and answer session

Operator

Thank you. Questions will now be taken from the telephone lines. If you have a question and you are using a speakerphone, please lift the handset before making your selection. If you have a question, please press star one on your telephone keypad. If at any time you would like to cancel your question, please press the pound sign. Please press star one at this time if you wish to ask a question. There will be a brief pause while the participants register. Thank you for your patience.

The first question is from Jeremy Mersereau.  Your line is now open; please go ahead.

Jeremy Mersereau, National Bank Financial
Good morning everyone. Just wondering if you could give me an update on those PPA negotiations at HS Orka. The release says that there’s still no hearing date but I don’t know if you can provide any more on that.
Ross Beaty, Chairman & Chief Executive Officer
Oh, you mean a hearing date for the arbitration which we have right now?

Jeremy Mersereau, National Bank Financial

That’s right.

Ross Beaty, Chairman & Chief Executive Officer
Yes, we do have hearing dates that are going to extend in early 2011 or mid 2011, early to mid 2011, as the process goes. And so that’s very much active and underway. And, you know, we are still working, I would say kind of quietly and informally, to try to resolve points at dispute with Nordural on, ah, trying to really resolve the situation and work with the government and the people in the region to get the Helguvík smelter going again. 
We are only one piece of the puzzle. There’s other players that Nordural has to negotiate with other power suppliers and other issues that have to be resolved to make it happen again, least of which is their own finances (inaudible) with respect to a banking syndicate for the expansion project. So we’re just part of this but there is a government push and we support it very much to have the smelter going and project going and so we are hopeful we will have these results with or without the arbitration proceeding.

Jeremy Mersereau, National Bank Financial

And I guess a follow up to that is just wondering does that mean then that you’re still going to go with the expansion until that point or will you take a wait-and-see type stance before that point?

Ross Beaty, Chairman & Chief Executive Officer
Oh, no, we absolutely will have to have a long-term power purchase agreement signed before we would embark on any expansion, you know, really get going on the expansion. And, furthermore, we have to put together the financing to enable the expansion to happen, whereas we have spent most of the equity investment that should be needed for this, ah, we still would have to put together that package, the banking package that would enable us to complete the project in an orderly fashion.

Jeremy Mersereau, National Bank Financial

So I guess it’s safe to assume then from now until then you won’t be spending too much on the expansion.

Ross Beaty, Chairman & Chief Executive Officer
That is absolutely correct. Now there are other potential power, large power customers that we are talking to as an alternative or as a supplement I should say to Nordural and really for us the first time we execute a contract that requires us to deliver power that we can finance against them, I would say that will be the date that we’d like to get going on the next phase expansion. And it can’t come soon enough for us.

Jeremy Mersereau, National Bank Financial

Great. And getting back to the subscription receipts, is that deadline moveable? If you’re still in the process of negotiating for the sale of the portion of the HS Orka, is that, ah, is it safe to assume then we might see an extension of that deadline?

Ross Beaty, Chairman & Chief Executive Officer
Yes, I think it’s something that is certainly a possibility. We have other possibilities too but I think it’s very much something you can assume we are working hard on and trying to really sync this together between those payments and the introduction of a new investor into HS Orka. And trying to make it one transaction rather than two or three.
Jeremy Mersereau, National Bank Financial

Okay. And just I guess follow up from the previous call, wondering if you’ve got any updates on the potential U.S. listing you mentioned last time. You said it might happen sometime this winter. Is there anything different there?

Ross Beaty, Chairman & Chief Executive Officer
No, that is still very much part of our game plan. This is a work in progress. We’ve been absolutely buried by the—and let me also, I really neglected to express my appreciation to Annette, our relatively new CFO here who’s had a baptism by fire after joining us with the tremendous complexity that was occasioned by the step-wise acquisition of HS Orka. So she’s just surfacing this morning from that enormous effort and tug-of-war with all the different accounting standards that she’s had to deal with, currencies, and all the derivative issues that have resulted from the HS Orka transaction. We simply didn’t want to give her extra burden with looking at the issues of financial disclosure for a U.S. listing, but we will soon work on that again, turn our minds to it again and some of the other issues involved with the U.S. listing. It’s a work in progress. I think that’s the safest way to put it right now. But we definitely have that intention. It’s very much part of our business plan.
Jeremy Mersereau, National Bank Financial

Great. And my last question here is again on the previous call you said you might have a little bit more colour on your CapEx plan for next year. I’m assuming some of this planning might wait until you are able to secure maybe partners or JV partners for your projects but is there any more colour you can add to that?

Ross Beaty, Chairman & Chief Executive Officer
No, Jeremy, you hit it on the nose. We really aren’t. We haven’t put together a budget for 2011 yet, although it’s an active project right now. There’s a number of moving parts and you hit it right on the nose, one is of course Iceland, what we do there, another one is Chile, what we do there, because that would be a very large, very capital intensive program in order to develop the sufficient amount of power to confirm construction of, initially we’re targeting a 50-megawatt power plant there, and that’s an all-or-nothing in terms of the fact that we’ll have to have the capital all raised ahead of time one way or another to get that going. And if we, you know, until we have it done we won’t be spending very much money at Maule specifically. But, of course, we hope we can get the program going as soon as possible and spend an enormous amount of money there because that’s going to result in a successful project there for us and advancement of the project quickly, which is our objective. So it’s a bit of a moving target right now. 

The next quarter is going to definitely, I think, bring clarity to those two major projects of ours, which would be the largest expenditures for us in 2011, and in the meantime in Nevada we’re plugging away with Soda Lake. Of course we’re going to try to get some capital back from the project through the application for the treasury grant of 30 percent of the $20 million we’ve invested to date. We would be pulling that back and then recycling it into further U.S. exploration and development both around Soda Lake and in our other projects there. And that’s the intention there.
Jeremy Mersereau, National Bank Financial

Great. Thank you very much.

Ross Beaty, Chairman & Chief Executive Officer
Not at all. Thank you for your questions.
Operator

Thank you. The next question is from Veny Aleksandrov with Pritchard Capital Partners. Please go ahead.

Veny Aleksandrov, Pritchard Capital Partners

Good morning. It’s great to finally see the numbers consolidated.
My first question about Soda Lake following Andrea’s comments, help me understand, so you had $20 million CapEx for phase one, now you’re in the middle of phase two, do you still have CapEx dedicated for phase two or are you just going to stop here, analyze the tests and then you’re going to decide?

Andrea Zaradic, Vice-President, Operations & Projects

Well I think, Veny, Ross partly answered that question, that we’re right now in the process of doing budgets for next year. What we’re trying to—basically the message I was trying to deliver here is we are trying to minimize our expenditures at Soda Lake based on all that we’ve done to date and get our production up to that 40 percent figure for the 84,000 megawatt hours a year, which we feel is much more realistic based on what we’ve accomplished and what we know to date. 

As far as the next phase of CapEx and development, that’s what we’re working through right now, and that’s going to be partly done or I should say at this point entirely done in conjunction with the DOE funding. So we have to develop a plan going forward concurrent with the DOE because any expenditures that we do on the step-out and the expansion at Soda Lake will be done with input from the DOE and the money from that program.
So I don’t have a definitive answer for you yet in terms of exactly what our plan is for CapEx expenditures for the next development front at Soda Lake.

Veny Aleksandrov, Pritchard Capital Partners

Thank you. And my second question: Are there any details that you could share with us on a potential power purchase agreement in Chile?

Ross Beaty, Chairman & Chief Executive Officer
No, not right now, Veny. We are—of course that is another key ingredient to making that a successful project. We have had many initial discussion with the two, especially with the two large utilities who operate in the area, one operates on the north side of our Maule boundary and the other one operates sort of on the west and the southwest side of it, Endesa and (inaudible) Energy specifically, and those are going to be ongoing. We have engaged an advisor in Chile to help us with those discussions and you can assume that that’s a very active discussion for us right now. These are long-term discussions; we don’t expect anything in the coming weeks but certainly in the coming months.
Veny Aleksandrov, Pritchard Capital Partners

Thank you so much.

Operator

Thank you. The next question is from Steven Li with Raymond James. Please go ahead.

Steven Li, Raymond James

Hi. The phase-one Orka expansion, so the first 50 megawatts, I just want to clarify your earlier comments, Ross. So are you proceeding with that or are you going to wait for the PPA?
Ross Beaty, Chairman & Chief Executive Officer
We are going to wait for the PPA.

Steven Li, Raymond James

So you can’t, you wouldn’t be able to sell that power to somebody else if somebody else comes along?

Ross Beaty, Chairman & Chief Executive Officer
Yes, if somebody else comes along we can assume we’ll take 50 megawatts over the long-term in a fashion that will allow us to complete the capital, putting together the capital for the project, we would absolutely do that. And there are parties like that, Steven, we just haven’t signed up a deal with them yet, but we have had many negotiations with various parties.

Steven Li, Raymond James

Okay, good. And also on the U.S. progress, just looking for an update: Have you been using the $5 million grant on McCoy?

Ross Beaty, Chairman & Chief Executive Officer
We are obviously working hard on that right now. We have had, ah, we currently plan on a temperature—Cathy, maybe help me on this one? Is the temperature gradient program planned at McCoy?

Cathy Hickson, Vice-President, Exploration

Yes, we’re permitting all of the well sites and whatnot and that will be starting basically in 2011. What we’re doing right now is we’ve done the geophysics and a number of other—we’re working on the geological work. And essentially what you do is the DOE grant is worked in phases, so you complete a phase and then you request the money back and then you do the next phase. So we’re working away. But the gradient program will be starting in 2011. Next year. A couple of months from now actually.

Ross Beaty, Chairman & Chief Executive Officer
Thanks, Cathy.

Steven Li, Raymond James

And, Cathy, would you still be able to qualify for the 30 percent cash grant or that window is closed?
Oh, Steven, I can answer that one. Our plan right now is of course to use that for Soda Lake but because you need to spend 5 percent of our capital of full development we will not be able to use that elsewhere in Nevada unless it is extended. Of course the other incentives are there. As long as you’ve got a project up and running by 2014 you have the ability to use the producer tax credits and other relief that exists and has been around for many years.

Steven Li, Raymond James

Okay, great. Thanks.

Operator

Thank you. The next question is from Varun Choyah with Wellington West Capital. Please go ahead.

Varun Choyah, Wellington West Capital

Good morning. I’m actually calling on behalf of Sean Peasgood. Just a couple quick questions here with regards to the consolidated transaction that appears on your balance sheet. Can you highlight how much of Orka’s cash position is now reported as (inaudible) overall cash position?

Annette Cusworth, Chief Financial Officer

I can take that, Ross. At September 30th it’s about $7 million.

Varun Choyah, Wellington West Capital

Okay, perfect. Thanks. And moving on to the Iceland expansion, I know in the last quarter you reported that you were waiting for permitting from, I guess, the Orka fund, because they were awaiting results from the recent exploration activities. Did you guys get that permit or is it still pending? Can you provide some colour on that?

Ross Beaty, Chairman & Chief Executive Officer
Yes, we certainly can. We were hoping to have sort of the final meeting with Orka (inaudible) last Monday or Tuesday I think and unfortunately the key person was out of the country and is still out of the country. He was out of the country for two weeks and he won’t be returning back until next week. So we’re hoping to have our final meeting with that person that would pave the way to approval of the permit.

Varun Choyah, Wellington West Capital

And would that be—are we talking about weeks or months or...?

Ross Beaty, Chairman & Chief Executive Officer
We’re talking weeks.  We hope weeks.

Varun Choyah, Wellington West Capital

Okay. Thanks for that. I know that you don’t really have your finalized 2011 CapEx estimates but I guess another way to approach that is can you provide any sort of colour on the number of slim holes that you’re going to drill for the various properties in Chile and Peru?

Ross Beaty, Chairman & Chief Executive Officer
No we can’t. All of our drilling activities and, quite frankly, all of our exploration activities are completely tied to the budgets that we will be approving and we haven’t, we haven’t finalized those yet so we can’t talk about exactly what we’re going to be spending and where and how, but the minute we have it done we will certainly be happy to do that. And certainly by the next conference call in late January/February we’ll have all that information for you.

Varun Choyah, Wellington West Capital

Okay, perfect. That’s all I’ve got.

Cathy Hickson, Vice-President, Exploration

Maybe I could just add—in Peru you have a three-year permit. You have two years to do your surface exploration and the third year is your drilling year. So it would be very unlikely that we would be doing any drilling in Peru in 2011.
Ross Beaty, Chairman & Chief Executive Officer
Thank you, Cathy.

Operator

Thank you. The next question is from Matt Gowing with Mackenzie Research Capital. Please go ahead.

Matt Gowing, Mackenzie Research Capital 

Thanks. Good morning everyone and congratulations on a strong cash flow generation quarter from HS Orka. Question on Mariposa: So you’ve completed your third slim hole there, I’m wondering how many wells is it going to take before you can negotiate a partnership with a partner on that project. Is it going to be five slim holes or ten or something like that? Could you discuss that please?

Ross Beaty, Chairman & Chief Executive Officer
Sure. Because we are in discussions right now with a couple of potential partners and we don’t think we’ll need to do any more slim holes. The next phase at Maule will be, and we are currently planning and budgeting for all of this, large diameter exploration holes, which, if they’re successful, can be converted to production wells right away with no additional work.
Matt Gowing, Mackenzie Research Capital 

Okay. And then how many of the large-diameter wells would you have to complete before a partner really agrees to a long-term partnership with you?

Ross Beaty, Chairman & Chief Executive Officer
That’s the question that is the question of the day right now for us. We’re hoping that we can bring a partner in right now that would actually finance and allow us to drill those starting early in the new year.

As we said, we have tendered a large diameter drill program to a number of drilling companies, we’ve had the bids come back to us, five companies bid on the job and they’re all more or less in very much competitive territory and we are hoping to carry out that program as soon as possible in the new year.

Matt Gowing, Mackenzie Research Capital 

Great. And then over to Iceland, your lease talks about alternative sources of funding being considered to fund the $25 million payment that’s due November 30th. When you say alternative sources of funding are you exclusively referring to trying to get a partner in and selling off a minority interest of HS Orka to finance that? Is that what you’re referring to?

Ross Beaty, Chairman & Chief Executive Officer
That’s primarily what we’re referring to but there are other alternatives as well.

Matt Gowing, Mackenzie Research Capital 

Okay. Thanks very much.

Operator

Thank you. Once again, please press star one if you have any questions or comments.

The next question is from Gus Hochschild with Mirabaud Securities. Please go ahead.
Gus Hochschild, Mirabaud Securities

Good morning. Just one question if I may about the potential sale of a majority stake, if I heard you correctly, in Orka. 

Ross Beaty, Chairman & Chief Executive Officer
No, you didn’t. No. I certainly did not say that. I said a minority stake.

Gus Hochschild, Mirabaud Securities

All right. No, because I was just wondering if that would be a slightly regressive step. So that’s completely killed the rest of my question.

Ross Beaty, Chairman & Chief Executive Officer
Thank you very much.

Gus Hochschild, Mirabaud Securities

Okay. Thank you very much.

Operator

Thank you. The next question is from Tom Daniels with Stifel Nicolaus. Please go ahead. 

Tom Daniels, Stifel Nicolaus

Good morning, Ross and team. Thanks for taking my question. Just a quick one maybe that Annette could answer. 
It looks like, you know, cost of energy production is a little bit higher from what I had thought it would be, you know, kind of leading to a lower gross margin. Was that kind of quarter specific with, you know, taking some of the turbines down in HS Orka, etcetera, or is this kind of a gross margin (inaudible) going forward?
Andrea Zaradic, Vice-President, Operations & Projects

Hi, it’s Andrea Zaradic on the operations side. I think I can answer that question. 
You actually alluded to the reason and it’s primarily due to the downtime of the turbines and lower productivity, which on a unitized basis will increase the cost slightly.

Tom Daniels, Stifel Nicolaus

Okay. Do you think you’ll be able to get back up into that, you know, maybe low 30 percent range moving forward?
Andrea Zaradic, Vice-President, Operations & Projects

Oh, yeah, absolutely. I mean this shutdown was a major, major shutdown that occurred from August to September and it was actually, ah, it extended a little bit longer than what was originally planned, one week longer than originally expected. It’s the first major shutdown that’s occurred in ten years on that particular unit so we don’t expect to see that again for at least another ten years. And the annual maintenance schedules, as they are, are fairly low key and they’re all budgeted into production forecasts for next year. So I see no issue with that.

Tom Daniels, Stifel Nicolaus

Okay, great. Thank you very much.  I don't know who could answer this question, just in regards to the change in the fair value of the derivative. You know, obviously that was a $13.3 million gain this quarter. I was wondering if you could kind of talk about what it was last year to maybe enable me to back into how the change in aluminum prices checks or actually like changes that fair value derivative. Maybe try to explain that a little bit if possible.
Annette Cusworth, Chief Financial Officer

I’ll try and take that one on. The fair value of the derivative is based on the forward curve, so you can’t even really do it at a spot price of aluminum, you have to go forward out for the contract term. 
I haven’t got the U.S. equivalent of the amount that Orka recorded last year handy but I think last year they also recorded gains as aluminum prices were increasing. We saw last quarter where aluminum prices, the forward curves dropped a little bit and we took a loss on the curve last quarter. So it’s very much just driven by the forward curve of aluminum.

Ross Beaty, Chairman & Chief Executive Officer
You know, we’ve got plenty of information on this of more detail and I might refer you to Alison Thompson at our office in Vancouver for further information, because she’s got a mountain of data and a bunch of sensitivities that we’ve done and you’d be more than welcome to have a look at that.

Tom Daniels, Stifel Nicolaus


okay, great. Thanks, Ross, I appreciate that. Actually, you know, Alison presented at the conference last week and had some commentary about electricity rates in Chile, which seemed pretty encouraging from me. Could you, Ross, maybe talk a little bit about electricity rates in Chile and Peru? And, you know, obviously you don’t have any PPAs yet but what is around the right rate you think you might be able to get in those two regions?

Ross Beaty, Chairman & Chief Executive Officer
Okay, very good. Very good question. Obviously our profitability is derived from the delta between the revenue off the PPA electricity price and the cost of production. Chile, I could go on for quite a while here but I’ll try to cut it short, because we’re right in the throes of this at the moment looking at the whole Chilean energy market in the context of trying to work out a PPA for Maule. 

It’s a very distressed market in general terms. It doesn’t have any fossil fuels. Some of the big plants that were projected to come on stream for electricity generation this next period, this decade and the next decade, are from hydro and from gas and coal plants. Coal plants on the coast and hydro in the south. And these are all—many of these big projects have been counselled or are under real threat, for environmental reasons mainly and some political reasons. And so the Chilean power market continues to be tight. The demand is going off the chart for the mining industry and other industries in Chile. It’s a very active, very strong economy right now. So that’s the basic fundamentals of the market. Constrained supply, rapidly-growing demand causing prices to generally trend higher at a pretty sharp pace.

Inside that there’s also, to our benefit at least, there’s a push by the Chilean government for more renewable energy. A push away from fossil fuels, from polluting forms of electricity generation into renewables. And they know that Chile is a geothermal country and they’re pushing the geothermal industry to build itself bigger. It’s starting to become part of the energy mix in Chile. And they’ve given a $25 per megawatt premium for renewable energy that is payable by utilities and their customers, two renewable energy sources. So we have that in our pocket when we go into these discussions over the spot price, which is going to be, you know, in the $80 to $90 range, on top of that we’ll be looking at another $25 to get to a PPA in the range of $110, $115, $120 per megawatt hour. So those are what we’ll be looking for and our advisors say that that’s absolutely consistent with existing deals in Chile. 

Moving to Peru, it’s a rather more complex picture in Peru because Peru has lots of its own gas, unlike Chile, but it’s being constrained in getting that gas to markets where they can build gas turbines and generate gas powered electricity in the cities and places like that. And in the areas in the south where there’s a very active and growing and mining industry and there’s refineries and smelters, again, very rapid demand for power, but that’s not where the gas is going to and that’s not where the hydro is, and so they’re, again, constrained markets in those areas for new mines and new developments. And those are the areas where we have our projects.

 So the most likely scenario at present for us in Peru to the extent that we can confirm that we have large electricity supply sources and geothermal reservoirs in the south of the country that will be found through our exploration activities will be direct-use contracts between our operations direct to a developing end user, be it a mine or a smelter or a refinery or otherwise, much the same as we are doing in Iceland today. Direct PPA with an end user. We would then of course have to deal with transmission and location is very important to that end and line losses and so forth, so it’s a rather more complicated picture in Peru. Having said all of that, it’s not going to be an issue for at least the next couple of years while we do this early-stage exploration and discovery process and quantify what we have and where we have it. And then we can step in and negotiate with potential users.

I would say finally that the power price in Peru is likely to be somewhat less than it is in Chile but we’ll wait and see when the time comes to actually get into the trenches with a buyer of our power.

Tom Daniels, Stifel Nicolaus

Got it, thanks. Really appreciate that detail, Ross. That’s it for me.

Operator

Thank you. Once again, please press star one if you have any questions or comments. The next question is from Mac Whale with Cormark. Please go ahead.

Mac Whale, Cormark Securities

Hi. Just if someone could take me through the reconciliation on the EBITDA number with the disclosure you’ve given in the income statement, I just want to make sure I’ve got that calculation correct. 

Annette Cusworth, Chief Financial Officer

I think, ah, if you want to go through in detail you could maybe give me a call later, but essentially we add back all the non-cash charges to the net income except for foreign exchange. So you might be getting a difference on the inclusion of foreign exchange gain.

Mac Whale, Cormark Securities

Okay. So everything but the $6 million on the foreign exchange gain?

Annette Cusworth, Chief Financial Officer

Yes.

Mac Whale, Cormark Securities

Okay. And then that will give me the number—I’m wondering, there’s two numbers you gave, one is with the 15 million if you had consolidated everything July 1 you came up with a number of 8-something.

Annette Cusworth, Chief Financial Officer

Yeah. Our typical EBITDA that we’re seeing from HS Orka is about $5.5 to $6 million a quarter. So essentially it’s half of that added to the EBITDA that we recorded for the $5.9 million.

Mac Whale, Cormark Securities

Okay. Secondly, just on the turbine you received in Iceland, is there a warranty issue related at all to that being sort of in storage so to speak? And I’m wondering what the terms of that are, whether that will be still valid by the time this gets built.

Andrea Zaradic, Vice-President, Operations & Projects

Well the way the contract has been set up, Mac, is there’s a balance payment of 10 percent remaining on the turbine once it’s placed in service then it’s achieved its, you know, its performance criteria. The unit is in storage, it is being looked after properly, but the warranty will kick in when it goes into production.

Mac Whale, Cormark Securities

Okay. So there’s, I guess, just a normal—you on your end have to do proper storage in order for them not to sort of push back if there’s an issue on performance.

Andrea Zaradic, Vice-President, Operations & Projects

That’s right. And, you know, I really want to stress that we have, through HS Orka, a very, very good relationship with Fuji. We’ve been one of their top customers on these particular units so we work with them very closely on that.

Mac Whale, Cormark Securities

Okay. And then just the last thing on, you know, the government of Iceland came out with the ruling on the acquisition specifically, which was good news; now they did, in the disclosure you guys provided you did talk about them reviewing the whole energy policy and they were supposed to do that by the end of the year. I’m wondering have you heard anything on the work on that or the timing of that, when to expect anything?

Ross Beaty, Chairman & Chief Executive Officer
Sure. Of course we’re very—it’s, you know, because Iceland is a relatively small country we are pretty good communication, I think, with the government on matters that are important to us, and as far as we know this discussion has been wound down somewhat and we haven’t heard that there’s anything that’s going to come out by the end of the year. 

We did, of course we’re very satisfied with the government’s formal ruling and, as far as we understand it, the committee that is reviewing all of these things is actually, has actually been, um, I wouldn’t say disbanded, but it’s not terribly active right now. And we hope that, you know, there won’t be any further action taken that would be negative to our interests. Because we’re the only private energy company in Iceland it’s, I think they’re trying to make policy that works for the whole country and not just directed against one company or in favour of one company and so it’s a little, you know, it’s like everything, it’s a matter of politics when things like this are being done. This was a very political statement that was made back in August, or July I guess it was, and we hope that it is going to remain quiet and allow us to get on with the business of making the Company as good as it can be for itself and for Iceland.
Mac Whale, Cormark Securities

Okay. And then, Ross, just from a policy point of view in terms of selling a minority stake, are you aiming to do that at the equivalent cost that you acquired? And what size a stake are you aiming to sell?
Ross Beaty, Chairman & Chief Executive Officer
Right. The principal we’re going in on this discussion is to divest a minority stake, meaning something 10 or 20 or 25 percent, something in that range, to a good investor who will be good not just for us but for Iceland and good to neutralize some of this political noise that’s developed over time to help the government in its objectives and our principal will be that we seek neither to make a profit on the transaction nor a loss. So it will be to the extent we can quantify exactly what our entry cost is we are willing to divest this position to the right investor for exactly that cost.

Mac Whale, Cormark Securities

Okay. So it would just be—there would be a transactional cost that you would bear but other than that the expectation is it would be on par.

Ross Beaty, Chairman & Chief Executive Officer
Thank you.

Mac Whale, Cormark Securities

Okay, thank you.

Operator

Thank you. The next question is from John McIlveen with Jacob Securities. Please go ahead.

John McIlveen, Jacob Securities

Thank you and good morning. Just a couple accounting questions. On the foreign exchange we have the gain of $6 million but unrealized portion of $4.6 million, leaving realized $1.4 million. What does that relate to?
Annette Cusworth, Chief Financial Officer

That relates to currency movements on a whole number of things, including our debt, our cash, and all of our different accounts payable and receivables.

John McIlveen, Jacob Securities

Yes, I just wondered what triggered it to put it into a realized position as opposed to the usual unrealized position.

Annette Cusworth, Chief Financial Officer

A portion of the realized was related to the ISK paid in our transaction to acquire HS Orka.

John McIlveen, Jacob Securities

Okay.

Ross Beaty, Chairman & Chief Executive Officer
It’s a little confusing, John, because, as you know, there’s been a tremendous amount of currency movement in the last three months between the Canadian dollar, the U.S. dollar, euro, the ISK, and then of course the ISK has an official rate that has been bouncing a fair bit between 125, 111, which is where it is today, and then there’s an offshore market and it’s been, ah, it’s in the context of all of that that we’ve had to come up with this final foreign exchange gain (inaudible) last quarter.

John McIlveen, Jacob Securities

Okay. Next question on the balance sheet, we have short-term and long-term currency and interest rate swaps. Again, are these derivative-like over the extent of some contracts or are they actual cash amounts owing by specified date, i.e. like contracts?
Annette Cusworth, Chief Financial Officer

That’s a derivative contract that HS Orka entered into quite a number of years ago with a bank that subsequently went bankrupt in the Icelandic crash. So that contract continues to exist but it’s only a derivative contract and until the contract is terminated we don’t actually have any cash payments required.

John McIlveen, Jacob Securities

Okay. So that amount may or may not happen and I would take that to be the same for the next line there below market contracts HS Orka.

Annette Cusworth, Chief Financial Officer

Yeah, the below market contracts is our current valuation of the existing contracts at HS Orka. 
As we go through our business culmination accounting we have to fair value all of the assets and liabilities on HS Orka’s books and we compare the market terms of the contracts today versus the actual signed contracts and determine whether they’re below or above current market terms. And in the case of those contracts they’re below market.

John McIlveen, Jacob Securities

So basically all three may or may not happen then.

Annette Cusworth, Chief Financial Officer

They are all like a derivative fair value concept.

John McIlveen, Jacob Securities

Right. Okay, thank you very much.

Ross Beaty, Chairman & Chief Executive Officer
Okay, John. Excellent question I will say. Nice going. You actually read this stuff. And you understand it much more than I do. This is all gobbledygook to a poor geologist like me.

Operator

Thank you. Once again, please press star one if you have any questions or comments.

We have no further questions registered at this time. I’d now like to turn the meeting back over to Mr. Beaty.
Ross Beaty, Chairman & Chief Executive Officer
Thank you, operator, and thank you all. I will now call the meeting to an end. Thank you very much.
Operator

Thank you. The conference has now ended. Please disconnect your lines at this time. We thank you for your participation
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