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Iteration Energy Ltd.
Consolidated Balance Sheets
(unaudited)

As at September 30, December 31,
(in thousands of dollars) 2009 2008
ASSETS
Current
Cash $ 1422 $ 6,832
Accounts receivable (Note 9(f)) 27,849 43,996
Prepaids and other current assets 8,876 10,846
38,147 61,674
Property, plant and equipment (Note 4) 876,119 973,529

$ 914,266 $ 1,035,203

LIABILITIES AND SHAREHOLDERS’ EQUITY

Current
Bank indebtedness (Note 5) $ 200,000 $ 266,800
Accounts payable and accrued liabilities (Note 6) 36,662 71,004
Stock-based compensation payable (Note 8(c)) 71 -
236,733 337,804
Future income taxes 72,003 92,539
Unrealized loss on derivative contracts (Note 9(b)) 399
Leasehold inducements - 193
Asset retirement obligation (Note 7) 42,324 43,323
351,459 473,859
Commitments and contingencies (Note 10)
Shareholders’ equity
Share capital (Note 8 (b)) 860,504 805,301
Deficit (297,697) (243,957)
562,807 561,344

$ 914,266 $ 1,035,203

See accompanying notes to the unaudited interim consolidated financial statements.



Iteration Energy Ltd.

Consolidated Statements of Earnings (Loss), Comprehensive Earnings (Loss) and Deficit

(unaudited)

Three months ended September

Nine months ended

30, September 30,
(in thousands of dollars, except per share amounts) 2009 2008 2009 2008
Revenue
Production revenue $ 42,117 $ 108,444 $ 145,746 $ 291,183
Unrealized loss on derivatives (Note 9(b)) 399) - 399) -
Royalties (6,720) (23,115) (25,379) (61,993)
Other production revenue 548 950 765 1,908
35,546 86,279 120,733 231,098
Expenses
Production 17,308 18,080 65,941 47,842
Transportation 1,411 1,290 4,146 4,741
General and administrative 3,699 3,207 9,888 9,404
Stock-based compensation (Note 8(c)) 36 (16,496) 71 4,412
Interest on debt 2,557 2,526 7,390 6,705
Depletion, depreciation and accretion 32,335 40,639 104,835 101,239
57,346 49,246 192,271 174,343
Income (loss) before the following (21,800) 37,033 (71,538) 56,755
Non-cash charge related to warrants - - - (3,547)
Provision for bankruptcy: SemGroup LP (Note 9 (f)) (1,650) (1,812) (10,998)
Recovery of investment tax credits - - - 1,820
Earnings (loss) before income taxes (21,800) 35,383 (73,350) 44,030
Income taxes
Current income tax expense 66 - 79 671
Future income tax expense (recovery) (5,379) 8,687 (19,689) 14,301
(5,313) 8,687 (19,610) 14,972
Net earnings (loss) and comprehensive earnings $ (16,487) $ 26,696 $ (53,740) $ 29,058
(loss)
Deficit, beginning of period $ (281,210) $ (26,072) $ (243,957) $ (18,405)
Charge on modification of warrant terms - 310 - 9,719)
Deficit, end of period $ (297,697) $ 934 $ (297,697) $ 934
Basic earnings (loss) per common share (Note 8(d)) $ 0.08) $ 0.16 $ 0.28) $ 0.21
Diluted earnings (loss) per common share (Note 8(d)) $ 0.08) $ 0.16 $ 0.28) $ 0.20

See accompanying notes to the unaudited interim consolidated financial statements



Iteration Energy Ltd.

Consolidated Statements of Cash Flows
(unaudited)

Three months ended

Nine months ended

September 30 September 30,
(in thousands of dollars) 2009 2008 2009 2008
OPERATING ACTIVITIES
Net earnings (loss) $ (16,487) $ 26,696 $ (53,740) $ 29,058
Add (deduct) non-cash items:
Depletion, depreciation and accretion 32,335 40,639 104,835 101,239
Unrealized derivative loss (Note 9(b)) 399 - 399 -
Recovery of investment tax credits - - - (1,820)
Future income tax expense (recovery) (5,379) 8,687 (19,689) 14,301
Amortization of leasehold inducements (127) 41 (193) (136)
Stock-based compensation expense (Note 8 (¢ )) 36 (16,496) 71 (5,256)
Non-cash charge related to warrants - - - 3,547
Asset retirement expenditures (682) (147) (1,310) (257)
10,095 59,338 30,373 140,676
Net change in non-cash operating working capital (Note 11) 7,254 (13,563) 16,449 (13,664)
17,349 45,775 46,822 127,012
INVESTING ACTIVITIES
Proceeds on sale of property plant and equipment 38,748 - 41,126 646
Acquisition of subsidiary - - - (778)
Acquisition of oil and gas properties (163)  (36,930) (163) (41,344)
Additions to oil and gas properties (5,619) (31,907) (47,555) (100,542)
Additions to other capital assets (186) (507) (521) (1,022)
Net change in non-cash investing working capital (Note 11) (2,682) 14,918 (32,427) (16,733)
30,098 (54,426) (39,540) (159,773)
FINANCING ACTIVITIES
Proceeds from (repayment of) bank indebtedness (46,000) (9,000) (66,800) 71,630
Common shares issued - - 57,555 2,900
Exercise of warrants - (261) - (21,112)
Share issue costs (55) - (3,200) (30)
Net change in non-cash financing working capital (Note 11) (110) - (247) -
(46,165) (9,261) (12,692) 53,388
Increase (decrease) in cash 1,282 (17,912) (5,410) 20,627
Cash, beginning of period 140 39,769 6,832 1,230
Cash, end of period 1,422 21,857 1,422 21,857

See Note 11 for supplemental disclosure

See accompanying notes to the unaudited interim consolidated financial statements



Iteration Energy Ltd.

Notes to the Unaudited Interim Consolidated Financial Statements
As at and for the Three and Nine Months Ended September 30, 2009
and 2008

(Tabular amounts in thousands of dollars, unless otherwise noted)

1. NATURE OF OPERATIONS

Iteration Energy Ltd. (“Iteration” or the “Company”) is a public company that trades on the Toronto Stock
Exchange and is incorporated under the Business Corporations Act (Alberta). Iteration is engaged in the
exploration, development and production of petroleum and natural gas in Canada.

2. SIGNIFICANT ACCOUNTING POLICIES

The unaudited interim consolidated financial statements of Iteration Energy Ltd. have been prepared in
accordance with Canadian generally accepted accounting principles and are consistent with those policies
set out in the audited consolidated financial statements for the year ended December 31, 2008, except as
disclosed below. These interim consolidated financial statements do not include all disclosures provided in
the December 31, 2008 financial statements and should be read in conjunction with those financial
statements. The timely preparation of financial statements requires that management make estimates and
assumptions, and use judgment regarding assets, liabilities, revenues and expenses. Such estimates
primarily relate to unsettled transactions and events as of the date of the financial statements. Accordingly,
actual results may differ from estimated amounts. In the nine months ended September 30, 2009 the
Company recorded additional production expenses for 2008 as costs accrued at year-end 2008 did not
reflect late invoices from vendors and higher than expected charges from partners relating to 2008. In the
opinion of management, these unaudited interim consolidated financial statements have been properly
prepared within reasonable limits of materiality and within the framework of the significant accounting
policies summarized below.

Basis of Consolidation

These unaudited interim consolidated financial statements include the accounts of Iteration Energy Ltd., its
wholly owned subsidiaries (Cyries Energy Inc, Iteration Energy Inc. and Cyries Wyoming Inc.) and its
wholly owned partnerships (Iteration Energy and Iteration Energy Partnership 2007). All inter-company
transactions are eliminated on consolidation.

Changes in Accounting Policies

Effective January 1, 2009, the Company adopted the new CICA Handbook Section 3064, Goodwill and
Intangible Assets, which converges Canadian GAAP for goodwill and intangible assets with International
Financial Reporting Standards (“IFRS”). The new standard provides more comprehensive guidance on
intangible assets, particularly for internally developed intangible assets. This new standard has no impact
on the Company’s current financial reporting.

On January 20, 2009 the CICA issued EIC-173 “Credit Risk and the Fair value of Financial Assets and
Financial Liabilities”. Under the requirements of EIC-173, an entity’s own credit risk and the credit risk
of the counterparty should be taken into account in determining the fair value of financial assets and
liabilities, including derivative instruments. Iteration adopted the requirements of EIC-173 effective
January 1, 2009. This has had no material impact on Iteration’s financial statements or additional
disclosure.




Future Accounting Policies

Consolidated Financial Statements

In January 2009, the CICA issued section 1601, "Consolidated Financial Statements," which will replace
CICA section 1600 of the same name. This guidance requires uniform accounting policies to be consistent
throughout all consolidated entities, which is not explicitly required under the current standard. Section
1601 is effective for Iteration on January 1, 2011 with early adoption permitted. This standard will have no
impact to the Company.

Financial Instruments — Disclosures

In May 2009, the CICA amended Section 3862, “Financial Instruments — Disclosures,” to include
additional disclosure requirements about fair value measurement for financial instruments and liquidity risk
disclosures. These amendments require a three level hierarchy that reflects the significance of the inputs
used in making the fair value measurements. Fair values of assets and liabilities included in Level 1 are
determined by reference to quoted prices in active markets for identical assets and liabilities. Assets and
liabilities in Level 2 include valuations using inputs other than quoted prices for which all significant
outputs are observable, either directly or indirectly. Level 3 valuations are based on inputs that are
unobservable and significant to the overall fair value measurement. These amendments are effective for
Iteration on December 31, 2009.

Business Combinations

In January 2009, the CICA issued section 1582 which establishes principles for the measurement of assets,
liabilities and contingencies acquired at fair value, as well as recognizing acquisition-related and
reorganization costs separately from the business combination within the consolidated statement of income.
These recommendations are effective for business combinations occurring after January 1, 2011, although
early adoption is permitted.

International Financial Reporting Standards

The Canadian Accounting Standards Board (“AcSB”) has now confirmed that the use of IFRS will be
required in 2011 for publicly accountable, profit-oriented enterprises. IFRS will replace current Canadian
GAAP followed by the Company. The Company will be required to begin reporting under IFRS effective
January 1, 2011 and will be required to provide information following IFRS for the comparative period.
The Company is currently developing a changeover plan to complete the transition to IFRS by January 1,
2011, including the preparation of required comparative information. The key elements of the plan include:

- determine appropriate changes to accounting policies and required amendments to financial
disclosures;

- identify and implement changes in associated processes and information systems;
- comply with internal control requirements;
- educate and train internal and external stakeholders.

At September 30, 2009, the Company had completed a diagnostic study of the anticipated impact of the
transition to IFRS. The Company is currently analyzing the accounting policy alternatives and identifying
implementation options for the corresponding process changes. Until this analysis is complete and as IFRS
is expected to change prior to 2011, the impact of IFRS on the Company’s consolidated financial
statements is not reasonably determinable at this time. The Company will continue to monitor standards
development as issued by the International Accounting Standards Board (“IASB”) and AcSB as well as
regulatory developments as issued by the Canadian Security Administrators, which may affect the timing,
nature or disclosure of its adoption of IFRS.



3. ACQUISITIONS AND DISPOSITIONS

Cyries Acquisition

On March 7, 2008, Iteration acquired Cyries Energy Inc. (“Cyries”), by Plan of Arrangement (the
“Arrangement”). Under the Arrangement, Iteration issued 93,990,604 Iteration common shares to acquire
the issued and outstanding common shares, warrants and performance shares of Cyries. The value
attributed to each Iteration common share was $5.99 per share, representing the volume weighted average
trading price on the Toronto Stock Exchange for an Iteration common share for the period from February
27, 2008 to March 6, 2008. This period includes the three trading days before and after Iteration’s
announcement on March 3, 2008 of an increase in the exchange ratio.

Upon completion of the Arrangement, Cyries became a wholly owned subsidiary of Iteration with the
existing Iteration shareholders, option holders and warrant holders holding approximately 47% of the
combined entity. Although Cyries shareholders held 53% of the Iteration Common Shares on a diluted
basis following the arrangement, the transaction was accounted for as an acquisition of Cyries by Iteration,
recognizing that Iteration is the surviving legal entity, Iteration paid a premium to acquire Cyries and
Iteration’s existing management and Board of Directors retained their positions. The financial statements
for the nine month period ended September 30, 2008 incorporate the operations of Iteration Energy Ltd.,
Iteration Energy Inc., Iteration Energy and Iteration Energy 2007 Partnership for the period from January 1,
2008 to September 30, 2008 and the operations of Cyries Energy Inc. for the period from March 8, 2008 to
September 30, 2008.

The acquisition is being accounted for using the purchase method and, the purchase price was allocated as
follows:

($000’s)
Furniture and equipment $969
Property, plant and equipment 599,448
Goodwill 205,208
Bank Debt (111,223)
Working capital deficiency (29,827)
Future income tax liability (75,950)
Asset retirement obligation (14,275)
Total purchase price $574,350
Consideration was comprised of :
Common shares $563,004
Transaction costs 11,346
Total consideration $574,350

Note: Goodwill was written off at December 31, 2008.



4. PROPERTY PLANT AND EQUIPMENT

September 30,2009  December 31, 2008

($000’s) (3000’s)
Oil and gas properties $ 1,294,966 $ 1,290,246
Other 3,447 2,925
1,298,413 1,293,171
Less accumulated depletion and depreciation 422,294 319,642
$ 876,119 $ 973,529

At September 30, 2009, unproved properties and seismic expenditures amounting to $124,901,000
(September 30, 2008: $147,788,000) have been excluded from the depletion calculation. Future
development costs on proven undeveloped reserves of $89,000,000 (September 30, 2008: $33,025,000) are
included in the depletion calculation.

For the three and nine months ended September 30, 2009, the Company capitalized $1,012,000 and
$3,720,000 (three and nine months ended September 30, 2008: $1,045,000 and $2,895,000) of overhead
directly related to exploration and development activities.

S. BANK INDEBTEDNESS

Bank Indebtedness represents the drawn portion of a syndicated facility, net of any actual cash balances on
hand. The credit facility is with a syndicate of lenders, consisting of Canadian Imperial Bank of
Commerce, Bank of Nova Scotia, Bank of Montreal and Alberta Treasury Branch. The borrowing base on
this facility is $252.5 million and consists of a $12.5 million operating facility and a $240.0 million
extendible revolving term facility. Subsequent to the end of the quarter the borrowing base was re-
determined at $225 million in conjunction with the semi-annual review. This facility is secured by a $500
million floating charge demand debenture. This facility will mature April 30, 2010, and, at the Company’s
request, such Credit Facilities may be renewed for a period of not more than 364 days on agreement of the
lenders. The pricing on this facility is as follows:

a) For Canadian prime based loans or US base rate loans, at applicable prime plus a margin
ranging from 175 to 325 basis points, depending on the ratio of consolidated debt to
earnings before interest, taxes and depletion/depreciation/accretion for the preceding four
quarters;

b) For borrowings by way of Bankers’ Acceptances or LIBOR loans, at the Bankers’
Acceptance or LIBOR rate plus a stamping fee ranging from 275 to 425 basis points,
depending on the ratio of consolidated debt to earnings before interest, taxes and
depletion/depreciation/accretion for the preceding four quarters, and

c) A standby fee on the unutilized portion of the facility of between 82.5 and 127.5 basis
points depending on the ratio of consolidated debt to earnings before interest, taxes and
depletion/depreciation/accretion for the preceding four quarters.

As at September 30, 2009, bank indebtedness was $200.0 million. The effective interest rate for the nine
month period ended September 30, 2009 is 3.9%.



6. ACCOUNTS PAYABLE AND ACCRUED LIABILITIES

The accounts payable and accrued liabilities consist of the following:

September 30, 2009 December 31, 2008

($000’s) (3000’s)
Trade accounts payable $ 26,748 $ 57,474
Joint venture accounts payable 4,468 3,790
Royalties payable 5,446 9,740
Total $ 36,662 $ 71,004

7. ASSET RETIREMENT OBLIGATION

The total future asset retirement obligations were estimated by management based on the Company’s net
working interest in all wells and facilities, estimated costs to reclaim and abandon wells and facilities and
the estimated timing of the costs to be incurred in future periods. The Company estimates the undiscounted
cash flows related to asset retirement obligations, adjusted for inflation, to be incurred over the estimated
reserve life of the underlying assets (which is estimated to be from 2009 through 2036) will total
approximately $94,812,000 (December 31, 2008: $98,079,000). The book value of the obligation at
September 30, 2009 is $42,324,000 (December 31, 2008: $43,323,000) using a discount rate of eight and
one half percent for obligations incurred subsequent to September 30, 2008 (six and one half percent prior
thereto) and an inflation rate of two percent. As at September 30, 2009, no funds have been set aside to
settle this obligation.

September 30, 2009 December 31, 2008

($000’s) ($000’s)
Balance, beginning of period $ 43,323 § 18,897
Liabilities incurred on acquisition of properties (note 3) - 19,854
Change in estimate (712) -
Increase in liabilities from drilling activity 100 2,848
Accretion expense 2,183 2,271
Liabilities reduced on disposition of properties (1,260) -
Settlement of liabilities (1,310) (547)

Balance, end of period $ 42,324 $ 43,323




8. SHARE CAPITAL

(a) Authorized

Unlimited number of voting common shares without par value.
Unlimited number of preferred shares issuable in series

(b) Common Shares Issued
Nine months ended Year ended
30-Sep-09 31-Dec-08
Number of Amount Number of Amount
Shares ($000’s) Shares ($000’s)
Balance, beginning of period 166,020,384 $ 805,301 71,029,780 $ 238,586
Shares issued on public offerings 44,965,000 57,555 - -
Shares issued on corporate acquisition
(note 3) - - 93,990,604 563,004
Shares issued on exercise of warrants - - 1,000,000 3,733
Share issue costs, net of tax effect of $848
(2008: $9) - (2,352) - (22)
Balance, end of period 210,985,384 $ 860,504 166,020,384 $ 805,301

(c) Stock Options

The Company has a stock option plan which provides for the issuance of options to its officers, employees
and consultants allowing for the acquisition of up to a fixed maximum of 16,000,000 common shares. The
dates on which options vest are set by the Compensation Committee of the Board of Directors at the time of
grant. The exercise price of an option granted is the closing price of the Company’s stock on the last
trading date prior to the grant date. The dates on which options expire are also set by the Compensation
Committee of the Board of Directors at the time of grant and cannot exceed ten years. Outstanding stock

options to acquire common shares through the stock option plan are as follows:

S eptember 30, 2009 December 31,2008
Number of Weighted Number of Weighted average
Options average Options exercise price
exercise price
$ $
Outstanding, beginning of period 9,782,445 $4.55 6,568,789 $3.49
Granted 4,119,287 1.20 5,343,065 5.47
Granted in conjunction with 1,306,707 1.40 - -
surrender
Exercised for cash - - (1,642,409) (2.94)
Forfeited or cancelled (4,502,199) (5.06) (487,000) (5.70)
Outstanding, end of period 10,706,240 $2.65 9,782,445 $4.55
Options exercisable, end of period 3,455,749 $3.54 3,759,285 $3.36




In June of 2009 the Company provided employees (excluding officers and directors) the option to surrender
options they held with a strike price above $3.50 per share and in turn receive 40% of their surrendered
number of options with a strike price at the then prevailing share price of $1.40. As a result, 3.4 million
options were surrendered and 1.3 million options were issued

The following table summarizes information about stock options outstanding at September 30, 2009:

Range of exercise prices Number Weighted average Weighted average Number exercisable Weighted
outstanding remaining exercise price September 30, 2009 average
September 30, 2009  contractual life $ exercise price
(years) $
$0.70 to $2.89 5,599,269 3.62 1.27 - -
$2.90 to $4.00 2,977,638 0.77 2.99 2,728,638 2.96
$4.01 to $5.00 410,000 1.62 4.67 154,000 4.54
$5.01 to $9.00 1,719,333 2.52 6.05 573,111 6.05
10,706,240 2.57 2.65 3,455,749 3.54

The Company’s stock option plan provides stock option holders the right to request, upon exercise, to
receive a cash payment in exchange for surrendering the option provided the request is accepted by the
Company. The cash payment is equal to the appreciated value of the stock option as determined based on
the difference between the option’s exercise price and the Company’s share price at the time of exercise.
For the three and nine month periods ended September 30, 2009, stock-based compensation expense of
$36,000 and $71,000 respectively (2008: recovery of $16,496,000 and expense of $4,412,000 respectively),
was recognized based on the change in the intrinsic value of outstanding stock options prorated over the
vesting period. Future fluctuations in stock-based compensation expense or recoveries are dependent on the
movement of the Company’s share price and the number of options vested and outstanding. Based on the
September 30, 2009 share price of $1.20, had all of the 10,706,240 stock options outstanding been vested,
aggregate stock-based compensation expense and a corresponding liability of $481,000 (December 31,
2008: $nil) would have been recognized. Of this amount, $71,000 has been recognized as stock-based
compensation payable at September 30, 2009 (December 31, 2008: $nil).

(d) Per Share Amounts

Three months ended Nine ended
September 30, September 30,
2009 2008 2009 2008
Weighted average common shares
outstanding 210,985,384 166,020,287 190,232,310 141,606,728
Weighted average diluted common
shares outstanding 210,985,384 168,045,908 190,232,310 144,693,253

Options outstanding for the quarter and nine months ended September 30, 2009 are not included in the
computation of diluted common shares outstanding as the Company realized a net loss during these
periods.



9. FINANCIAL INSTRUMENTS

The Company is exposed to a number of different financial risks arising from normal course business
exposures, as well as the Company's use of financial instruments. These risk factors include market risks
relating to commodity prices and interest rate risk, as well as liquidity risk and credit risk.

a) Market Risk

Market risk is the risk or uncertainty arising from possible market price movements and their impact on the
future performance of the business. The market price movements that could adversely affect the value of
the Company's financial assets, liabilities and expected future cash flows include commodity price risk and
interest rate risk.

b) Commodity Price Risk

The Company's financial performance is closely linked to oil and natural gas prices. A change of $1.00
Cdn/mcf in natural gas prices at the wellhead would have changed the net loss for the nine months ended
September 30, 2009 by approximately $11.9 million. A $5.00/bbl change in WTI for oil would have the
effect of changing the net loss for the nine months ended September 30, 2009 by approximately $3.5
million.

From time to time, the Company employs the use of various financial instruments to manage these
commodity price exposures. At September 30, 2009 the Company had financial instruments outstanding as
follows:

Daily Mark to

Transaction Type  Volume Units Contract Price Term Market

($000's)
AECO Gas Swap 1,000 Bbl/day CDN $80.00 Oct 1/09 to Dec 31/09 358
WTI Oil Collar 200 Bbl/day CDN $70.00-CDN $91.00 Jan 1/10 to Dec 31/10 26
WTI Oil Collar 200 Bbl/day CDN $70.00-CDN $97.00  Jan 1/10 to Dec 31/10 134
AECO Gas Swap 3,500 GlJ/day CDN $4.98 Nov 1/09 to Oct 31/10 (705)
AECO Gas Swap 2,000 GlJ/day CDN $6.00 Nov 1/10 to Oct 31/11 (212)
(399)

¢) Interest Rate Risk

The Company is exposed to interest rate risk as changes in interest rates may affect future cash flows and
the fair value of its financial instruments. The Company's primary debt facility has a floating interest rate
that will fluctuate based on prevailing market conditions and the Company’s ratio of funded debt to trailing
earnings before interest, taxes, and depletion/depreciation/accretion. Cash flows are sensitive to changes in
interest rates on this instrument. Given the amount of debt employed, the Company's strategy is to manage
interest rate risk within the current economic environment framework. If interest rates on the floating
instrument were to change by 1.0%, it is estimated that net loss for the nine months ended September 30,
2009 would change by approximately $1.4 million.



d) Liquidity Risk

Liquidity risk is the risk that an entity will encounter difficulty in meeting obligations associated with
financial liabilities. The Company believes that it has access to sufficient capital through internally
generated cashflows and external equity sources, as well as undrawn committed borrowing facilities to
meet current spending forecasts. All of the trade liabilities mature in 2009 and the Company's bank loan is
due on April 30, 2010.

Scheduled reviews of the credit facility focus on the borrowing base supporting lending limits and are
influenced by the lenders’ willingness to lend in general, commodity price forecasts used to determine the
lending base, lenders interest in particular business sectors, such as energy and the relative strength of the
borrower. Given these constraints, there is no assurance that Iteration will be able to sustain its current
borrowing base and may be required to reduce its outstanding loans. Should there be a requirement of the
Company to reduce its outstanding loans, there are a number of options available including, but not limited
to:

a) Issuance of additional equity;
b) Negotiation of incremental borrowings with subordinated lenders;
¢) Divestiture of assets; and

d) Dedication of funds from operations.

e) Foreign Exchange Risk

Foreign exchange risk is the risk that the fair value of the future cash flows will fluctuate because of
changes in foreign exchange rates. The benchmark pricing for most natural gas and crude oil is based on
US Dollars. Changes in the exchange rate of the Canadian dollar relative to the US dollar will indirectly
impact the Canadian dollar commodity price realized by the Company and, as a result, cash flow. If foreign
exchange rates were to change by 1% over the course of the quarter, it is estimated that net loss for the
quarter would change by approximately $0.9 million.

f) Counterparty Credit Risk

Counterparty credit risk is the risk that a customer or counterparty will fail to perform an obligation or fail
to pay amounts due causing a financial loss. The Company’s accounts receivable are with customers and
joint venture partners in the oil and gas industry and are subject to normal credit risks. A small portion of
the Company’s production is currently sold through a joint venture partner to purchasers under normal
industry sale and payment terms; the balance is sold to twenty five marketers also under normal industry
terms. Of these twenty five marketers, sales to four account for approximately 80% of the Company’s
production revenue.

As at September 30, 2009, the Company had an allowance for doubtful accounts of $17.0 million
(December 31, 2008 $15.4 million) including a provision of $15.8 million relating to the filing for CCAA
protection by SemCanada and SemCAMS, on trade accounts receivable that in the estimation of the
Company may be impaired.



As at September 30, 2009, the aging analysis of trade receivables, net of the allowance for doubtful
accounts, is as follows:

($000’s)
Current $ 16,929
30 - 60 days 2,846
60 — 90 days 1,175
Greater than 90 days 23.932
Total 44,882

Less allowance for doubtful accounts (17,033)

Total $ 27,849

Note: Greater than 90 days includes amounts receivable from for SemCanada and SemCAMS.

g) Fair Value of Financial Instruments

Section 3855 of the CICA Handbook requires the initial measurement of all financial instruments at fair
value with classification into one of five categories: loans and receivables, assets held to maturity, assets
available for sale, other financial liabilities, and held for trading.

Derivative instruments are classified as held-for trading and are recorded on the balance sheet at fair value
with actual amounts received, or paid, on the settlement of the derivative financial instrument recorded in
revenue. There were no financial assets on the balance sheet which were designated as available-for-sale.

The fair value of a financial instrument is the amount of consideration that would be agreed upon in an
arm’s length transaction between knowledgeable, willing parties who are under no compulsion to act. Fair
values for commodity price derivatives are provided by the financial intermediary with whom the
transactions were completed and tested by the Company for reasonableness based on comparative market
prices and the fixed prices of the contracts. In determining fair values, the Company uses quoted prices for
identically traded commodities obtained from active exchanges such as the New York Mercantile Exchange
and the Natural Gas Exchange, or obtained directly from brokers, or other publicly available market data
providers.

The Company has elected to classify its financial instruments as follows:

September 30, 2009 December 31, 2008

Carrying Estimated Carrying Estimated
($000°s) Value Fair Value Value Fair Value
Loans and receivables
Accounts receivable 27,849 27,849 43,996 43,996
Other financial liabilities
Bank indebtedness 200,000 200,000 266,800 266,800
Accounts payable and accrued
liabilities 36,662 36,662 71,004 71,004
Stock-based compensation payable 71 71 - -
Unrealized loss on derivative 399 399 - -
contracts

The carrying value of financial instruments included in current assets and current liabilities approximate
their fair value, reflecting the short term maturity, normal trade credit terms, and/or the nature of these
instruments.



10. CONTINGENCIES

Pursuant to a purchase and sale agreement, the Company has indemnified the purchaser of a former
subsidiary company for up to $1,000,000 of income tax and legal expenses incurred with respect to
specifically identified income tax returns. The Company accrued this obligation in the first quarter of 2008
and correspondingly increased the purchase price of related property, plant and equipment acquired as part
of a series of transactions which occurred in conjunction with the disposition of the former subsidiary.

11. SUPPLEMENTAL DISCLOSURE ON CONSOLIDATED STATEMENTS OF
CASH FLOWS

Changes in non-cash working capital were comprised of the following:

Three months ended Nine months ended
September 30, September 30,
($000°s) 2009 2008 2009 2008
Accounts receivable $ 4573 $ (4,456) $ 16,147 $ 5,795
Prepaids and other current assets 3,224 (492) 1,970 (1,253)
Accounts payable and accrued liabilities 3,335) 6,303 (34,342) (34,939)
Net change $ 4,462 $ 1,355 $ (16,225) $ (30,397)
Three months ended Nine months ended
September 30, September 30,
($000’s) 2009 2008 2009 2008
Net change by activity:
Operating $ 7,254 $ (13,563) $ 16,449 $ (13,664)
Investing (2,682) 14,918 (32,427) (16,733)
Financing (110) - (247) -
Net change $ 4,462 $ 1,355 $ (16,225) $ (30,397)
Additional information:
Three months ended Nine months ended
September 30, September 30,
($000’s) 2009 2008 2009 2008
Cash interest paid $2,401 $2.503 $7,425 $6,784
Cash taxes paid $66 - $79 $671

Included in cash interest paid during the three and nine month period ended September 30, 2009 are initial
commitment fees of $752,000 related to the syndicated facility.



12. CAPITAL MANAGEMENT

The Company’s principal business of the exploration, exploitation and development of oil and gas requires
ongoing access to capital in order to allow the Company to successfully implement its growth strategy; and

to provide adequate returns for shareholders and benefits for other stakeholders.

The Company defines capital as share capital and bank indebtedness, net of cash and cash equivalents. The

consolidated capital structure of the Company is as follows:

As at September 30, 2009 As At December 31, 2008
($000°s) % ($000°’s) %
Bank indebtedness $ 198,578 18.8 259,968 244
Share capital 860,504 81.2 805,301 75.6
Total $ 1,059,082 100.0 $1,065,269 100.0

As at September 30, 2009, the Company had a bank credit facility that contained covenants which limit the
amount of debt that can be incurred by the Company. Throughout the periods presented, the Company has

met those covenants.

The Company actively manages its capital structure with the objective of maintaining sufficient flexibility
to allow it to execute on its capital investment program, including investing in oil and gas acquisitions,
exploration and development, which may or may not be successful. For this objective to be achieved, the
Company continually strives to balance the proportion of debt to equity in its capital structure to take into

account the level of risk being incurred through capital expenditures.

In order to maintain or adjust the capital structure, the Company considers various factors including, but

not limited to:

a) projected debt to projected funds from operations ratio while attempting to finance an acceptable
investment program, including incremental investment and acquisition opportunities;

b) the current level of bank credit available from the banking syndicate;

c) the level of bank credit that may be available from the banking syndicate as a result of anticipated

changes in reserves;

d) the availability of other sources of debt with different characteristics from the existing bank debt;

e) the sale of assets;
f) limiting the size of the investment or capital program; and

g) issuing new common equity, if available, on favorable terms.

13. COMPARATIVE AMOUNTS

Certain amounts in 2008 have been reclassified to conform with the presentation for 2009.



