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Emerald Bay Energy Inc.

Statement of Financial Position

Assets

Current assets
Cash
Short-term investments
Trade and other receivables
Prepaid expenses and deposits
Total current assets

Due from related parties (note 13(a))
Equity investment in PRI (note 6)

Exploration and evaluation assets and other intangible assets (note 8)

Property and equipment (note 7)
Total assets

Liabilities
Current liabilities
Bank indebtedness
Accounts payable and accrued liabilities
Bank loan (note 11)
Current portion of long-term debt (note 14(b))
Financial contract (note 15(c)(i))
Total current liabilities

Long-term debt (note 14(b))
Financial contract (note 15(c)(i))
Decommissioning liabilities (note 10)
Total liabilities

(Deficit) Equity

Share capital (note 12(b))
Warrants (note 12(c))
Contributed surplus (note 12(f))
Deficit

Total (deficit)

Total liabilities and (deficit) equity

Commitments (note 14)
Subsequent events (note 17)

The notes are an integral part of these financial statements.

March 31, 2011 December 31, 2010 January 1, 2010
$ $ $

- 38,334 142,728

49,707 50,989 55,864
902,917 732,805 970,257
14,965 35,582 64,212
967,589 857,710 1,233,061
46,990 51,373 63,238
239,876 226,272 -
25,081 25,081 11,835
3,979,326 4,033,093 4,709,113
5,258,862 5,193,529 6,017,247
58,026 - -
2,523,445 2,596,818 2,616,909
3,225,000 3,275,000 2,935,019
22,386 22,075 13,079
159,518 3,278 -
5,988,375 5,897,171 5,565,007
84,272 89,989 67,919
246,439 150,488 -
243,078 239,316 237,963
6,562,164 6,376,964 5,870,889
6,897,656 6,619,116 5,830,596
62,073 13,336 102,083
968,674 962,321 766,924
(9,231,705) (8,778,208) (6,553,245)
(1,303,302) (1,183,435) 146,358
5,258,862 5,193,529 6,017,247




Emerald Bay Energy Inc.

Statement of Comprehensive Loss

For the three month period ended March 31, 2011 and 2010

Revenue
Petroleum and natural gas revenue
Royalties

Operating expenses

Exploration and evaluation expenditures
Production and operating expenses
Depletion, depreciation and amortization
General and administrative

Results from operating activities

Finance expense

Interest income

Interest expense

Foreign exchange loss

Accretion of decommissioning liability (note 10)
Net finance expense

Other income and expenses

Unrealized loss on financial contract (note 15(c)(i))
Equity income on investment in PRI

Oil and natural gas derivative income (note 15(c)(i))
Net other income and expenses

Net loss before income taxes

Income taxes

Future income tax recovery

Net loss and comprehensive loss after income taxes
Deficit, beginning of period

Deficit, end of period

Basic and fully diluted earnings per share (note 12(g))
Weighted average number of common shares outstanding during the period

The notes are an integral part of these financial statements.

March 31, 2011 March 31, 2010
$ $

259,954 422,383
(34,184) (96,565)
225,770 325,818
2,145 -
147,961 144,313
93,248 122,979
301,812 357,199
(545,166) (624,491)
(319,396) (298,673)
(2,114) -
44,268 31,935
3,599 5,229
2,244 2,649
(47,997) (39,813)
(252,190) 102,060
13,604 -
49,982 (24,520)
(188,604) 77,540
(555,997) (260,946)
102,500 162,500
(453,497) (98,446)
(8,778,208) (6,553,245)
(9,231,705) (6,651,691)
(0.01) (0.00)
63,555,895 46,659,446



Emerald Bay Energy Inc.

Statement of Changes in Equity
For the three month period ended March 31, 2011 and 2010

Contributed

Share capital Warrants surplus Deficit Total equity
Balance, January 1, 2010 5,830,596 102,083 766,924 (6,553,245) 146,358
Issuance of equity instrument 400,000 - - - 400,000
Tax effect of flow-through shares (162,500) - - - (162,500)
Share issue costs 2,147 - - - 2,147
Loss for the period - - - (98,446) (98,446)
Balance, March 31, 2010 6,070,243 102,083 766,924 (6,651,691) 287,559
Balance, December 31, 2010 6,619,116 13,336 962,321 (8,778,208) (1,183,435)
Funds received pursuant to prior year
private placement 60,000 - - - 60,000
Shares issued as consideration for
lease acquisition 42,625 - - - 42,625
Issuance of common shares 67,000 - - - 67,000
Issue of flow through shares 308,185 - - - 308,185
Tax effect of flow-through shares (102,500) - - - (102,500)
Issue of warrants (48,737) 48,737 - - -
Share issue costs (48,033) - 6,353 - (41,680)
Loss for the period - - - (453,497) (453,497)
Balance, March 31, 2011 6,897,656 62,073 968,674 (9,231,705) (1,303,302)

The notes are an integral part of these financial statements.



Emerald Bay Energy Inc.

Statement of Cash Flows

For the three month period ended March 31, 2011 and 2010

Cash provided by (used in):
Operating activities
Net loss for the period
Adjustments for:
Depletion, depreciation and amortization
Net finance expenses (including accretion)
Equity pick-up on investment in PRI
Unrealized gain on financial contract
Future income tax recovery

Change in accounts receivable
Change in prepaid expenses and deposits
Change in accounts payable and accrued liabilities
Change in due to related party
Net cash (used in) operating activities

Investing activities

Property and equipment expenditures

Proceeds from sale of investment in PRI

Change in short-term investments

Change in accounts payable and accrued liabilities
Net cash (used in) generated from investing activities

Financing activities
Proceeds from issuance of common shares, net of issue costs
Receipt of related party receivable
Receipt of bank loan
Repayment of bank loan
Repayment of long term debt
Change in working capital
Net cash generated from (used in) financing activities

Change in cash
Cash, beginning of period
(Bank indebtedness) Cash, end of period

The notes are an integral part of these financial statements.

March 31, 2011 March 31, 2010
$ $
(453,497) (98,446)
93,245 122,979
2,244 2,649
(13,604) -
252,191 (102,060)
(102,500) (162,500)
(221,921) (237,378)
(170,112) (682,042)
20,617 (3,657)
47,453 712,725
4,383 -
(319,580) (210,352)
4,665 (82,875)

- 217,111

1,282 -
(120,826) -
(114,879) 134,236
333,505 (2,147)
- 3,203
450,000 -
(500,000) (60,019)
(5,406) (3,226)
60,000 -
338,099 (57,895)
(96,360) (134,011)
38,334 198,592
(58,026) 64,581




Emerald Bay Energy Inc.

Notes to the Financial Statements
For the three month period ended March 31, 2011

1

Reporting entity

Emerald Bay Energy Inc. (the “Company”) was incorporated under the Business Corporations Act
of Alberta on May 9, 1997 and is listed on the TSX Venture exchange. The Company is engaged
in the exploration for and development of petroleum and natural gas properties principally in
Alberta and Texas and is developing a lateral drilling technology. The Company is listed on the
TSX Venture Exchange under the symbol “EBY.V”. The Company’s registered head office is
located at Suite 3, 4015 — 1 Street South East, Calgary, Alberta, Canada T2G 4X7.

Basis of presentation

Statement of compliance:

The Company prepares its financial statements in accordance with Canadian generally accepted
accounting principles (“Canadian GAAP”) as set out in the Handbook of the Canadian Institute of
Chartered Accountants (“CICA Handbook”). In 2010, the CICA Handbook was amended to
incorporate International Financial Reporting Standards, and requires publicly accountable
enterprises to apply such standards effective for years beginning on or after January 1, 2011.
Accordingly, the Company has commenced reporting on this basis in these condensed interim
financial statements. In the financial statements, the term “Canadian GAAP” refers to Canadian
GAAP before the adoption of IFRS.

These condensed interim financial statements have been prepared in accordance with
International Accounting Standards (“IAS”) 34: Interim Financial Reporting using accounting
policies consistent with the International Financial Reporting Standards (“IFRS”) issued by the
International Accounting Standards Board (“IASB”) and Interpretations of the International
Financial Reporting Interpretations Committee (“IFRIC”); and with IFRS 1: First-time Adoption of
International Reporting Standards. The disclosures included in these condensed interim financial
statements exceed the minimum requirements under IAS 34. The Company has elected to
exceed the minimum requirements in order to present the Company’s accounting policies in
accordance with IFRS. These standards and interpretations have been described in note 3.

These condensed interim financial statements should be read in conjunction with the
Company’s Canadian GAAP annual financial statements for the year ended December 31, 2010.
An explanation of how the transition to IFRS has affected the reported financial position,
financial performance and cash flows of the Company is provided in note 18 and note 19.

The policies applied in these condensed interim financial statements are based on IFRS issued
and outstanding as of June 29, 2011, the date the Board of Directors approved the statements.
Any subsequent changes to IFRS, that are given effect in the Company’s annual financial
statements for the year ending December 31, 2011 could result in restatement of these



Emerald Bay Energy Inc.

Notes to the Financial Statements
For the three month period ended March 31, 2011

b)

d)

condensed interim financial statements, including the transition adjustments recognized on
change-over to IFRS.

Basis of measurement:

The interim financial statements have been prepared on the historical cost basis except for
derivative financial instruments and share-based payment transactions, which are measured at
fair value, as explained in note 3 — Significant Accounting Policies. The comparative figures
presented in these financial statements are in accordance with IFRS and have not been audited.

Functional and presentation currency:

The interim financial statements are presented in Canadian dollars, which is the Company’s
presentation and functional currency.

Use of estimates and judgments:

The preparation of the interim financial statements in conformity with IFRS requires
management to make judgments, estimates and assumptions that affect the application of
accounting policies and the reported amounts of assets, liabilities, income and expenses. By
their nature, these estimates are subject to measurement uncertainty and the effect on the
financial statements of changes in such estimates in future periods could be significant.

Estimates and underlying assumptions are reviewed on an ongoing basis. Revisions to
accounting estimates are recognized in the period in which the estimates are revised and in any
future periods affected. Specific amounts and disclosures affected by estimates and
assumptions are:

Reserves

Amounts recorded for depreciation, depletion and amortization and amounts used for
impairment calculations are based on estimates of oil and natural gas reserves. By their nature,
the estimates of reserves, including the estimates of future prices, costs, discount rates and the
related future cash flows are subject to measurement uncertainty.

Determination of cash-generating units (“CGU”)

Property and equipment are aggregated into CGUs based on their ability to generate largely
independent cash flows and are used for impairment testing. The determination of the
Company’s cash-generating units is subject to management’s judgment.

Decommissioning liabilities

The Company estimates the decommissioning obligations for oil and natural gas wells and their
associated production facilities and pipelines. In most instances, removal of assets and
remediation occurs many years into the future. Amounts recorded for the decommissioning



Emerald Bay Energy Inc.

Notes to the Financial Statements
For the three month period ended March 31, 2011

obligations and related accretion expense require judgmental assumptions regarding removal
date, future environmental legislation, the extent of reclamation activities required, the
engineering methodology for estimating costs, future removal technologies in determining the
removal costs, and liability specific discount rates to determine the present value of these cash
flows.

Exploration and evaluation assets

The accounting policy for exploration and evaluation assets is described in note 3. The
application of this policy requires management to make certain estimates and assumptions as to
future events and circumstances as to whether economic quantities of reserves have been
found.

Share-based compensation

Compensation costs accrued for share-based compensation plans are subject to the estimation
of what the ultimate payout will be using pricing models such as the Black-Scholes model which
is based on significant assumptions such as the future volatility of the market price of the
Company’s shares and the expected term of the issued stock option.

Income taxes

The provision for income taxes is based on judgments in applying income tax law and estimates
on the timing, likelihood and reversal of temporary differences between accounting and tax
bases of assets and liabilities.

3 Significant accounting policies

The accounting policies set out below have been applied consistently to all years presented in
these interim financial statements. Certain comparative amounts have been reclassified to
conform to the current year’s presentation as noted below:

Cash and cash equivalents

Cash and cash equivalents comprise cash on hand, term deposits held with banks, other short-
term highly liquid investments with original maturities of three months or less. Bank overdrafts
that are repayable on demand and form an integral part of the Company’s cash management,
whereby management has the ability and intent to net bank overdrafts against cash, are
included as a component of cash and cash equivalents for the purpose of the statement of cash
flows.

Financial instruments

Financial assets and liabilities are recognized when the Company becomes a party to the
contractual provisions of the instrument. Financial assets are derecognized when the rights to
receive cash flows from the assets have expired or have been transferred and the Company has
transferred substantially all risk and rewards of ownership. Financial assets and liabilities are



Emerald Bay Energy Inc.

Notes to the Financial Statements
For the three month period ended March 31, 2011

offset and the net amount reported in the balance sheet when there is a legally enforceable
right to offset the recognized amount and there is an intention to settle on a net basis, or realize
the asset and settle the liability simultaneously.

Non-derivative financial instruments:

Non-derivative financial instruments include cash and cash equivalents, short-term investments,
trade and other receivables, trade and other payables, long-term debt and the bank loan. Non-
derivative financial instruments are recognized initially at fair value. Subsequent to the initial
recognition, non-derivative financial instruments are designated into one of the following
categories and measured as described below. Interest, dividends, losses and gains relating to
financial assets and liabilities are recognized in net income and within operations in the
statement of cash flows.

(i) Financial assets and liabilities at fair value through profit or loss: A financial asset or
liability is classified in this category if acquired principally for the purpose of selling or
repurchasing in the short-term.

The Company has designated it cash and cash equivalents, short-term investments and
its oil and natural gas derivative in this category.

(ii) Held to maturity investments (“HTM”): HTM investments are measured at amortized
cost using the effective interest method, less any impairment losses.

As at March 31, 2011, the Company does not have any held to maturity investments.

(iii) Available for sale investments (“AFS”): AFS investments are non-derivatives that are
either designated in this category or not classified in any of the other categories.

AFS investments are recognized initially at fair value plus transaction costs and are
subsequently carried at fair value. Gain or losses arising from changes in fair value are
recognized in other comprehensive income. AFS investments are classified as non-
current, unless the investment mature within twelve months, or management expects
to dispose of them within twelve months.

Interest on AFS investments, calculated using the effective interest method, is
recognized in the statement of income as part of interest income. Dividends on AFS
equity instruments are recognized in the statement of income as part of other gains and
losses when the Company’s right to receive payment is established. When an AFS
investment is sold or impaired, the accumulated gains or losses are moved from
accumulated other comprehensive income to the statement of income and included in
other gains and losses.

As at March 31, 2011, the Company does not have any financial assets classified as
available-for-sale and does not have any comprehensive income items requiring
separate disclosure.



Emerald Bay Energy Inc.

Notes to the Financial Statements
For the three month period ended March 31, 2011

(iv) Loans and receivables: Loans and receivables are non-derivative financial assets with
fixed or determinable payments that are not quoted in an active market. The Company’s
loans and receivables are comprised of trade receivables and are included in current
assets due to their short-term nature. Loans and receivables are initially recognized at
the amount expected to be received less, when material, a discount to reduce the loans
and receivables to fair value. Subsequently, loans and receivables are measured at
amortized cost using the effective interest method less a provision for impairment.

(v) Financial liabilities at amortized cost: Financial liabilities at amortized cost include trade
payables, bank debt, and long-term debt. Trade payables are initially recognized at the
amount required to be paid less, when material, a discount to reduce the payables to
fair value. Subsequently, trade payables are measured at amortized cost using the
effective interest method. Bank debt and long-term debt are recognized initially at fair
value and subsequently at amortized cost using the effective interest method.
Transaction costs to acquire bank debt and long-term debt are recognized in profit or
loss.

Financial liabilities are classified as current liabilities if payment is due within twelve
months. Otherwise, they are presented as non-current liabilities.

Derivative financial instruments:

The Company may enter into certain financial derivative contracts in order to manage the
exposure to market risks from fluctuations in commodity prices. These instruments are not used
for trading or speculative purposes. Although the Company considers all commodity contract to
be economic hedges, the Company has not designated its financial derivative contracts as
effective accounting hedges, and thus not applied hedge accounting. As a result, all financial
derivative contracts are classified as fair value through profit or loss and are recorded on the
balance sheet at fair value. Transaction costs are recognized in profit or loss when incurred.

Embedded derivatives are separated from the host contract and accounted for separately if the
economic characteristics and risks of the host contract and the embedded derivative are not
closely related. Changes in the fair value of separable embedded derivatives are recognized
immediately in profit or loss. The Company has not identified any material embedded
derivatives in any of its financial instruments.



Emerald Bay Energy Inc.

Notes to the Financial Statements
For the three month period ended March 31, 2011

Property, plant and equipment and intangible exploration assets

(a)

Recognition and measurement:
(i) Exploration and evaluation expenditures:
Pre-license costs are recognized in the statement of operations as incurred.

All costs associated with the exploration and evaluation of oil and natural gas reserves
are initially capitalized. Exploration and evaluation costs are those expenditures for an
area where technical feasibility and commercial viability has not yet been determined.
These costs include unproved property acquisition costs, exploration costs, geological
and geophysical costs, asset retirement costs, exploration and evaluation drilling, and
sampling and appraisals.

When an area is determined to be technically feasible and commercially viable the
accumulated costs are transferred to property and equipment. When an area is
determined not to be technically feasible and commercially viable of the Company
decides not to continue with its activity, the unrecoverable costs are charged to
comprehensive income (loss) as exploration and evaluation expense.

(ii) Property and equipment:

All costs directly associated with the development of oil and gas reserves are capitalized
on an area-by-area basis. Development costs include expenditures for areas where
technical feasibility and commercial viability has been determined. These costs include
proved property acquisitions, development drilling, completion, gathering and
infrastructure, asset retirement costs and transfers of exploration and evaluation assets.

Costs accumulated within each area are depleted using the unit-of-production method
based on proved reserves incorporating estimated future prices and costs. Costs subject
to depletion include estimated future costs to be incurred in developing proved
reserves. Costs of major development projects are excluded from the costs subject to
depletion unless they are available for use.

Gains and losses on disposal of an item of property, plant and equipment, including oil
and natural gas interests, are determined by comparing the proceeds from disposal with
the carrying amount of property, plant and equipment and are recognized net within
“other income” or “other expenses” in profit or loss.

(iii) Other property and equipment:

Other property and equipment are carried at cost and amortized over the estimated
useful lives of the assets at various rates per annum calculated on a declining balance
basis. Amortization is charged at half rates in the year of acquisition.



Emerald Bay Energy Inc.

Notes to the Financial Statements
For the three month period ended March 31, 2011

(b)

Subsequent costs:

Costs incurred subsequent to the determination of technical feasibility and commercial
viability and the costs of replacing parts of property, plant and equipment are
recognized as oil and natural gas interests only when they increase the future economic
benefits embodied in the specific asset to which they relate. All other expenditures are
recognized in profit or loss as incurred. Such capitalized oil and natural gas interests
generally represent costs incurred in developing proved and/or probable reserves and
bringing in or enhancing production from such reserves, and are accumulated on a field
or geotechnical area basis. The carrying amount of any replaced or sold component is
derecognized. The costs of the day-to-day servicing of property, plant and equipment
are recognized in profit or loss as incurred.

Impairment

(a)

Financial assets:

A financial asset not carried at fair value through profit and loss is assessed at each
reporting date to determine whether there is any objective evidence that it is impaired.
A financial asset is considered to be impaired if objective evidence indicates that one or
more events have had a negative effect on the estimated future cash flows of that asset.

Objective evidence that financial assets are impaired can include:

- significant financial difficulty of the issuer or counterparty; or
- default or delinquency of payments; or
- it is probable that the borrower will enter bankruptcy or financial re-organization

(i) Financial assets carried at amortized cost: An impairment loss in respect of a
financial asset measured at amortized cost is calculated as the difference
between its carrying amount and the present value of the estimated future cash
flows discounted at the original effective interest rate. The carrying amount of
the asset is reduced by this amount and losses are recognized in profit or loss
and through the use of an allowance account.

(ii) Available for sale financial assets: The impairment loss is the difference between
the original cost of the asset and its fair value at the measurement date, less any
impairment losses previously recognized in profit or loss. This amount
represents the cumulative loss in accumulated other comprehensive income
that is reclassified to net income.

Impairment losses on financial assets carried at amortized cost are reversed in
subsequent periods if the reversal can be related objectively to an event occurring after
the impairment loss was recognized. The reversal is recognized in profit or loss or
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Notes to the Financial Statements
For the three month period ended March 31, 2011

(b)

credited against the allowance account. Impairment losses on available for sale equity
instruments are not reversed.

Individually significant financial assets are tested for impairment on an individual basis.
The remaining financial assets are assessed collectively in groups that share similar
credit risk characteristics.

Non-financial assets:

The carrying amounts of the Company’s non-financial assets, other than E&E assets and
deferred tax assets, are reviewed at each reporting date to determine whether there is
any indication of impairment. If any such indication exists, then the asset’s recoverable
amount is estimated. For goodwill and other intangible assets that have indefinite lives
or that are not yet available for use an impairment test is completed each year. E&E
assets are assessed for impairment when they are reclassified to property and
equipment, as oil and natural gas interests, and also if facts and circumstances suggest
that the carrying amount exceeds the recoverable amount.

For the purpose of impairment testing, assets are grouped together into the smallest
group of assets that generates cash inflows from continuing use that are largely
independent of the cash inflows of other assets or groups of assets (the “cash-
generating unit” or “CGU”). The goodwill acquired in a business combination, for the
purpose of impairment testing, is allocated to the CGU’s that are expected to benefit
from the synergies of the combination.

The recoverable amount of an asset or a CGU is the greater of its value in use and its fair
value less costs to sell (“FVLCTS”). Value in use is determined by estimating the present
value of the future net cash flows expected to be derived from the continued use of the
asset or CGU. FVLCTS is based on available market information, where applicable. In the
absence of such information, FVLCTS is determined using discounted future net cash
flows of proved reserves using forecast prices and costs.

An impairment loss is recognized if the carrying amount of an asset or its CGU exceeds
its estimated recoverable amount. Impairment losses are recognized in net income.
Impairment losses recognized in respect of CGU’s are allocated first to reduce the
carrying amount of any goodwill allocated to the units and then to reduce the carrying
amounts of the other assets in the unit (group of units) on a pro rata basis.

An impairment loss in respect of goodwill is not reversed. In respect of other assets,
impairment losses recognized in prior years are assessed at each reporting date for any
indications that the loss has decreased or no longer exists. An impairment loss is
reversed if there has been a change in the estimates used to determine the recoverable
amount. An impairment loss is reversed only to the extent that the asset’s carrying
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amount does not exceed the carrying amount that would have been determined, net of
depletion and depreciation or amortization, if no impairment loss had been recognized.

Share based payments

The Company issues stock options to directors, officers and other consultants. The fair value of
options granted to employees is measured at grant date, using the Black-Scholes option pricing
model, and is recognized over the vesting period. The fair value is recognized as compensation
expense with a corresponding increase in contributed surplus. A forfeiture rate is estimated on
the grant date and is adjusted to reflect the actual number of options that vest.

Provisions

A provision is recognized if, as a result of a past event, the Company has a present legal or
constructive obligation that can be estimated reliably, and it is probable that an outflow of
economic benefits will be required to settle the obligation. Provisions are determined by
discounting the expected future cash flows at a pre-tax rate that reflects current market
assessments of the time value of money and the risks specific to the liability. Provisions are not
recognized for future operating losses.

Decommissioning liabilities

The Company’s activities give rise to dismantling, decommissioning and site disturbance re-
mediation activities. Provision is made for the estimated cost of site restoration and capitalized
in the relevant asset category.

Decommissioning obligations are measured at the present value of management’s best estimate
of expenditure required to settle the present obligation at the balance sheet date. Subsequent
to the initial measurement, the obligation is adjusted at the end of each period to reflect the
passage of time and changes in the estimated future cash flows underlying the obligation. The
increase in the provision due to the passage of time is recognized as finance costs whereas
increases/decreases due to changes in the estimated future cash flows are capitalized. Actual
costs incurred upon settlement of the asset retirement obligations are charged against the
provision to the extent the provision was established.

Revenue

Revenue from the sale of oil and natural gas is recorded when the significant risks and rewards
of ownership of the product is transferred to the buyer which is usually when legal title passes
to the external party. This is generally at the time product enters the pipeline. Revenue is
measured net of discounts, customs duties and royalties.

Tariffs and tolls charged to other entities for use of pipelines and facilities owned by the
Company are recognized as revenue as they accrue in accordance with the terms of the service
or tariff and tolling agreements.
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Royalty income is recognized as it accrues in accordance with the terms of the overriding royalty
agreements.

Finance income and expenses

Finance expense comprises interest expense on borrowings, accretion of the discount on
provisions and impairment losses recognized on financial assets.

Interest income is recognized as it accrues in profit or loss, using the effective interest method.
Income tax

Income tax expense comprises current and deferred tax. Income tax expense is recognized in
profit or loss except to the extent that it relates to items recognized directly in equity, in which
case it is recognized in equity.

Current tax is the expected tax payable on the taxable income for the year, using tax rates
enacted or substantively enacted at the reporting date, and any adjustment to tax payable in
respect of previous years.

Deferred tax is recognized using the balance sheet method, providing for temporary differences
between the carrying amounts of assets and liabilities for financial reporting purposes and the
amounts used for taxation purposes. Deferred tax is not recognized on the initial recognition of
assets or liabilities in a transaction that is not a business combination. In addition, deferred tax is
not recognized for taxable temporary differences arising on the initial recognition of goodwill.
Deferred tax is measured at the tax rates that are expected to be applied to temporary
differences when they reverse, based on the laws that have been enacted or substantively
enacted by the reporting date. Deferred tax assets and liabilities are offset if there is a legally
enforceable right to offset, and they relate to income taxes levied by the same tax authority on
the same taxable entity, or on different tax entities, but they intend to settle current tax
liabilities and assets on a net basis or their tax assets and liabilities will be realized
simultaneously.

A deferred tax asset is recognized to the extent that it is probable that future taxable profits will
be available against which the temporary difference can be utilized. Deferred tax assets are
reviewed at each reporting date and are reduced to the extent that it is no longer probable that
the related tax benefit will be realized.

Share Capital

Common shares are classified as equity. Incremental costs directly attributable to the issue of
common shares and share options are recognized as a deduction from equity, net of any tax
effects.
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Earnings per share

Basic earnings per share is calculated by dividing the profit or loss attributable to common
shareholders of the Company by the weighted average number of common shares outstanding
during the period. Diluted earnings per share is determined by adjusting the profit or loss
attributable to common shareholders and the weighted average number of common shares
outstanding for the effects of dilutive instruments such as options granted to employees.

Foreign currency transactions

Transactions denominated in foreign currencies are translated into their Canadian dollar
equivalents at exchanges rates prevailing at the transaction dates. Carrying values of the
monetary assets and liabilities are translated into their Canadian dollar equivalents at the
exchange rates in effect on the balance sheet date. Gains and losses on translation or
settlement are included in the determination of net income for the current year.

Investments

Investments in companies subject to significant influence are accounted for using the equity
method. The equity method is a basis of accounting whereby the investment is initially recorded
at cost and the carrying value is adjusted thereafter to include the Company’s pro-rata share of
post-acquisition income or loss. The amount of the adjustment is included in the determination
of net (loss) income by the Company and the investment account of the Company is also
increased or decreased to reflect the Company share of capital transactions and changes in
accounting policies and corrections of errors. Profit distributions received or receivable from the
investments will reduce the carrying value of the investment. Investments accounted for on the
equity basis are written down to their fair value when they have a loss in value that is other than
a temporary decline.

Borrowing costs

Borrowing costs attributable to the acquisition, construction or production of qualifying assets
are added to the cost of those assets, until such time as the assets are substantially ready for
their intended use. All other borrowing costs are recognized as interest expense in the
statement of income in the period in which they are incurred.
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4 Changes in accounting policies

The Company has reviewed the new and revised accounting pronouncements that have been
issued but are not yet effective and determined that the following may have an impact on the
Company:

As of January 1, 2013, the Company will be required to adopt IFRS 9 — “Financial Instruments”,
which is the result of the first phase of the IASB’s project to replace IAS 39 — “Financial
Instruments: Recognition and Measurement”. The new standard replaces the current multiple
classification and measurement models for financial assets and liabilities with a single model
that has only two classification categories: amortized cost and fair value. The adoption of this
standard should not have a material impact on the Company’s financial statements.

In May 2011, the IASB issued the following standards which have not yet been adopted by the
Company: IFRS 10 — “Consolidated Financial Statements”, IFRS 13 — “Fair Value Measurement”
and amended IAS 28 — “Investments in Associates and Joint Ventures”. Each of the new
standards is effective for annual period beginning on or after January 1, 2013 with early
adoption permitted. The Company has not yet begun the process of assessing the impact that
these new and amended standards will have on the Company’s financial statements or whether
to early adopt any of the new requirements.

5 Determination of fair values

A number of the Company’s accounting policies and disclosures require the determination of
fair value, for both financial and non-financial assets and liabilities. Fair values have been
determined for measurement and/or disclosure purposes based on the following methods.
When applicable, further information about the assumptions made in determining fair values is
disclosed in the notes specific to that asset or liability.

(a) Property and equipment and intangible exploration assets

The fair value of property and equipment is the estimated amount for which property
and equipment could be exchanged on the acquisition date between a willing buyer and
a willing seller in an arm’s length transaction after proper marketing wherein the parties
each acted knowledgeable, prudently and without compulsion. The fair value of oil and
natural gas assets (included in property and equipment) and exploration and evaluation
assets is estimated with reference to the discounted cash flows expected to be derived
from oil and natural gas production based on externally prepared reserve reports. The
risk-adjusted discount rate is specific to the asset with reference to general market
conditions.
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(b) Cash and cash equivalents, trade and other receivables and trade and other payables

The fair value of cash and cash equivalents, trade and other receivables, bank overdraft
and trade and other payables is estimated as the present value of future cash flows,
discounted at the market rate of interest at the reporting date. At March 31, 2011 and
December 31, 2010, the fair value of these balances approximated their carrying value
due to their short term to maturity.

(c) Stock options, warrants and finder’s options:

The fair value of employee stock options, warrants and the finder’s options are
measured using a Black Scholes option pricing model. Measurement inputs include
share price on measurement date, exercise price of the instrument, expected volatility
(based on weighted average historic volatility adjusted for changes expected due to
publicly available information), weighted average expected life of the instruments
(based on historical experience and general option holder behavior), expected
dividends, and the risk-free interest rate (based on government bonds).

6 Equity investment

On March 4, 2010, the Company announced that it had acquired 50% of the shares of a private
Texas based oil company, Production Resources Inc (“PRI”). As consideration for the purchase,
the Company issued 5,000,000 common shares ($0.08 CDN per share) and an 18 month
consulting agreement valued at $36,800 USD, for total consideration of $425,000 USD.

On March 15, 2010, the Company sold 50% of its interest in the shares of PRI to a private
Alberta company (the “PrivateCo”) for consideration of $214,750. As a result, the Company’s
ownership interest in PRI decreased to 25%. The Company has accounted for the investment
using the equity method.

The investment in PRI as at March 31, 2011 is as follows:

CDN$
Net investment, December 31, 2010 226,272
Proportionate share of income for the period 13,604

Net investment, March 31, 2011 239,876




Emerald Bay Energy Inc.

Notes to the Financial Statements

For the three month period ended March 31, 2011

7 Property and equipment

Oil and natural gas

Corporate and

interests Other Total

$ $ $

Cost, January 1, 2010 9,367,929 247,565 9,615,494

Additions 630,278 51,167 681,445

Cost, December 31, 2010 9,998,207 298,732 10,296,939

Accumulated depletion, depreciation and impairment (4,772,761) (133,620) (4,906,381)

Depreciation and depletion for the period (443,824) (39,370) (483,194)

Impairment loss (874,271) - (874,271)

Carrying value, December 31, 2010 3,907,351 125,742 4,033,093
Oil and natural gas Corporate and

interests Other Total

$ $ $

Cost, December 31, 2010 9,998,207 298,732 10,296,939

Additions 39,478 - 39,478

Cost, March 31, 2011 10,037,685 298,732 10,336,417

Accumulated depletion, depreciation and impairment (6,090,856) (172,990) (6,263,846)

Depreciation and depletion for the period (84,217) (9,028) (93,245)

Carrying value, March 31, 2011 3,862,612 116,714 3,979,326

8 Intangible exploration assets

E&E assets

$

Cost, January 1, 2010 -

Additions 25,081

Balance, December 31, 2010 and March 31, 2011 25,081

Exploration and evaluation (“E&E”) assets consist of the Company’s exploration projects which
are pending the determination of proven or probable reserves. As at March 31, 2011 an amount
of $25,081 (December 31, 2010 - $25,081) remains in E&E assets. The additions represent the
acquisition of undeveloped land within Alberta.
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Impairment loss

During the year ended December 31, 2010, due to unexpected accelerated reserve declines
within a CGU, the Company assessed this CGU for impairment.

The recoverable amount of the CGU was estimated based on the higher of the value in use and
the FVLCTS. The estimate of FVLCTS was determined using a discount rate of 10% percent and
forecasted cash flows, with escalating prices and future development costs, as obtained from the
reserve report. The prices used to estimate the FVLCTS are those used by independent industry
reserve engineers.

Based on the assessment at December 31, 2010, the carrying amount of the CGU was
determined to be $874,000 higher than its recoverable amount, and an impairment loss was
recognized. During the three month period ended March 31, 2011, the Company reassessed its
estimates and concluded the CGU remains impaired and the initial impairment has not been
reversed.

Decommissioning obligations

The Company’s decommissioning obligations result from its ownership interest in oil and natural
gas assets including well sites and gathering systems. The total decommissioning obligation is
estimated based on the Company’s net ownership interest in all wells and facilities, estimated
costs to reclaim and abandon these wells and facilities and the estimated timing of the costs to
be incurred in future years. The Company has estimated the net present value of the
decommissioning obligations to be $240,835 as at March 31, 2011 (December 31, 2010 -
$239,316) based on an undiscounted total future liability of $280,930 (December 31, 2010 -
$279,130). These payments are expected to be made over the next 20 years. The obligations
have been calculated using an inflation rate of 2% and a discount factor, being the risk-adjusted
rate related to the liability, of 3.75% (December 31, 2010 — 2% and 3.75%, respectively).

March 31, 2011 December 31, 2010

$ $

Balance, beginning of period 239,316 237,963
Disposals - (2,736)
Liabilities incurred 1,518 56,530
Revisions (changed estimates) - (61,363)
Accretion 2,244 8,922

Balance, end of period 243,078 239,316
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Bank loan

The Company has a $3,000,000 (December 31, 2010 - $3,000,000) revolving operating demand
loan (the “Revolving Loan”), of which $2,825,000 (December 31, 2010 — $2,875,000), has been
drawn at March 31, 2011. Interest on the Revolving Loan is calculated daily and payable monthly
on the outstanding principal amount drawn at a rate per annum equal to the bank’s prime rate
plus 2.00% (December 31, 2010 — bank’s prime rate plus 2.00%).

The Company is subject to a standby fee of 0.25% per annum on the undrawn portion of the
Revolving Loan, which is payable monthly. The Company is also subject to an issue fee of 2.00%
per annum of the issued amount, which is payable at the time of issue.

During the year ended December 31, 2010, the Company obtained a non-revolving demand loan
(the “Non-revolving Loan”) of $400,000 through the same bank holding the Revolving Loan.
Interest on the non-revolving loan is calculated daily and payable monthly on the outstanding
principal amount at a rate per annum equal to the bank’s prime rate plus 2.50% (December 31,
2010 — bank’s prime plus 2.50%). The full amount has been drawn as at March 31, 2011
(December 31, 2010 - $400,000).

Security for the loans consists of a $10,000,000 Debenture with a floating charge over all assets of
the Company with a negative pledge and undertaking to provide fixed charges on the Borrower’s
major producing petroleum properties at the request of the bank. The bank has required the
Company to submit to them certain reports and to maintain certain covenants, including
maintaining a Working Capital Ratio of not less than 1.0 to 1.0 at all times. The Working Capital
ratio for this purpose is defined as Current Assets (including the un-drawn availability under the
Credit Facility A) to Current Liabilities (excluding any current portion of Bank Debt). As at March
31, 2011, the Company is in violation of the Working Capital Ratio with a ratio of 0.40:1.

The bank has not made demand of the Company’s credit facilities but retains the right to do so.
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Share capital

a) Authorized

Unlimited number of common shares with voting rights

Unlimited number of preferred shares, issuable in series

b)

(ii)

(iii)

Issued
Number of Common Amount
Shares $
Balance, December 31, 2009 45,159,446 5,830,596
Funds received pursuant to prior year private placement - 19,000
Tax effect of flow-through shares - (153,750)
Shares issued on purchase of PRI (i) 5,000,000 400,000
Private placement (ii) 8,850,000 442,500
Value of warrants issued pursuant to private placement (ii) - (5,863)
Private placement (iii) 4,300,000 215,000
Share subscription receivable - (60,000)
Value of warrants issued pursuant to private placement (iii) - (7,473)
Share issue costs (iv) - (60,894)
Balance, December 31, 2010 63,309,446 6,619,116
Tax effect of flow-through shares - (102,500)
Funds received pursuant to prior year private placement - 60,000
Shares issued as consideration for lease acquisition (v) 532,812 42,625
Private placement (vi) 7,503,701 375,185
Value of warrants issued pursuant to private placement (vi) - (48,737)
Share issue costs (vii) - (48,033)
Balance, March 31, 2011 71,345,959 6,897,656

On March 4, 2010, the Company issued 5,000,000 common shares with a value of
$400,000 ($.08 per share). These shares were issued as consideration for the purchase
of 50% of the share of a private Texas based oil and gas company, PRI (note 6).

The Company completed a private placement (“Placement A”), issuing 8,850,000 units
for total proceeds of $442,500, (S0.05 per unit). Each unit consists of one common share
of the Company (issued either as a common share or as a flow-through share (the
“FTS”)) and one common share purchase warrant (the “Warrant A”). Each whole
Warrant A entitles the holder to purchase one additional common share of the
Company at $0.12 per share, exercisable for 1 year from the date of Placement A. Of the
total 8,850,000 units issued, 6,900,000 were issued as a FTS. The Company has allocated
$5,863 of the unit value to warrants (note 12(c)).

The Company completed a private placement (“Placement B”), issuing 4,300,000 units
for total proceeds of $215,000, (50.05 per unit). Each unit consists of one common share
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(iv)

(v)

(vi)

(vii)

of the Company (issued either as a common share or as a FTS) and one Warrant A. Of
the total 4,300,000 units issued, 1,300,000 were issued as a FTS. The Company has
allocated $7,473 of the unit value to warrants (note 12(c)).

Pursuant to Placement A and Placement B, the Company incurred $55,228 in cash share
issue costs and issued 750,000 finders options (the “Finders Options”) valued at $5,666
(note 12(e)).

On March 18, 2011, the Company issued 532,812 common shares with a value of
$42,625 (50.08 per share). The common shares were issued as consideration for the
purchase of a 100% interest in an oil and gas lease in Texas.

The Company completed the first tranche of a private placement (“Placement C”),
issuing 7,503,701 units for total proceeds of $375,185, ($0.05 per unit). Each unit
consists of one common share of the Company (issued either as a common share or as a
FTS) and one share purchase warrant (“Warrant B”). Each Warrant B entitles the holder
to purchase one additional common share of the Company at $0.10 per share,
exercisable for 18 months from the date of Placement C. Of the total 7,503,701 units
issued, 6,163,701 were issued as a FTS. The Company has allocated $48,737 of the unit
value to warrants (note 12(c)).

Pursuant to Placement C, the Company incurred $41,680 in cash share issue costs and
issued 470,000 finders options (the “Finders Options”) valued at $6,353 (note 12(e)).

c) Warrants

Warrants to acquire common shares outstanding at March 31, 2011 are as follows:

Number of

Weighted average

Weighted average

warrants issued Amount exercise price Remaining life

and exercisable S S (years)
Balance, December 31, 2009 9,625,000 102,083 0.15 0.14
Share purchase warrants (note 12(b)(iii)
and (iv)) 13,150,000 13,336 0.12 0.59
Expiry of warrants (9,625,000) (102,083) (0.15) (0.14)
Balance, December 31, 2010 13,150,000 13,336 0.12 0.59
Share purchase warrants (note 12(b)(vi)) 7,503,701 48,737 0.10 1.50
Balance, March 31, 2011 20,653,701 62,073 0.11 0.92
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The fair value of the share purchase warrants granted during the period are estimated at the
grant date using the Black-Scholes option pricing model and have been credited to warrants
within shareholders’ equity. A weighted average of the assumptions used in the calculation is

noted below:
2011 2010
Risk-free rate 1.74% 1.50%
Expected life 1.5 years 1 year
Expected volatility 67.41% 61.93%
Fair value per warrant $0.01 $0.001

d) Stock options

The Company established a share option plan (the “Plan”) for the benefit of officers, directors,
employees and consultants of the Company. Under the Plan, the number of common shares to
be reserved and authorized for issuance pursuant to options granted under the Plan cannot
exceed 10% of the total number of issued and outstanding shares of the Company. The term,
the vesting period and the exercise price are determined at the discretion of the Board of
Directors. However, the maximum option term shall not exceed five years.

During the three month period ended March 31, 2011, there were no stock options granted,
cancelled or exercised, and 1,000,000 options expired unexercised. The following table
summarizes information about the Company’s stock options outstanding at March 31, 2011:

March 31, 2011 December 31, 2010
Weighted
Weighted Average Average
Number of Exercise price Number of Exercise price
Employee, Directors, Consultants options S options S
Stock options, beginning of year 4,060,000 0.14 1,850,000 0.24
Granted - - 3,450,000 0.10
Cancelled - - (690,000) 0.15
Expired (1,000,000) 0.25 (550,000) 0.25
Stock options outstanding, end of year 3,060,000 0.10 4,060,000 0.14

The total stock options outstanding at March 31, 2011 are as follows:

Weighted average Weighted average
Exercise prices (S) Options outstanding remaining term (years) exercise price ($)
0.10 3,060,000 4.14 0.10

As at March 31, 2011 all outstanding options have vested and are exercisable.



Emerald Bay Energy Inc.

Notes to the Financial Statements

For the three month period ended March 31, 2011

e) Finders Options

During the three month period ended March 31, 2011, the Company issued 470,000 Finders
Options to the those who facilitated Placement C (note 12(b)(vii)), and no Finder Options
expired unexercised. Each Finders Option granted during the pursuant to Placement C is

exercisable into one unit consisting of one common share and one common share purchase
warrant (“Finder Warrant”) of the Company at $0.05 per unit. Each Finder Warrant is
exercisable into one common share of the Company at $0.10 per common share. The Finders

Options expire one year from the original grant date.

The following table summarizes information about the Company’s Finder Options outstanding at

March 31, 2011:

March 31, 2011

December 31, 2010

Weighted Average

Weighted Average

Number of Exercise price  Number of Exercise price
Finder Options options S options S
Finders Options, beginning of period 750,000 0.05 1,090,617 0.12
Granted 470,000 0.05 750,000 0.05
Expired - (1,090,617) (0.12)
Finders Options outstanding, end of
period 1,220,000 0.05 750,000 0.05

The Finders Options were valued at $6,353. The fair value of the Finders Options granted is
estimated as at the grant date using the Black-Scholes option pricing model. The assumptions

used in the calculation are noted below:

Risk-free interest rate
Expected life
Expected volatility
Fair value per option

f) Contributed surplus

Balance, beginning of period

Stock based compensation expense
Finders options (note 12(e))

Warrants expired unexercised (note 12(c))
Balance, end of period

2011
1.74%
1years
67.41%
$0.01

March 31, 2011

2010
1.44%
1 years
61.93%
$0.01

December 31, 2010

$ $
962,321 766,924
- 87,648

6,353 5,666

- 102,083
968,674 962,321
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g)

Per share data

Basic earnings per share was calculated as follows:

March 31, 2011 March 31, 2010
Loss for the period S (453,497) S (98,446)
Weighted average number of common shares:
Issued common shares at January 1 63,309,446 45,159,446
Private placement 168,622 -
Shares issued to acquire interest in oil and gas lease 77,827 -
Shares issued to acquire equity investment in PRI - 1,500,000
Weighted average number of common shares — basic and diluted 63,555,895 46,659,446
Loss per share — basic and diluted S (0.01) $ (0.00)

13

Related party transactions

Related party transactions not disclosed elsewhere in these financial statements are as follows:

a) The following amounts are due by related parties:

(ii)

(iif)

March 31, 2011 December 31, 2010

$ $

Note receivable from officer (i) 226,671 225,054
Fair value allowance (ii) (206,710) (206,710)
Net note receivable 19,961 18,344
Advance fees (iii) 27,029 33,029
46,990 51,373

A promissory note was issued to an officer of the Company bearing interest at 3% per
annum and repayable by December 31, 2012, unless the officer's employment is
terminated or he is petitioned into bankruptcy wherein the note and accrued interest
becomes immediately payable. The note is secured by 393,000 common shares of the
Company which had a fair value of $23,580 at March 31, 2011 (December 31, 2010 -
$19,650).

The fair value allowance was determined in 2008, based on the market value of the
secured shares at December 31, 2008. The Company has not provided an additional
allowance to the estimated fair value of the 393,000 common shares held as security as
the fair value at March 31, 2011 and December 31, 2010 exceeded the carrying amount.

During the year ended December 31, 2008, a director was advanced $59,473 in relation to
efforts to finance and advance the Company’s drilling technology. At March 31, 2011
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b)

(ii)

(iii)

(iv)

$27,029 (December 31, 2010 - $33,029) remains outstanding. There is no guarantee that
such efforts will be successful and if such efforts are not successful, the full balance will be
repaid. During the year ending December 31, 2010, the original repayment date of
December 31, 2010 was extended to December 31, 2011.

Additional related party transactions during the three months ended March 31, 2011 are as
follows:

Aggregate fees of $7,350 (March 31, 2010 - $nil) were charged by directors of the
Company. Of this amount $4,200 was recorded in the statement of comprehensive loss
and $3,150 was capitalized to property and equipment.

Aggregate consulting fees of $48,688 (March 31, 2010 - $70,773) were charged by
directors and officers of the Company and were recorded in the statement of
comprehensive loss.

Aggregate fees of $13,800 (March 31, 2010 - $10,800) were charged by a U.S.
corporation, which is owned and controlled by an officer and a director of the Company
for costs it incurred for operation of the Company’s U.S. properties. Of this amount
$10,800 (March 31, 2010 - $10,800) was recorded in the statement of comprehensive
loss and $3,000 was capitalized to property and equipment.

Included in accounts payable at March 31, 2011 was $26,238 owing to related parties of
the Company and included in accounts receivable is $30,536 owing to the Company
from related parties.

Transactions in the normal course of operations are measured at the exchange amount, which is

the amount of consideration established and agreed to by the related parties.

Commitments

a)

b)

Under a lease agreement for five years commencing April 1, 2009 and ending March 31,
2014, the Company has committed to payments of $5,420 per month for the lease of its
office space.

The Company has entered into various vehicle loan agreements with estimated minimum
annual payments of approximately $27,800 per year through 2015. Total annual principal
repayments for fiscal years 2011 through to 2015 are respectively as follows: $22,075,
$23,345, $24,688, $26,110 and $15,846.
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c) As partial consideration for the non-controlling acquisition of the shares of a Texas oil and
gas company, the Company has entered into a consulting contract aggregating $37,919 (USD
-$36,800). The contract commences March 1, 2010 and has a term of 18 months.

d) The Company is committed to renounce to subscribers $410,000 and $308,185 of
expenditures that qualify as cumulative exploration expenditures (“CEE”) for Canadian
income tax purposes and to incur these expenditures no later than December 31, 2011 and
December 31, 2012, respectively.

Financial risk management

The Board of Directors oversees managements’ establishment and execution of the Company’s
risk management framework. Management has implemented and monitors compliance with risk
management policies. The Company’s risk management policies are established to identify and
analyze the risks faced by the Company, to set appropriate risk limits and controls, and to
monitor risks and adherence to market conditions and the Company’s activities.

(a) Credit risk:

Credit risk is the risk of financial loss to the Company if a customer or counterparty to a financial
instrument fails to meet its contractual obligations, and arises principally from the Company’s
receivables from joint venture partners and oil and natural gas marketers.

Receivables from oil and natural gas marketers are normally collected on the 25th day of the
month following production. The Company’s policy to mitigate credit risk associated with these
balances is to establish marketing relationships with large purchasers. The Company historically
has not experienced any collection issues with its oil and natural gas marketers. Receivables
from joint venture partners are typically collected within one to three months of the joint
venture bill being issued. The Company attempts to mitigate the risk from joint venture
receivables by obtaining partner pre-approval of significant capital expenditures. However, the
receivables are from participants in the oil and natural gas sector, and collection of the
outstanding balances is dependent on industry factors such as commodity price fluctuations,
escalating costs and the risk of unsuccessful drilling. In addition, further risk exists with joint
venturers; as disagreements occasionally arise that increase the potential for non-collection.
The Company does not typically obtain collateral from oil and natural gas marketers or joint
venturers; however, the Company does have the ability to withhold production from joint
venturers in the event of non-payment.

The Company does not anticipate any significant defaults as it transacts with creditworthy
customers and management does not expect any losses from non-performance by these
customers. A provision for doubtful accounts has not been recorded at March 31, 2011
(December 31, 2010 - $5,917).
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Cash and cash equivalents consist of cash bank balances held in both interest and non-interest
bearing accounts. The Company manages credit exposure of cash by selecting financial
institutions with high credit ratings.

(b) Liquidity risk:

Liquidity risk is the risk that the Company will not be able to meet its financial obligations as
they become due. The Company’s approach to managing liquidity is to ensure, as far as possible,
that it will always have sufficient liquidity to meet its liabilities when due, under both normal
and stressed conditions, without incurring unacceptable losses or risking damage to the
Company’s reputation.

To achieve this objective, the Company prepares annual capital expenditure budgets, which are
regularly monitored and updated as considered necessary. Further, the Company utilizes
authorizations for expenditures on both operated and non operated projects to further manage
capital expenditures. The Company also attempts to match its payment cycle with collection of
oil and natural gas revenue on the 25th of each month.

The Company’s net current liabilities and other liabilities and the manner in which they
are expected to be met are as follows:

Net working capital $1,795,785 | This amount is anticipated to be met out of
deficiency (excluding additional share issuance in the 2011 fiscal
Bank Loan) period.

Bank loan (note 11) $3,225,000 | The Company anticipates issuing additional

share capital to reduce this amount in 2011.
This amount is secured by the Company’s oil
and gas assets which have value sufficient
such that the Company has no reason to
believe that the bank will require repayment
within the next fiscal year.

Long term debt 584,272 Vehicle loans will be paid over the next 4
years out of normal cash flow.

(c) Market risk:

Market risk is the risk that changes in market prices, such as commodity prices, foreign
exchange rates and interest rates will affect the Company’s income or the value of the financial
instruments. The objective of market risk management is to manage and control market risk
exposures within acceptable parameters, while maximizing returns.
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(i) Commodity price risk:

Commodity price risk is the risk that the fair value or future cash flows will fluctuate as a
result of changes in commodity prices. Commodity prices for oil and natural gas are
impacted by not only the relationship between the Canadian and United States dollar but
also world economic events that dictate the levels of supply and demand. All of the
Company’s oil and gas production is sold at spot rates exposing the Company to the risk of
price movements.

As a means to mitigate the exposure to commodity price volatility, the Company entered
into the following derivative financial instruments:

During 2010, the Company entered into a derivative financial instrument, which became
effective on January 1, 2011 to December 31, 2011 (“Option A”). This instrument fixes the
received price of natural gas at CDN 4.684 per GJ. As at March 31, 2011, based on the fair
market value of the contract, the Company has recorded an unrealized loss in the statement
of comprehensive loss of $30,079.

During 2010, the Company entered into two commodity call options. The first option
(“Option B”) is effective from January 1, 2011 to December 31, 2011 and the second option
(“Option C”) is effective from January 1, 2012 to December 31, 2012. Both Options have a
strike price of USD $90.00 per BBL. As at March 31, 2011, based on the fair market value of
the contract, the Company has recorded an unrealized loss in the statement of
comprehensive loss of $222,111.

The following table summarizes the fair value of the Options as at March 31, 2011:

Option A ($) Option B ($) Option C ($)
Fair market value, December 31, 2010 162,458 (165,736) (150,489)
Unrealized (loss) (30,079) (126,161) (95,950)
Fair market value, March 31, 2011 132,379 (291,897) (246,439)
Financial Contract liability:
Current (159,518)
Long-term (246,439)

The realized gain recorded by the Company on the derivative financial instruments for the
three months ended March 31, 2011 was $49,982 (March 31, 2010 — realized loss $24,520).
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(i) Currency risk:

The Company is exposed to the financial risk related to the fluctuation of foreign exchange
rates. The Company operates in Canada and the United States and a portion of its expenses
are incurred in US dollars. The Company does not hedge its exposure to fluctuations in the
exchange rate. Future changes in exchange rates could have a material effect on the
Company’s business including its intended capital plans, its financial condition and results of
operations.

Certain of the Company’s financial instruments are exposed to fluctuations in the US dollar,
including cash and cash equivalents, accounts receivable and accounts payable and accrued
liabilities. As at March 31, 2011, an increase or decrease of 10% to the foreign exchange rate
between the US dollar and the Canadian dollar applied to the average level of US
denominated cash and cash equivalents would have had approximately a $7,200 impact on
the Company’s comprehensive loss for the period.

(iii) Interest rate risk:

Interest rate risk is the risk that future cash flows will fluctuate as a result of changes in
market interest rates. The Company is exposed to interest rate fluctuations on its bank debt
which bears a floating rate of interest. At March 31, 2011 the Company’s bank debt was
$3,225,000 (December 31, 2010 - $3,275,000). As at March 31, 2011, if interest rates had
been 1 percent higher/lower, with all other variables held constant, there would have been
an impact of approximately $8,000 on the Company’s comprehensive loss for the period.

The Company has no interest rate swaps or financial contracts in place as at or during the
three month period ended March 31, 2011 or during the year ended December 31, 2010.

(d) Capital management:

The Company’s capital consists of shareholders’ equity, bank debt and working capital. The
Company will adjust its capital structure to manage its current and future debt, drilling programs
and potential corporate acquisitions through the issuance of shares, increasing the credit facility
line and adjustments to capital spending. The Company’s objective for managing capital is to
maximize long-term Shareholder value by ensuring adequate capital to achieve the Company’s
objectives.

Management reviews its capital management approach on an ongoing basis and believes its
current approach is reasonable given the size of the Company. There has been no change in
managements approach to capital management during the period.
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As at March 31, 2011, the Company is in violation of the Working Capital Ratio required to be

maintained pursuant to the Bank Loan (note 11).

Segmented information

The Company’s primary operations are limited to a single industry being the acquisition,

exploration for, and development of petroleum and natural gas. Geographical segmentation is

as follows:

March 31, 2011 ($)

Canada United States Total

Petroleum and natural gas sales 225,650 34,304 259,954
Interest income 2,114 - 2,114
Depletion, depreciation and impairment 87,650 5,598 93,248
Net loss 369,074 84,423 453,497
Property and equipment 3,732,998 246,328 3,979,326
December 31, 2010 ($)

Canada United States Total

Petroleum and natural gas sales 1,200,409 111,276 1,311,685
Interest income 9,731 - 9,731
Depletion, depreciation and impairment 1,341,322 27,952 1,369,274
Net loss 2,105,386 119,577 2,224,963
Property and equipment 3,826,136 206,957 4,033,093

Subsequent events

The Company entered into the following transactions subsequent to March 31, 2011:

a) The final tranche of the private placement (note 12(b)(vi)) was completed through the

issuance of an additional 1,910,000 units at a price of $S0.05 per unit for aggregate proceeds
of $95,500. Each unit consisted of one common share of the Company and one share
purchase warrant. Each full share purchase warrant entitles the holder to purchase one
additional common share of the Company at $0.10 per share, exercisable for 18 months
from the date of the final placement. Of the 1,910,000 common shares that were issued
under this final tranche, none were issued as flow-through shares.

b) The Company closed a private placement through the issuance of 4,000,000 units for total

proceeds of $200,000, ($0.05 per unit). Each unit consisted of one common share of the
Company (issued as either a common share or as a flow-through share) and one share
purchase warrant. Each full share purchase warrant entitles the holder to purchase one
additional common share of the Company at $0.10 per share, exercisable for 18 months
from the date of the private placement. Of the total 4,000,000 units issued, 1,040,000 were
issued as flow-through shares.
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Transition to IFRS

As stated in note 2, these are the Company’s first condensed interim financial statements for
the period covered by the first annual financial statements prepared in accordance with IFRS.

The accounting policies in note 3 have been applied in preparing the condensed interim financial
statements for the three months ended March 31, 2011, the comparative information for the
three months ended March 31, 2010, the financial statements for the year ended December 31,
2010 and the preparation of an opening IFRS statement of financial position on January 1, 2010,
the Company’s transition date.

IFRS employs a conceptual framework that is similar to Canadian GAAP. While the adoption of
IFRS has not changed the actual cash flows of the Company, the adoption has resulted in
changes to the reported financial position and results of operations of the Company. The
Company followed the provisions of IFRS 1 in preparing its opening IFRS balance sheet. Certain
of the Company’s IFRS accounting policies used for this opening balance sheet differed from its
Canadian GAAP policies applied at the same date. The resulting adjustments arose from events
and transactions before the date of transition to IFRS. Therefore as required by IFRS 1, those
adjustments were recognized directly through retained earnings (or another category of equity
where appropriate) as of January 1, 2010, the transition date, in accordance with the general
rules of IFRS 1 which is to apply IFRS retrospectively, unless a specific exemption was available
and taken. The following are the significant exemptions the Company has elected to apply:

o Deemed cost exemption for property and equipment — the Company has elected to
report items of property and equipment on transition date at deemed cost instead of
the actual cost that would be determined under IFRS. The deemed cost of an item may
be either its fair value at the transition date or an amount determined by a previous
revaluation under Canadian GAAP. The exemption can be applied on an asset-by-asset
basis. Oil and gas assets that were part of the full cost pool and determined to be
developed or producing assets were allocated to CGU’s on the transition date pro rata
using reserve values, subject to an impairment test on the transition date.

e Share-Based Payments — The Company has elected not to apply IFRS 2 “Share-Based
Payments” to equity instruments which vested before the transition date. As such,
adjustments were made only to Share-Based Payments that were granted before the
transition date but had not vested.

e Decommissioning liabilities — In accounting for changes in obligations to dismantle,
remove and restore items of property and equipment, the guidance under IFRS requires
changes in such obligations to be added to or deducted from the cost of the asset to
which it relates. The adjusted depreciable amount of the asset is then depreciated
prospectively over its remaining life. Rather than recalculating the effect of all such
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changes throughout the life of the obligation, the Company has elected to measure the
liability and the related depreciation effects at the transition date.

19 Reconciliation of statement of financial position from Canadian GAAP to IFRS
Condensed Statement of Financial Position

The following tables reconcile the statements of financial position of the Company from the
amounts previously reported under Canadian GAAP to IFRS as at the transition date of January
1, 2010, March 31, 2010 and December 31, 2010.

Transition date: January 1, 2010:

Canadian GAAP Effect on transition to IFRS IFRS
$ $ $
a b
Assets
Current assets
Cash 142,728 - - 142,728
Short-term investments 55,864 - - 55,864
Trade and other receivables 970,257 - - 970,257
Deposits and prepaid expenses 64,212 - - 64,212
Total current assets 1,233,061 - - 1,233,061
Due from related parties 63,238 - - 63,238
Exploration and evaluation assets and other
intangible assets 11,835 - - 11,835
Property and equipment 5,053,833 (344,720) - 4,709,113
6,361,967 (344,720) - 6,017,247
Liabilities
Current liabilities
Accounts payable and accrued liabilities 2,616,909 - - 2,616,909
Bank loan 2,935,019 - - 2,935,019
Current portion of long-term debt 13,079 - - 13,079
Total current liabilities 5,565,007 - - 5,565,007
Long-term debt 67,919 - - 67,919
Decommissioning liabilities 131,757 - 106,206 237,963
5,764,683 - 106,206 5,870,889
Equity
Share capital 5,830,596 - - 5,830,596
Warrants 102,083 - - 102,083
Contributed surplus 766,924 - - 766,924
Deficit (6,102,319) (344,720) (106,206) (6,553,245)
597,284 (344,720) (106,206) 146,358

6,361,967 (344,720) - 6,017,247
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March 31, 2010:

Assets

Current assets
Cash
Short-term investments
Trade and other receivables
Deposits and prepaid expenses
Financial contract
Total current assets

Due from related parties

Investment in PRI

Exploration and evaluation assets and
other intangible assets

Property and equipment

Liabilities

Current liabilities
Accounts payable and accrued liabilities
Bank loan
Current portion of long-term debt
Total current liabilities

Long-term debt
Decommissioning liabilities

Equity

Share capital
Warrants
Contributed surplus
Deficit

Canadian
GAAP Effect of transition to IFRS IFRS
$ $ $

a b c d

13,791 - - - - 13,791
50,790 - - - - 50,790
1,652,299 - - - - 1,652,299
67,869 - - - - 67,869
102,060 - - - - 102,060
1,886,809 - - - - 1,886,809
60,035 - - - - 60,035
220,808 - - - - 220,808
9,396 - - 25,081 - 34,477
4,990,822 (344,720) - (25,081) 25,346 4,646,367
7,167,870 (344,720) - - 25,346 6,848,496
3,329,634 - - - - 3,329,634
2,875,000 - - - - 2,875,000
37,755 - - - - 37,755
6,242,389 - - - - 6,242,389
77,936 - - - - 77,936
134,406 - 106,206 - - 240,612
6,454,731 - 106,206 - - 6,560,937
6,070,243 - - - - 6,070,243
102,083 - - - - 102,083
766,924 - - - - 766,924
(6,226,111) (344,720) (106,206) - 25346 (6,651,691)
713,139 (344,720) (106,206) - 25,346 287,559
7,167,870 (344,720) - - 25,346 6,848,496
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At the end of the last reporting year under Canadian GAAP — December 31, 2010:

Canadian
GAAP Effect of transition to IFRS IFRS
$ $ $
a b c d e f
Assets
Current assets
Cash 38,334 - - - - - - 38,334
Short-term investments 50,989 - - - - - - 50,989
Trade and other receivables 732,805 - - - - - - 732,805
Deposits and prepaid expenses 35,582 - - - - - - 35,582
Total current assets 857,710 - - - - - - 857,710
Due from related party 51,373 - - - - - - 51,373
Investment 226,272 - - - - - - 226,272
Exploration and evaluation assets
and other intangible assets - - - 25,081 - - - 25,081
Property and equipment 5,251,140 (1,218,991) (42,700) (25,081) 84,592 - (15,867) 4,033,093
6,386,495 (1,218,991) (42,700) - 84,592 - (15,867) 5,193,529
Liabilities
Current liabilities
Accounts payable and accrued
liabilities 2,596,818 - - - - - - 2,596,818
Bank loan 3,275,000 - - - - - - 3,275,000
Current portion of long-term
debt 22,075 - - - - - - 22,075
Financial contract 3,278 - - - - - - 3,278
Total current liabilities 5,897,171 - - - - - - 5,897,171
Long-term debt 89,989 - - - - - - 89,989
Financial contract 150,488 - - - - - - 150,488
Decommissioning liabilities 176,768 - 62,548 - - - - 239,316
6,314,416 - 62,548 - - - - 6,376,964
Deficit
Share capital 6,619,116 - - - - - - 6,619,116
Warrants 13,336 - - - - - - 13,336
Contributed surplus 984,233 - - - - (21,912) - 962,321
Deficit (7,544,606) (1,218,991) (105,248) - 84,592 21,912 (15,867) (8,778,208)
72,079 (1,218,991) (105,248) - 84,592 - (15,867) (1,183,435)

6,386,495 (1,218,991) (42,700) - 84,592 - (15,867) 5,193,529
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Condensed Statement of Comprehensive Loss

The following tables reconcile the statement of comprehensive loss of the Company from the

amounts previously reported under Canadian GAAP to IFRS for the three months ended March
31, 2010 and the twelve months ended December 31, 2010:

Reconciliation of income statement for the three months ended March 31, 2010:

Revenue
Petroleum and natural gas revenue
Royalties

Operating expenses

Exploration and evaluation expenditures
Production and operating expenses
Depletion, depreciation and amortization
General and administrative

Interest expense

Foreign exchange loss

Results from operating activities

Finance expense

Interest expense

Foreign exchange loss

Accretion of decommissioning liability
Net finance expense

Other income and expenses
Unrealized gain on financial contract
Natural gas derivative income

Net other income and expenses

Net loss before income taxes

Income taxes

Future income tax recovery

Net loss and comprehensive loss after
income taxes

Deficit, beginning of period

Deficit, end of period

Canadian GAAP Effect of transition to IFRS IFRS
$ $ $

a b c d
422,383 - - - - 422,383
(96,565) - - - - (96,565)
325,818 - - - - 325,818
144,313 - - - - 144,313
150,974 - - (2,649) (25,346) 122,979
357,199 - - - - 357,199
31,935 - - (31,935) - -
5,229 - - (5,229) - -
(689,650) - - 39,813 25,346 (624,491)
(363,832) - - 39,813 25,346 (298,673)
- - - 31,935 - 31,935
- - - 5,229 - 5,229
- - - 2,649 - 2,649
- - - (39,813) - (39,813)
102,060 - - - - 102,060
(24,520) - - - - (24,520)
77,540 - - - - 77,540
(286,292) - - - 25,346 (260,946)
162,500 - - - - 162,500
(123,792) - - - 25,346 (98,446)
(6,102,319) (344,720) (106,206) - - (6,553,245)
(6,226,111) (344,720) (106,206) - 25,346 (6,651,691)
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Reconciliation of income statement for the year ended December 31, 2010:

Canadian GAAP Effect of transition to IFRS IFRS
$ $ $
a b c d e f
Revenue
Petroleum and natural gas revenue 1,311,685 - - - - - - 1,311,685
Royalties (243,103) - - - - - - (243,103)
1,068,582 - - - - - - 1,068,582
Operating expenses
Exploration and evaluation
expenditures - - - - - - 15,867 15,867
Production and operating expenses 610,736 - - - - - - 610,736
Depletion, depreciation and
impairment 589,477 874,271 - (9,882) (84,592) - - 1,369,274
General and administrative 1,159,410 - - - - - - 1,159,410
Bad debt expense 5,917 - - (5,917) - - - -
Stock-based compensation 109,560 - - - - (21,912) - 87,648
Interest expense 153,166 - - (153,166) - - - -
Foreign exchange loss 9,036 - - (9,036) - - - -
(2,637,302) (874,271) - 178,001 84,592 21,912 (15,867)  (3,242,935)
Results from operating activities (1,568,720) (874,271) 178,001 21,912 (2,174,353)
Finance expenses
Interest income - - - (9,731) - - - (9,731)
Interest expense - - - 153,166 - - - 153,166
Bad debt expense - - - 5,917 - - - 5,917
Foreign exchange loss - - - 9,036 - - - 9,036
Accretion of decommissioning liability - - (958) 9,882 - - - 8,924
Net finance expense - - 958  (168,270) - - - (167,312)
Other income and expenses
Unrealized (loss) on financial contract (153,767) - - - - - - (153,767)
Natural gas derivative income 113,616 - - - - - - 113,616
Equity gain from investment in PRI 3,103 - - - - - - 3,103
Interest income 9,731 - - (9,731) - - - -
Net other income and expenses (27,317) - - (9,731) - - - (37,048)
Net loss before income taxes (1,596,037) (874,271) 958 - 84,592 21,912 (15,867)  (2,378,713)
Income taxes
Future income tax recovery 153,750 153,750
Net loss and comprehensive loss
after income taxes (1,442,287) (874,271) 958 - 84,592 21,912 (15,867) (2,224,963)
Deficit, beginning of year (6,102,319) (344,720) (106,206) - - - - (6,553,245)

Deficit, end of year (7,544,606)  (1,218,991) (105,248) - 84,592 21,912 (15,867)  (8,778,208)
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Statement of Cash Flows

The adoption of IFRS had no significant impact on cash flows generated by the Company except

that, under IFRS, cash flows relating to interest payments were classified as operating, investing

or financing in a consistent manner each period. Under Canadian GAAP, cash flows relating to

interest payments were classified as operating.

Notes to the IFRS Reconciliations

a)

b)

Impairment
(i) Exploration and evaluation (“E&E"”) assets

E&E assets consist of the Company’s exploration projects where technical feasibility and
commercial viability have not yet been determined. Under Canadian GAAP these costs were
grouped with property and equipment. Under IFRS, E&E assets are classified as a separate
line in the balance sheet. E&E costs of $344,720 were identified and deemed to be impaired
upon transition.

(i) Impairment of development and production (“D&P”) assets

The net book value at December 31, 2009 under Canadian GAAP was allocated between
CGU’s based on total proven reserve values. Each CGU was tested for impairment on the
transition date, a requirement when applying the “deemed cost” exemption under IFRS 1.

IAS 36 “Impairment of Assets” requires that an assessment must be made at each reporting
period whether there is any indication that an asset or CGU may be impaired. The Company
determined that an impairment of $874,281 was required as at December 31, 2010.

Decommissioning liability

Under Canadian GAAP, decommissioning liabilities were discounted at a credit adjusted risk
free rate of 7.5%. Under IFRS, the estimated cash flow to abandon and remediate the wells
has been risk adjusted and therefore the entire decommissioning liability is discounted at a
risk free rate of 3.75%.

Reclassifications
(i) E&E assets

E&E assets consist of the Company’s exploration projects where technical feasibility and
commercial viability have not yet been determined. Under Canadian GAAP these costs were
grouped with property and equipment. Under IFRS, E&E assets are classified as a separate
line in the balance sheet.
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d)

f)

(i) Accretion on decommissioning liability

Under Canadian GAAP, unwinding of the discount on the decommissioning liability, or
accretion, was included in depletion and depreciation. Under IFRS it is included in finance
expense.

(ii) Interest expense, foreign exchange gains and losses and bad debt expense

Under IFRS interest expense, foreign exchange gains and losses and bad debt expense are
required to be included in finance expense.

Depletion:

Upon transition to IFRS, the Company adopted a policy of depleting oil and natural gas
interests on a unit of production basis over total proven reserves. The depletion policy
under Canadian GAAP was based on units of production over proved reserves. In addition
depletion was done on the Canadian cost centre under Canadian GAAP. IFRS requires
depletion and depreciation to be calculated based on individual components. This resulted
in a reduction in depletion expense under IFRS during the three months ended March 31,
2010 and the year ended December 31, 2010.

Share-based payments

Under IFRS each tranche of an award with different vesting dates is considered a separate
grant for the calculation of fair value, and the resulting fair value is amortized over the
vesting period of the respective tranches. The Company followed this treatment under
Canadian GAAP.

Under Canadian GAAP, forfeitures of awards were recognized as they occurred. Under IFRS,
forfeiture estimates are recognized on the grant date and revised for actual experiences in
subsequent periods. The estimate of the forfeiture rate used is based on historical
forfeitures. This resulted in a lower stock-based compensation expense under IFRS. This
resulted in a reduction of stock-based compensation expense under IFRS during the year
ended December 31, 2010.

Pre-license costs

Under Canadian GAAP, the Company capitalized pre-license assets. The Company incurred
these expenditures prior to obtaining a legal right to explore an area. Under IFRS, the
Company is required to expense pre-license costs and resulted in a reduction in the property
and equipment balance at December 31, 2010, with a corresponding charge to deficit.



