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SHARE OPTION PLAN

Under the Corporation’s share option plan it may grant options to its employees for up to 2,733,424
shares, of which 2,700,000 had been granted as at September 30, 2008 (December 31, 2007 -
1,926,500). The exercise price of each option equals the market price of the Corporation’s stock on
the date of grant. Options have terms of five years and vest as to one-third on each of the first,
second and third anniversaries of the grant date.

Nine months ended Year ended
Sept. 30, 2008 Dec. 31, 2007
Weighted Weighted
Number average Number average
of options exercise price of options exercise price
Granted and outstanding,
beginning of period 1,926,500 $ 4.08 1,673,000 $ 4.17
Granted 779,500 4.93 256,500 3.51
Exercised (6,000) 3.04 - -
Forfeited - - (3,000) 3.53
Granted and outstanding,
end of period 2,700,000 4.33 1,926,500 4.08
Exercisable at period-end 1,124,833 $ 4.22 859,667 $ 4.32

The following table summarizes information about the fixed stock options outstanding at
September 30, 2008:

Options Outstanding Options Exercisable
Weighted
Weighted average Weighted
Range of Number average contractual Number average
exercise prices outstanding exercise price life (years) exercisable exercise price
$2.40-3%3.60 713,500 $ 3.27 3.3 203,000 $ 314
$3.61-$6.06 1,986,500 $ 471 3.2 921,833 $ 4.46
$2.40-$6.06 2,700,000 $ 433 3.2 1,124,833 $ 4.22

STOCK-BASED COMPENSATION

The fair value of each option grant is estimated on the date of grant using the Black-Scholes
option-pricing model with the following assumptions used for grants in the nine-month period
ended September 30, 2008: zero dividend yield, average expected volatility of 58 percent
(December 31, 2007 — 52 percent), average risk-free interest rate of 3.14 percent (December 31, 2007
—4.27 percent), and expected life of five years (December 31, 2007 - five years). The average fair
value of stock options granted during the period was $2.57 (December 31, 2007 — $1.74) per option.
The Corporation has not re-priced any stock options. The Corporation has not incorporated an
estimated forfeiture rate for stock options that will not vest; rather, the Corporation accounts for
actual forfeitures as they occur.

< Third Quarter Report 2008 <



(D) CONTRIBUTED SURPLUS

Balance, December 31, 2006 $ 819,334
Stock-based compensation expense 1,056,071
Balance, December 31, 2007 $ 1,875,405
Stock-based compensation expense 1,132,849
Transfer to share capital on exercise of stock options (7,453)
Balance, September 30, 2008 $ 3,000,801

(E) PER SHARE AMOUNTS
Per share amounts have been calculated using the weighted average number of shares
outstanding. The following table summarizes basic and diluted common shares outstanding:

Three months ended Nine months ended
Sept. 30, 2008 Sept. 30, 2007 Sept. 30, 2008 Sept. 30, 2007
Weighted average basic common
shares outstanding 27,334,241 19,763,841 25,428,474 19,192,412
Stock option dilution 222,872 - 111,602 -
Weighted average diluted common
shares outstanding 27,557,113 19,763,841 25,540,076 19,192,412

Options to purchase 749,500 and 1,797,500 common shares for the three and nine months ended
September 30, 2008 (September 30, 2007 - 1,922,500 and 1,922,500), respectively, were not included
in the computation because they were anti-dilutive.

6. CAPITAL MANAGEMENT

The Corporation’s objectives when managing its capital are: maintain financial flexibility so as to
preserve the ability to meet its financial obligations, and finance its growth, which may include
accessing capital markets and credit facilities to fund the drilling of exploration and development
wells as well as potential property or corporate acquisitions.

The Corporation manages its capital structure and adjusts it as a result of changes in economic
conditions and the risk characteristics of the underlying petroleum and natural gas assets. The
Corporation considers its capital structure to include shareholders’ equity, bank debt and working
capital and is shown in the table below. In order to maintain or adjust the capital structure, the
Corporation may from time to time issue shares and adjust its capital spending to manage current and
forecast debt levels.

Sept. 30,2008 Dec. 31, 2007
Shareholders’ equity $ 94,499,761 $ 72,483,559
Bank debt 7,087,800 12,855,623
Working capital (deficiency) excluding bank debt $ (16,168,628) $ 23,516
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The Corporation manages its capital and financing requirements using the non-GAAP financial metric
of the net debt to annualized funds from operations ratio. This ratio is calculated as net debt, defined as
outstanding bank debt plus or minus working capital, divided by annualized funds from operations,
defined as the most recent calendar quarter’s cash flow from operating activities, before the change in
non-cash working capital and asset retirement expenditures incurred, multiplied by four. The
Corporation’s strategy is to maintain a ratio of no more than 2 to 1. This ratio may increase at certain
times as a result of acquisitions. This ratio is calculated as follows:

Sept. 30, 2008 Dec. 31, 2007
Current liabilities $ 34,046,456 $ 22,250,218
Current assets (10,790,028) (9,418,111)
Net debt 23,256,428 12,832,107
Cash flow from operating activities 4,583,228 2,867,479
Change in non-cash working capital 164,940 1,698,137
Asset retirement expenditures 8,552 16,869
Quarterly funds from operations 4,756,720 4,582,485
Annualized funds from operations $ 19,026,880 $ 18,329,940
Net debt to annualized funds from operations ratio 1.2:1 0.7:1

As at September 30, 2008 and December 31, 2007, the Corporation’s ratio of net debt to annualized
funds from operations was within the acceptable range established by the Corporation. The increase in
the ratio from December 31, 2007 to September 30, 2008 is primarily due to expenditures under the
2008 capital program being incurred in the first nine months of 2008. The Corporation expects the
ratio will decrease during the fourth quarter of 2008 as the Corporation anticipates an increase in
funds from operations to more than offset the impact of further indebtedness incurred as a result of
fourth quarter expenditures under the 2008 capital program.

The Corporation’s share capital is not subject to external restrictions; however, the bank debt facilities
are based on petroleum and natural gas reserves (see note 3) and covenants. The Corporation has not
paid or declared any dividends since the date of incorporation, nor are any contemplated at this time.

There were no changes in the Corporation’s approach to capital management during the period.
7. COMMITMENTS

(A) FUTURE MINIMUM LEASE PAYMENTS RELATING TO OPERATING LEASES
FOR OFFICE SPACE AND EQUIPMENT ARE:

2008 $ 254,985
2009 1,030,101
2010 945,447
2011 3,566

$ 2,234,099
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(B) FLOW-THROUGH COMMON SHARES
On December 20, 2007 the Corporation issued 2,029,100 flow-through common shares for gross
proceeds of $7,000,395. Under the terms of the flow-through share agreements, the Corporation is
required to renounce qualifying oil and natural gas expenditures in 2008 and has until December
31,2008 to incur the expenditures. As at September 30, 2008 the Corporation had incurred
$7,000,395 of qualifying expenditures and is not required to incur any additional expenditures.

On April 4, 2008 the Corporation issued 2,400,000 flow-through common shares for gross proceeds
0f $12,000,000. Under the terms of the flow-through share agreements, the Corporation is required
to renounce the $12,000,000 of qualifying oil and natural gas expenditures effective December 31,
2008 and has until December 31, 2009 to incur the expenditures. As at September 30, 2008 the
Corporation had incurred $12,000,000 of qualifying expenditures and is not required to incur any
additional expenditures.

8. FINANCIAL INSTRUMENTS
The Corporation has exposure to the following risks from its use of financial instruments: credit risk,
liquidity risk, and market risk.

This note presents information about the Corporation’s exposure to each of the above risks and the
Corporation’s objectives, policies and processes for measuring and managing risk. Further qualitative
disclosures are included throughout these financial statements.

(A) CREDIT RISK
Credit risk is the risk of financial loss to the Corporation if a customer or counter-party to a
financial instrument fails to meet its contractual obligations, and arises principally from the
Corporation’s receivables from purchasers of the Corporation’s natural gas, crude oil and natural
gas liquids and from joint venture partners. As at September 30, 2008 the Corporation’s receivables
consisted of $4,884,464 (December 31, 2007 — $4,552,556) from joint venture partners, $3,352,751
(December 31, 2007 — $2,078,846) from purchasers of the Corporation’s natural gas, crude oil and
natural gas liquids and $1,144,253 (December 31, 2007 — $1,259,862) of other trade receivables.

Receivables from purchasers of the Corporation’s natural gas, crude oil and natural gas liquids are
normally collected on the 25th day of the month following production. The Corporation’s policy to
mitigate credit risk associated with these balances is to establish marketing relationships with
large purchasers. The Corporation has recently experienced a collection issue with one of its
purchasers of natural gas, SemCanada Energy Company, and one of its purchasers of crude oil,
SemCanada Crude Company. Both companies are Canadian subsidiaries of SemGroup, L.P. which
recently filed a voluntary petition for reorganization under Chapter 11 of the Bankruptcy Code in
the United States. As of September 30, 2008, the Corporation is owed $949,462 and $97,146 from
SemCanada Energy Company and SemCanada Crude Company, respectively. The Corporation has
held preliminary discussions with several arms length parties with regards to the purchase and
sale of the outstanding receivable balances from SemCanada Energy Company and SemCanada
Crude Company. Based on these discussions and an internal evaluation of what portion, if any, of
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these amounts will be collectible, the Corporation has recorded a provision for bad debts of
$523,304 as of September 30, 2008, which represents 50 percent of the outstanding amounts owed
to it by SemCanada Energy Company and SemCanada Crude Company. The Corporation is
continuing to work with its legal counsel to pursue the possible sale of the outstanding receivable
balances to a third party and, accordingly, will update its provision for bad debts as circumstances
deem it necessary. After reviewing the facts and sequence of events in this issue, the Corporation’s
management has concluded that these events could not have been detected, or detected earlier, by a
standard credit risk program.

Joint venture receivables are typically collected within one to three months of the joint venture bill
being issued to the partner. The Corporation attempts to mitigate the risk from joint venture
receivables by obtaining partner approval of significant capital expenditures prior to
commencement of the joint venture project. However, the receivables are from participants in the
petroleum 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 venture partners as disagreements occasionally
arise that increase the potential for non-collection. The Corporation does not typically obtain
collateral from joint venture partners; however, the Corporation has the ability to withhold
production from joint venture partners in the event of non-payment.

Cash and cash equivalents, when outstanding, consist of cash bank balances and short-term
deposits maturing in less than 90 days. The Corporation manages the credit risk exposure related
to short-term investments by selecting counter-parties based on credit ratings and monitoring all
investments to ensure a stable return, and also by avoiding complex investment vehicles with
higher risk such as asset-backed commercial paper.

Derivative assets consist of commodity contracts used to manage the Corporation’s exposure to
fluctuations in commodity prices. The Corporation manages the credit risk exposure related to
derivative assets by selecting counter-parties based on credit ratings and financial stability and by
not entering into commodity contracts for trading or speculative purposes.

The carrying amount of accounts receivable, cash and cash equivalents and the fair value

of commodity contracts represents the maximum credit exposure. The Corporation has an
allowance for doubtful accounts as at September 30, 2008 in the amount of $523,304 which
represents 50 percent of the outstanding amounts owed to it by SemCanada Energy Company and
SemCanada Crude Company.

As at September 30, 2008 the Corporation considers its receivables to be aged as follows:

Not past due (less than 120 days) $ 9,216,494
Past due (over 120 days) 164,974
Total $ 9,381,468
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(B) LIQUIDITY RISK
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Liquidity risk is the risk that the Corporation will not be able to meet its financial obligations as
they are due. The Corporation utilizes prudent cash and debt management to mitigate the
likelihood of encountering difficulties in meeting its financial obligations. As disclosed in note 6,
the Corporation targets a net debt to annualized funds from operations ratio of no more than

2 to 1 to manage the Corporation’s overall liquidity risk.

The Corporation prepares annual capital expenditure budgets, which are regularly monitored

and updated as considered necessary. Further, the Corporation utilizes authorizations for
expenditures on both operated and non-operated projects to further manage capital expenditures.
To facilitate the capital expenditure program, the Corporation has a revolving reserve-based credit
facility, as disclosed in note 3, that is reviewed semi-annually by the lender. The Corporation also
attempts to match its payment cycle with collection of petroleum and natural gas revenues on the
25th of each month.

Financial liability Less than 1 year 1to 2 years Total
Accounts payable and accrued liabilities $ 26,831,969 $ - $ 26,831,969
Bank indebtedness — principal only @ $ 7,087,800 $ - $ 7,087,800

M Amount is drawn against the Corporation’s extendable revolving demand facility. As the facility is demand in nature amounts
outstanding are classified as current liabilities implying they are due in one year or less. Management fully expects the term of
the facility to be extended.

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 Corporation’s net earnings or the value of financial
instruments. The objective of market risk management is to manage and control market risk
exposures within acceptable limits, while maximizing returns.

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 petroleum and natural gas are impacted by
not only the relationship between the Canadian and United States dollars, but also by continental
and worldwide economic events and natural phenomena such as the weather, all of which
influence the levels of supply and demand. The Corporation utilizes commodity contracts as a risk
management technique to mitigate exposure to commodity price volatility. Because the large
majority of the Corporation’s production is natural gas, plus the associated natural gas liquids, all
of the Corporation’s current commodity contracts are for natural gas.
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The following table indicates the fair value of natural gas hedging contracts outstanding as at
September 30, 2008 and indicates the unrealized losses on natural gas contracts for the periods
then ended:

Unrealized Realized

Fair value gains for  gains (losses)

Average Average of contract the three for the nine

AECO AECO asat monthsended monthsended

Volume Typeof Spot floor Spot ceiling Sept. 30, Sept. 30, Sept. 30,

Period (GJ/d) contract  (Cdn$/GJ) (Cdn$/GJ) 2008 2008 2008
Apr. 2007 to Costless

Mar. 2008 1,000 Collar $7.00 $10.16 - - $ (68,539
Nov. 2007 to Costless

Mar. 2008 1,500 Collar $7.50 $10.67 - - (164,411)
Jan. to Costless

Dec. 2008 3,000 Collar $6.75 $7.50-$9.12 $ 156,312 $ 2,124,195 (341,146)

Apr. to Oct. 2008 1,500 Swap $6.46 $6.46 20,236 925,852 29,499

Nov. to Dec. 2008 1,500 Swap $7.26 $7.26 54,599 486,800 62,664

Apr. toOct. 2008 1,500 Swap $6.50 $6.50 22,087 920,381 22,087
Nov. 2008 to Costless

Mar. 2009 1,500 Collar $6.75 $11.09 98,616 584,091 98,616
Jan. to Costless

Dec. 2009 1,000 Collar $6.50  $9.00-$13.00 85,001 685,620 85,001

$ 436851 $ 5,726,939 $ (276,224)

Foreign currency exchange rate risk is the risk that the fair value of future cash flows will
fluctuate as a result of changes in foreign exchange rates. Although substantially all of the
Corporation’s petroleum and natural gas sales are denominated in Canadian dollars, the
underlying market prices in Canada for petroleum and natural gas are impacted by changes in the
exchange rate between the Canadian and United States currency.

Interest rate risk is the risk that future cash flows will fluctuate as a result of changes in market
interest rates. The Corporation is exposed to interest rate fluctuations on its bank debt which bears

a floating rate of interest.

The Corporation had no forward exchange rate contracts or interest rate swap contracts in place as
at or during the period ended September 30, 2008 and 2007.
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The following table summarizes the sensitivity of the fair value of the Corporation’s market risk
management positions to fluctuations in natural gas prices and interest rates. Both such
fluctuations were evaluated independently, with all other variables held constant. In assessing the
potential impact of these fluctuations, the Corporation believes that the volatilities presented
below are reasonable measures. Fluctuations in natural gas prices, which would impact the
mark-to-market calculation of commodity contracts, and interest rates could have resulted in the
following impact on the net earnings:

Net earnings (loss)

Three months ended
Sept. 30, 2008

Increase Decrease
Natural gas price — change of 10% $ (236,709) $ 293,491
Interest rate — change of 10% ® (1,930) 1,930

M Asat September 30, 2008, a 10 percent change to the Corporation’s effective interest rate would be equivalent to a change of 48
basis points or 0.48 percent in the rate charged by the Corporation’s bank.

(D) FAIR VALUE OF FINANCIAL INSTRUMENTS
The Corporation’s financial instruments as at September 30, 2008 and December 31, 2007 include
cash and cash equivalents, accounts receivable, derivative contracts, accounts payable and accrued
liabilities and bank debt. The fair value of cash and cash equivalents, accounts receivable and
accounts payable and accrued liabilities approximates their carrying amounts due to their short
terms to maturity.

The fair value of derivative contracts is determined by discounting the difference between the
contracted price and published forward price curves as at the balance sheet date, using the
remaining contracted petroleum and natural gas volumes.

Bank debt bears interest at a floating market rate and accordingly the fair market value
approximates the carrying value.

9. RELATED-PARTY TRANSACTIONS

During the three and nine months ended September 30, 2008, the Corporation incurred $11,758 and
$132,354 in legal costs (December 31, 2007 — $124,000), respectively, to a law firm in which the
Chairman of the Board of Directors and the Corporate Secretary of the Corporation are partners. The
legal costs incurred were in the normal course of operations and were based on the exchange value of
the services provided. Of the legal costs incurred in the nine months ended September 30, 2008, no
amounts are included in accounts payable at September 30, 2008 (December 31, 2007 — $43,000).

Certain officers and directors of the Corporation purchased a total of 5,000 shares as part of the equity
offering that closed on April 4, 2008, for total gross proceeds of $21,000.
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ABBREVIATIONS

bbls  barrels of oil inclusive
of NGL

bcf billion cubic feet

boe barrels of oil equivalent,
converting natural gas to
oil at a ratio of six mcf of
gas to one barrel of oil

boe/d Dbarrels of oil equivalent
per day

G&A general and administrative

GAAP generally accepted
accounting principles

G]J Gigajoule
mbbls thousand barrels

mboe thousand barrels of oil
equivalent

mcf thousand cubic feet

mcf/d thousand cubic
feet per day

mmcf million cubic feet
NGL natural gas liquids

W.I.  working interest



