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MANAGEMENT DISCUSSION AND ANALYSIS (“MD&A”) 

 
The following MD&A of Pyramid Petroleum Inc (“Pyramid” or the “Company”), of the financial 
condition and the results of operations for the three and six months ended June 30, 2007 has been 
prepared using information that is current to August 29, 2007 and should be read in conjunction with the 
following: 

� The  unaudited interim consolidated financial statements and accompanying notes for the three 
and six months ended June 30, 2007; 

� The audited consolidated financial statements and accompanying notes for the year ended 
December 31, 2006; and  

� The MD&A for the year ended December 31, 2006.   

The financial information presented herein has been prepared on the basis of Canadian generally accepted 
accounting principles ("GAAP").  Throughout this discussion, percentage changes are calculated using 
numbers rounded to the decimal to which they appear.    

This MD&A and the accompanying interim financial statements for the three months and six months 
ended June 30, 2007, have been approved by the Board of Directors of the Company.  

NON-GAAP MEASURES 

Within this MD&A references are made to terms commonly used in the oil and gas industry. Cash flow, 
cash flow per share, net oil and gas revenue and field netback are terms not defined by Canadian GAAP 
and are referred to as non-GAAP measures. Cash flow represents funds from operations as detailed on the 
Consolidated Statements of Cash Flows. Cash flow per share is calculated based on the weighted average 
number of common shares outstanding consistent with the calculation of net earnings (loss) per share. Net 
oil and gas revenue and field netbacks both represent revenue less royalties and operating expenses. 
Management believes that field netback is a useful supplemental measure as it provides an indication of 
the Company’s operating performance, leverage and liquidity. 

In conformity with National Instrument 51-101, Standards of Disclosure for Oil and Gas Activities, 
natural gas volumes have been converted to barrels of oil equivalent (“boe”) using a conversion ratio of 
six thousand cubic feet (“mcf”) of natural gas to one barrel of oil (“bbl”). This ratio is based on an energy 
equivalency conversion method primarily applicable at the burner tip and does not represent a value 
equivalency at the wellhead. Readers are cautioned that boe’s may be misleading, particularly if used in 
isolation. 

FORWARD-LOOKING INFORMATION 

Certain statements herein may constitute forward-looking information, which can generally be identified 
as such because of the context of the statements including words such as believes, anticipates, expects, 
plans, estimates, or words of a similar nature. The forward-looking statements are based on current 
expectations and are subject to known and unknown risks, uncertainties, and other factors that may cause 
the actual results, performance or achievements of the Company to be materially different from any future 
results.  

All such forward-looking information is based on certain assumptions and analyses made by Pyramid in 
light of the Company’s experience and perception of historical trends, current conditions and expected 
future developments, as well as other factors Pyramid believes are appropriate in the circumstances. The 
risks, uncertainties, and assumptions are difficult to predict and may affect operations, including, without 
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limitation: the risks of foreign operations; foreign exchange fluctuations; commodity prices; equipment 
and labor shortages; inflationary costs; general economic conditions; industry conditions; changes in 
applicable environmental, taxation and other laws and regulations as well as how such laws and 
regulations are interpreted and enforced; the ability of oil and natural gas companies to raise capital; the 
effect of weather conditions on operations and facilities; the existence of operating risks; volatility of oil 
and natural gas prices; oil and natural gas product supply and demand; uncertainties associated with 
estimating reserves; incorrect assessments of the value of acquisitions; geological, technical, drilling and 
processing problems; risks inherent in the ability to generate sufficient cash flow from operations to meet 
current and future obligations; increased competition; stock market volatility; opportunities available to or 
pursued by Pyramid; and other factors, many of which are beyond the Company’s control. The foregoing 
factors are not exhaustive. 

FUNCTIONAL AND REPORTING CURRENCY 

Effective April 1, 2007, the Company changed its functional currency from the Canadian dollar to the 
U.S. dollar. This change was made as a result of the acquisition of MC Offshore Petroleum, LLC (see 
Description of Business) with its activities of capital expenditures and expenses denominated in U.S. 
dollars becoming the predominant currency for the Company’s expenditures. Following the change of 
functional currency to the U.S. dollar, the Company also changed its reporting currency to the U.S. dollar 
effective April 1, 2007. Financial statements for all periods presented have been translated into U.S. 
dollars (the functional and reporting currency). All comparative financial information being presented has 
been restated to reflect the Company’s financial statements as if they have been historically reported in 
U.S. dollars.   

All references to dollar amounts herein are in U.S. dollars. 

DESCRIPTION OF BUSINESS 

Pyramid was incorporated pursuant to the provisions of the Business Corporations Act (Alberta) on 
March 11, 2005 as a Capital Pool Company as defined in Policy 2.4 of the TSX Venture Exchange. The 
Company closed its Initial Public Offering (IPO) on October 19, 2005. The Company completed its 
Qualifying Transaction (the “Qualifying Transaction”) on May 4, 2006 and started trading as a non 
Capital Pool Company on May 12, 2007. The Qualifying Transaction constituted acquisition of certain oil 
and gas assets (the “Assets”) from a founding shareholder of the Company. The Assets are located in 
Alberta, Canada and Montana, United States. On October 3, 2006, the Company purchased the remaining 
working interest owned by its Officer and Director in certain oil and gas properties where the Company 
had earlier purchased working interest as part of the Qualifying Transaction.  

On August 31, 2006, the Company completed the acquisition of a varying working interest, ranging from 
1.25% to 5%, in certain oil and gas properties in the Gulf of Mexico (the “GOM Assets”) from an arms-
length party.  

On April 1 2007 the Company closed its purchase of a 20% membership shares interest in a Limited 
Liability Company (“LLC”). One May 17, 2007, the Company increased its share ownership in the LLC 
to 50%. The LLC was organized for the purpose of acquiring an interest in certain oil and gas properties 
from an arms length party, consisting of varying non-operated working interests, ranging from 25% to 
100%, in 46 producing and 16 non producing oil and gas wells in the Gulf of Mexico.  

As the LLC is controlled and operated jointly by the members, the acquisition is considered to be the 
acquisition of an interest in a joint venture whereby only the Company's proportionate interest in the LLC 
is consolidated.  The purchase price of the 50% membership share interest in the LLC was $1,000,000 
cash which was allocated to the Company’s share of net assets acquired.    

The Company is a reporting issuer in British Columbia, Alberta and Ontario and trades on the TSX 
Venture Exchange (“TSXV”) under the symbol PYR. 



 

3  PYRAMID PETROLEUM, INC.  JUNE 30, 2007 MD&A 
 3 

CONSOLIDATED RESULTS HIGHLIGHTS  

 

The following is the summary of financial results for the Company for the three months and six months 
ended June 30, 2007 and 2007.  Note that the results of operations for the comparative three and six 
months ended June 30, 2006 consist of oil and natural gas production results from May 4, 2006, following 
the completion of the Qualifying Transaction.   
 
 

  Three months ended June 30 Six months ended June 30 

  2007 2006 2007 2006 

Statement of Operations and Deficit     

Oil and gas sales ($), net of royalties    3,216,614        208,137  
   

3,859,099        208,137  

Sales volumes (boe 6:1), net of royalties         58,761            6,639  
        

75,869            6,639  

Oil and gas sales per boe ($)           54.74            31.35  
          

50.87            31.35  

Net oil and gas revenue ($)    2,335,798          90,720  
   

2,785,028          92,059  

Net oil and gas revenue per boe ($)           39.75            13.66  
          

36.71            13.87  

Daily sales volumes (boe 6:1) - net of royalties              646                 73  
             

419                 37  

(Loss) income for the period ($)       549,051       (113,508) 
      

559,121       (101,566) 

(Loss) income per share – basic and diluted  ($)           0.015           (0.004) 
          

0.015           (0.005) 

Statement of Cash Flows     

Cash flow from operations ($)        392,921          35,689  
     

(320,122)           7,656  

Weighted average number of shares – basic 36,617,458 27,857,812 36,611,310 20,221,280 

 
 
 
 
 
RESULTS OF OPERATIONS 

 
Oil and gas revenues, net of royalties, for the three months and six months ended June 30, 2007 were 
$3,216,614 and $3,859,099 respectively. The operating costs for the same periods were $880,616 and 
$1,074,071 respectively. The general and administrative expenses for the three months and six months 
ended June 30, 2007 were $165,777 and $273,007 respectively. The depreciation, depletion, and accretion 
expense for these periods were $652,470 and $867,551 respectively. 
 
The net income for the three months and six months ended June 30, 2007 was $532,783 and $559,117 
respectively. The funds from operations for the three months and six months ended June 30, 2007 were 
$1,733,925 and $1,986,755 respectively. 
 
A summary of the results of operations is as follows. The production revenues and expenses for the most 
recent acquisition in the Gulf of Mexico are based on 20% interest from April 1 to May 17 and 50% 
interest from May 18 to June 30.  
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  Three months ended June 30 Six months ended June 30 

($) 2007 2006 2007 2006 

Revenue 
         

3,216,615  
            

208,137  
   

3,859,099       217,339  

Operating expenses 
          

(880,816) 
          

(117,417) 
  

(1,074,071)     (125,280) 

Field netbacks 
         

2,335,799  
              

90,720  
   

2,785,028         92,059  

General and administrative 
          

(141,127) 
            

(44,867) 
     

(273,002)       (44,867) 

Interest expense and financing cost 
          

(434,079) 
              

(8,200) 
     

(525,267)         (8,200) 

Funds from operations 
         

1,760,593  
              

37,653  
   

1,986,759         38,992  

Depletion, depreciation, and accretion 
          

(654,304) 
            

(72,058) 
     

(869,385)       (72,058) 

Accretion of equity in debentures 
              

(4,015) 
                     
-   

         
(4,977)                -   

Stock-based compensation 
                     
-   

          
(134,291)                 -       (134,291) 

Unrealized foreign exchange gain/loss 
          

(247,893) 
              

55,188  
     

(247,946)        65,791  

Net income (loss) before income taxes 
            

854,381  
          

(113,508) 
      

864,451      (101,566) 

Income taxes 
          

(305,330)   
     

(305,330)   

Net income (loss) 
            

549,051  
          

(113,508) 
      

559,121      (101,566) 

 Per share, basic and diluted 
                

0.015  
              

(0.004) 
          

0.015          (0.005) 

 
 

PRODUCTION VOLUMES 

 
The Company’s production volumes, net of royalties, for each of the last four quarters are as follows. The 
production volumes for the most recent acquisition in the Gulf of Mexico are based on 20% interest from 
April 1 to May 17 and 50% interest from May 18 to June 30.  
 
 

  Q2-07 Q1-07 Q4-06 Q3-06 

 Gas Oil&NGLs Total Gas Oil&NGLs Total Gas Oil&NGLs Total Gas Oil&NGLs Total 

  mcf/d bbls/d Boe/d mcf/d bbls/d boe/d mcf/d bbls/d boe/d mcf/d bbls/d boe/d 

Montana 
     
653                10    119  

     
655                11    120  

     
691                10    125  

     
565                  9  

            

103  

Alberta 
       
41                  0         7  

       
39                  0         7  

       
41                  0         7  

       
40               0.1  

                

7  

Gulf of 
Mexico 

  
1,919              385    705  

     
357                  5      65  

     
594                  9    108  

     
750                17  

            

142  

Total 
  
2,613              395    831  

  
1,051                16    191  

  
1,326                20    241  

  
1,355                26  

            

252  

Note: All production numbers are net of royalties.         
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CAPITAL EXPENDITURES 

 
Capital expenditures totaled $1,265,604 in the three months and $1,393,114 for the six months ended 
June 30, 2007.  The breakdown of these expenses is as follows: 
 

  
Three months ended 

June 30 
Six months ended June 

30 

($) 2007 2006 2007 2006 

Geological and geophysical 
          

24,898  
              
-   

           
51,577             -   

Drilling, completions and tie-ins 
     

1,240,706  
      

16,966  
      

1,341,537     16,966  

Total  
     

1,265,604  
      

16,966  
      

1,393,114     16,966  

 
 
The capital expenditures include drilling and tie-in cost during the three months ended June 30, 2007 for 
50% of the LLC’s share of cost for 3 wells in the Gulf of Mexico in the amount of $690,477. The LLC 
owns 25% working interest in these wells. All three wells are producing and the combined current 
production from these wells, net to LLC, is 8,750 Mcf/d and 56 bopd. Pyramid owns 50% membership 
shares in the LLC. 

 

Also, included in the capital expenses are expenses related to the drilling of a well in Hays, Alberta. The 
well is cased and waiting on testing of a potential gas zone. Tests were done earlier for an oil zone, but 
didn’t result in establishing commercial quantities. Pyramid owns 90% working interest in this well and 
the capital expenses to the Company’s share to date amount to $291,394, all of which were expensed 
during six months ended June 30, 1007. 
 

 

DEBT AND WORKING CAPITAL 

 
As of June 30, 2007 the Company had current assets of $2,771,224 and current liabilities of $14,026,731. 
Included in the current liabilities are current portions of loans payable in the amount of $6,821,762 for 
which debt service payments are required from approximately 80% of net operating revenues from the 
properties that are collateralized to the lenders of the loans. Also, included in the current liabilities is the 
bank’s revolving line of credit, as detailed below, in the amount of $3,754,400, deferred payments for 
purchase price in the amount of $1,250,000, which is due in March 2008, and a note payable to an Officer 
and Director of the Company in the amount of $524,774, which is due in March 2008. After adjusting for 
these items, the immediate working capital results in a surplus $1,095,259.  
 
The Company is planning to consolidate its debt that is collateralized by its US assets into one credit 
agreement with a commercial bank. Management believes that this consolidation will help reduce the 
interest payments and also provide more free cash flow to the Company for its future development 
programs. However, there is no guarantee that such efforts would be successful and the Company may 
continue to operate with limited cash availability due to various debt servicing requirements. 
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The following table summarizes the cash flow from operating, investing and financing activities for the 
three months and six months ended June 30, 2007 and 2006. 
 

  Three months ended June 30 Six months ended June 30 

($) 2007 2006 2007 2006 

Cash from (used in)     

  operating activities 
                 

113,546  
                   

35,689  
                 

524,405  
                     

7,656  

Cash from (used in)     

  investing activities 
             

(1,262,611) 
                

(520,260) 
             

(1,935,403) 
                

(571,644) 

Cash from (used in)     

  financing activities 
              

1,329,859  
                

(207,296) 
         

1,487,151  
                

(207,290) 

 
 
 
Details of various debts added during the six months ended on June 30, 2007 are provided below: 
 
On April 18, 2007, The Company closed a revolving demand loan facility from a Canadian bank to a 
maximum of $3,754,400 (Can$4,000,000), collateralized by a charge over the Company’s Montana and 
Alberta assets. The Company used the facility to repay the loan due to the operator of the Montana and 
Alberta properties and to repay the note due to the Officer and Director of the Company for the purchase 
in October 2007 of a working interest in the Montanan and Alberta properties. The Company is obligated 
to make payments of interest only, subject to availability, review and bank’s right of demand. The interest 
on the loan is calculated at bank’s prime plus 0.5%. The current prime rate is set at 6.25%. 
 
On April 27, 2007, the Company closed a private placement of convertible debentures for a total amount 
of $828,100. The net proceeds to the Company, after paying of agent’s commission and legal costs, 
amounted to $720,914. The proceeds of the private placement were utilized to fund the purchase of 
membership shares in LLC, as discussed in “Business Description” above.  
 
The debentures have a two year term and bear an interest rate of 12% per annum, which interest is to be 
paid quarterly. The holders of these debentures have an option to convert them to common shares of the 
company at an exercise price of $0.45/share at any time during the term of the debenture. The Company 
has an option to call the debentures at any time after first anniversary from closing date if the common 
shares of the Company trade at over $0.675/share for a period of 30 days. 
 
In conjunction with the acquisition of the 50% membership share interest in the LLC, the Company 
assumed a term note (the “Note”) in the amount of $12,649,982 comprised of $12,559,898 principal plus 
$90,084 of interest accrued to the dates of acquisition.  The Note bears interest at 10% calculated at a 
daily rate and is collateralized by the petroleum and natural gas assets held by the LLC and for which the 
LLC members have pledged their member share certificates to the lender.  Principal and accrued interest 
on the Note are repayable in consecutive principal installments of 80% of the monthly net proceeds 
(revenue less royalties, net profits interests and direct operating expenses) from the related Gulf of 
Mexico properties to be not less than $1,000,000 in principal per month plus accrued interest 
commencing on May 31, 2007 or at the discretion of the lender.  As at June 30, 2007, the lender had not 
yet required a principal installment and the resulting $12,861,445 balance of the Note is comprised of 
$12,649,982 assumed on acquisition plus $211,643 of additional accrued interest, of which $6,000,000 is 
reported as current portion, based on the minimum principal requirement. 
 
 

OUTSTANDING SHARE DATA 
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As of June 30, 2007, the Company had a total of 36,717,595 common shares outstanding. Of these, a total 
of 17,457,432 common shares remained in escrow. The following table outlines the future releases of 
those shares from escrow. 
 

Release Date 

November 11,  

2007 

May 11, 

2008 

November 11,  

2008 

May 11, 

2009 

     

Number of shares        4,364,358   4,364,358         4,364,358   4,364,358  

 
 
 
 

RELATED PARTY TRANSACTIONS 
 
During the three months and six months ended June 30, 2007 the Company paid a total of $12,586 and 
$37,520 respectively in interest to a related company for the loan due to the related company. Also, 
during the the three months and six months ended June 30, 2007 the Company paid a total of $21,842 and 
$34,561 respectively in interest to an Officer and Director of the Company for the two promissory notes, 
of which one promissory note was paid in full on April 18, 2007. The discussion of relevant notes is 
provided in note 9 of the financial statements. 
 

OFF BALANCE SHEET TRANSACTIONS 
 
The Company has participated, through the operator, in financial swaps for the gas production from the Gulf 
of Mexico properties. The contracts have various settlement dates up to December 31, 2007. As of June 30, 
2007 the mark-to-market balances for the Company’s share of these swap contracts resulted in an unrealized 
loss of $5,234. During the six months ended June 30, 2007, the Company recognized $75,109 in realized 
gain on these instruments. 
 
At June 30, 2007 the Company have entered into the following financial forward   arrangements: 
 

 Quantity Price Termination Date 

 (MMBTU) (US$/MMBTU)  

    

Sales contracts:   

1        49,915                   7.075  December 31, 2007 

2        35,510                    8.100  December 31, 2007 

    

Purchase contracts:   

1        25,795                   7.520  July 31, 2007 

2        24,455                   7.155  August 31, 2007 

 
 

The Company accounts for these contracts on a fair value basis on the balance sheet. The estimated fair 
value of these financial instruments is based on their quoted prices, or in their absence, third party market 
indicators and forecasts. The changes in the fair value associated with the above financial instruments are 
recorded as unrealized gain or loss on financial instruments on the statement of operations. Gain or loss 
arising from monthly settlements with counterparties is recognized as realized gain or loss in the statement 
of operations. 
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COMMITMENT 

A bond collateral in the amount of $4,985,412 as at June 30, 2007 relates to the Company’s share of cash 
collateral for performance bonds (the “Bonds”) provided by the LLC to certain regulatory authorities and 
to the Seller of the Gulf of Mexico properties as a guarantee for plugging and abandonment liabilities.  
The LLC obtained the Bonds through a surety company which required the LLC to put up cash collateral.  
The Bonds will be released once the subject properties are abandoned at which time all cash collateral 
will be returned to the LLC. 

In addition to the Bonds, the Company is required to contribute 20% of the monthly net profits from the 
properties owned through the LLC towards an abandonment fund (the “Fund”) established by the Seller 
as an additional guarantee against the plugging and abandonment liabilities associated with the properties.  
Net profits is defined in the Fund agreement as: the monies and revenues payable from gross production 
of the properties less (i) costs and expenses incurred attributed to the properties with respect to all existing 
wells located on the properties, including but not limited to the costs and expenses of operating the wells 
and for producing, treating and storing production from the wells; (ii) capital expenditures related to the 
properties; (iii) certain taxes assessed against production relating to the property; and (iv) all royalty 
burdens and other lease burdens affecting the properties.  Where the net profit for a particular month is 
determined to be negative (a net loss), no contribution to the Fund is required for the related month.   

Contributions to the Fund commence in April 2008.  The Company’s maximum amount of contribution to 
the Fund is $5,000,000.  Upon satisfactory performance of plugging and abandonment obligations, the 
Company may request a release of the Bond collateral amount and funds may be withdrawn from the 
Fund to maximum of the Fund balance.   

CORPORATE OUTLOOK 

 
The assets acquired as part of the Qualifying Transaction have long-term oil and gas reserves and are 
expected to provide a strong foundation for the Company. Also, the undeveloped lands included in these 
assets provide upside for future development. The GOM Assets have added reserves to the Company’s 
asset base and have increased the overall operating cash flow. The cash flow, net of debt payment, will be 
utilized for further development and exploration projects.  
 
The Company had acquired more assets during the three months ended June 30, 2007 in the Gulf of 
Mexico area, as detailed in ‘Description of Business’. With this acquisition the Company had established 
Gulf of Mexico as a core area for growth and intends to pursue further acquisitions in that area. The net 
production to the Company after giving effect to the new Gulf of Mexico acquisition is approximately 
1,500 boed. The Company is focusing on developing the unproved categories of reserves acquired during 
the above acquisitions, while continuing to acquire more oil and properties in the Gulf of Mexico, 
utilizing the experience of the management team.    
 
The Company will strive to create sustainable growth in reserves, production, and cash flow through 
focusing on the creation of a diversified portfolio of development and exploration properties. This process 
requires careful selection of good quality projects and the current management team has the required 
experience to do this. The Company understands that it is at an early stage of operations and that it would 
be prudent to apply risk management techniques, adopting a ‘portfolio’ approach toward capital 
expenditures. 
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Selected Historical Financial Information  

 

2007 ($) 

First 

Quarter 
Second 

Quarter 

Net oil and gas revenue 642,485 3,216,614 

Net Income (loss) 10,070 559,121 

Net loss per share 0.00 0.015 

Funds flow from operations 226,166 1,760,593 

Net capital expenditures 100,831 1,265,604 

 

2006 ($) 

First 

Quarter 
Second 

Quarter 
Third 

Quarter 
Fourth 

Quarter 

Net oil and gas revenue - 208137 581251 854,461 

Net Income (loss) 1,546 (113,508) 40,712 (1,711,815) 

Net income (loss) per share 0.00 (0.00) 0.00 (0.00) 

Funds flow from operations (9,079) 35,689 359,120 406,768 

Net capital expenditures - 102,879 244,928 260,032 

The net loss in fourth quarter of 2006 includes impairment cost of $1,862,790 

CHANGES IN ACCOUNTING POLICIES 

On January 1, 2007, the Company adopted the new or revised Canadian accounting standards for 
accounting changes, comprehensive income, financial instruments—recognition and measurement and 
financial instruments—presentation and disclosures.  The impact of the adoption of the new standards is 
disclosed in note 3 to the June 30, 2007 unaudited interim consolidated financial statements.   Additional 
disclosure requirements for financial instruments have been approved by the Canadian Institute of 
Chartered Accountants and will be required disclosure beginning January 1, 2008. 

DISCLOSURE CONTROLS AND PROCEDURES 

Disclosure controls and procedures are designed to provide reasonable assurance that information 
required to be disclosed is recorded, processed, summarized and reported with the time periods specified 
by securities regulations and that information required to be disclosed is accumulated and communicated 
to management. 

The Chief Executive Officer and Chief Financial Officer have evaluated the effectiveness of 
Corporation’s disclosure controls and procedures as of June 30, 2007 and have concluded that they are 
adequate and effective to provide reasonable assurance that material information related to the Company 
is made known to them by others within the Company. It should be noted that while the Company’s Chief 
Executive Officer and Chief Financial Officer believe that the Company’s disclosure controls and 
procedures provide a reasonable level of assurance that they are effective, they do not expect that the 
disclosure controls and procedures will prevent all errors and fraud. A control system, no matter how well 
conceived or operated, can provide only reasonable, not absolute, assurance that the objectives of the 
control system are met. 

INTERNAL CONTROLS AND FINANCIAL REPORTING 



 

10  PYRAMID PETROLEUM, INC.  JUNE 30, 2007 MD&A 
 10 

The Chief Executive Officer and Chief Financial Officer of the Company are responsible for designing 
internal control over financial reporting in order to provide reasonable assurance regarding the reliability 
of financial reporting and the preparation of financial statements for external purposes in accordance with 
Canadian GAAP. We have assessed the design of our internal control over financial reposting and during 
this process we identified certain weaknesses in internal controls over financial reporting. Due to the 
limited number of staff at the Company, it is not feasible to achieve complete segregation of incompatible 
dirties. The CEO and CFO have been with the Company since its inception and have extensive industry 
experience. They are very aware of are actively involved in the Company’s on-going activities. As such, 
the capabilities and involvement of the CEO and CFO serve to mitigate the structural weakness of internal 
controls. Their efforts, together with the active involvement of the board of directors, are directed to 
minimize the risk of a material misstatement in financial reporting. However, there can be no assurance 
that this risk can be reduced to les than a remote likelihood of a material misstatement. 

CRITICAL ACCOUNTING ESTIMATES 

The Company’s financial statements are prepared in accordance with Canadian generally accepted 
accounting principles.  A comprehensive discussion of the Company’s significant accounting policies is 
contained in note 2 to the audited consolidated financial statements for the year ended December 31, 
2006.  The Company’s significant accounting policies are subject to estimates and key judgments about 
future events, many of which are beyond management’s control.  A detailed discussion of the critical 
accounting estimates of the Company is provided in the December 31, 2006 MD&A. 

BUSINESS RISKS AND UNCERTAINTIES 

The Company was recently incorporated and began operations in May 2006 after the completion of the 
Qualifying Transaction. It has a short history of earnings and has never paid any dividends. The Company 
expects to have increased earnings from assets acquired and additional acquisitions that the Company is 
pursuing, although there is no plan to pay any dividends now or in future; instead these earnings will be 
employed by the Company for future growth plans. 

The Company is exposed to several operational risks inherent in exploring, developing, producing and 
marketing crude oil and natural gas.  These inherent risks include: economic risk of finding and producing 
reserves at a reasonable cost; financial risk of marketing reserves at an acceptable price given current 
market conditions; cost of capital risk associated with securing the needed capital to carry out the 
Company’s operations; risk of environment impact and credit risk of non-payment for sales contracts and 
joint venture partners.   

The Company attempts to control operating risks by maintaining a disciplined approach to 
implementation of its exploration and development programs.  Exploration risks are managed by hiring 
experienced technical professionals and by concentrating the exploration activity on specific core regions 
that have multi-zone potential where the Company has experience and expertise.  The Company also 
generates internal prospects and participates in projects where ownership interest is considered sufficient 
to minimize risk.  Operational control allows the Company to manage costs, timing and sales of 
production and to ensure new production is brought on-stream in a timely manner. 

The Company maintains a comprehensive insurance program to reduce risk to an acceptable level and to 
protect it against significant losses.  The Company’s risk in regards to financial instruments is detailed in 
note 12 to the audited consolidated financial statements for the year ended December 31, 2006. 
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NOTICE TO THE READER: 

 

 

 

 

 

 
The accompanying unaudited interim consolidated financial statements of Pyramid Petroleum, Inc. for the 
three and six months ended June 30, 2007 and 2006 have been prepared by management and approved 
by the Board of Directors of the Company. These statements have not been reviewed by the Company’s 
external auditors. 

 

 
On behalf of the Board: 
 
 
Signed Director 
Mansoor A. Anjum 
 
 
Signed Director 
William E. Richards 



 

The accompanying notes are an integral part of these interim consolidated financial statements. 
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Pyramid Petroleum, Inc. 

Interim Consolidated Balance Sheets 

 (unaudited) 
 

 
Stated in U.S dollars (note 2)  June 30 

2007  

 December 31 
2006  

     

Assets     

     

Current     

Cash and cash equivalents  $ 188,173 $ 112,020 

Prepaid expenses  2,501  83,775 

Accounts receivable and accrued revenue  2,580,551  89,404 

  2,771,225  285,199 

Deferred charges (note 3)  -  21,965 

Property and equipment (note 5)  28,181,835  11,316,398 

Bond collateral (note 6)  4,985,412   

     

  35,938,472  11,623,562 

     

     

Liabilities and Shareholders’ Equity     

     

Current Liabilities     

Accounts payable and accrued liabilities  1,580,749  178,002 

Deferred payment (note 4)  1,250,000  - 

Demand loan (note 7)  3,754,400  - 

Current portion of loans payable (note 8)  6,000,000  668,117 

Due to related parties (note 9)  1,346,535  1,174,149 

Current portion of asset retirement obligation (note 11)  95,047  95,047 

  14,026,731  2,115,315 

Loans payable (note 8)  6,861,445  1,613,956 

Due to related parties (note 9)  -  1,124,774 

Convertible debentures (note 10)  721,630  - 

Asset retirement obligation (note 11)  7,340,025  383,083 

  28,949,831  5,237,128 

     

Shareholders’ Equity     

Equity instruments  (note 13)  7,978,730  7,956,809 

Contributed surplus  (note 14)  193,477  183,323 

Equity component of convertible debentures (note 10)  32,976   

Retained earnings (deficit)  (1,216,542)  (1,753,698) 

  6,988,641  6,386,434 

     

 $ 35,938,472 $ 11,623,562 

         

 
 
 



 

The accompanying notes are an integral part of these interim consolidated financial statements. 
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Pyramid Petroleum, Inc. 

Interim Consolidated Statements of Operations and Retained Earnings (Deficit) 

 (unaudited) 
 

                     
Stated in U.S. Dollars (note 2)  Three months ended 

June 30 
 Six months ended 

June 30 

  2007  2006  2007  2006 
         

Revenue         

  Oil and gas, net of royalties $ 3,121,171 $ 208,137 $ 3,805,800 $ 208,137 

  Interest revenue  -  -  -  9,202 

  Commodity contracts (note 15)  95,444  -  53,300  - 

  3,216,615  208,137  3,859,100  217,339 

         
Expenses         

  Operating expenses  880,816  117,417  1,074,071  125,280 

  General and administrative  141,127  44,867  273,003  44,867 

  Interest and financing costs  434,079  8,200  525,267  8,200 

  Depreciation, depletion and accretion  654,304  72,058  869,385  72,058 

  Accretion of Equity Component  4,015  -  4,977  - 

  Stock-based compensation   -  134,291  -  134,291 

  Foreign exchange (gain) loss  247,893  (55,188)  247,946  (65,791) 

  2,362,234  321,645  2,994,649  318,905 

         

Income (loss) before income taxes  854,381  (113,508)  864,451  (101,566) 

         

Current income tax provision    305,330  -  305,330  - 

         

Net income (loss) for the period  549,051  (113,508)  559,121  (101,566) 

         

Retained earning (deficit), beginning of 
period 

 
(1,765,593) 41,310 (1,753,698) 29,368 

Changes in accounting policies 
(note 3) - - (21,965) - 
Retained earning (deficit), ending of 

period $ (1,216,542) $ (72,198) $ (1,216,542) $ (72,198) 

         

         

Income (loss) per share:         

Basic and diluted $ 0.01 $ (0.00) $ 0.02 $ (0.01) 

         

Weighted average number of 

shares:    

        

Basic  36,617,458  27,857,812  36,611,310 20,221,280

Diluted  37,126,181  27,857,812  37,038,309 20,221,280

             

                  



 

The accompanying notes are an integral part of these interim consolidated financial statements. 
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Pyramid Petroleum, Inc. 

Interim Consolidated Statements of Cash Flows 

(unaudited) 
 

 
Stated in U.S dollars (note 2)  Three months ended 

June 30 
 Six months ended 

June 30 

  2007  2006  2007  2006 
         
Cash provided by (used in)         

Operating Activities         

Net income (loss) for the period $ 549,053 $ (113,508) $ 559,121 $ (101,566) 

Add: Non-cash items          

Stock-based compensation   -  134,291  -  134,291 

Accretion of equity component (note 10)  4,015  -  4,977  - 

Financing costs  15,883  -  25,955  - 

Depreciation, depletion and accretion   654,304  72,058  869,385  72,058 

  1,223,255  92,841  1,459,438  104,783 
Change in non-cash working capital 
(note 17)  (1,109,709)  (57,152)  (935,033)  (97,127) 

  113,546  35,689  524,405  7,656 

Financing activities         

Proceeds from demand loan  3,754,400  -  3,754,400  - 

Proceeds from convertible debentures  267,890  -  828,022  - 

Financing costs  (6,022)  -  (93,360)  - 

Repayment of loans payable  (2,229,613)  (302,385)  (2,282,073)  (302,378) 

Repayment of related party debt  (689,346)  95,088  (952,388)  95,088 

Proceeds on issue of common shares  21,087  -  21,087  - 
Change in non-cash working capital 
(note 17)  211,463  -  211,463  - 

  1,329,859  (207,297)  1,487,151  (207,290) 

Investing activities         
Expenditures on property and 
equipment  (1,120,144)  (102,879)  (1,392,936)  (154,263) 
Acquisition of property and equipment, 
net of cash acquired (note 4)  (142,467)  (417,381)  (542,467)  (417,381) 

  (1,262,611)  (520,260)  (1,935,403)  (571,644) 

         

Increase (decrease) in cash   180,794  (691,868)  76,153  (771,278) 
Cash and cash equivalents, beginning of 
period  7,379  1,418,522  112,020  1,497,932 

Cash and cash equivalents, end of 

period  $ 188,173 $ 726,654 $ 188,173 $ 726,654 
           

         
Supplemental cash flow information         
Interest paid $ 418,196 $ - $ 499,312 $ - 
Taxes paid $ - $ - $ - $ - 
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1. Basis of Presentation 
 

 
Pyramid Petroleum Inc. (“Pyramid” or the “Company”) is involved in exploration, development and 
production of petroleum and natural gas in Canada and the United States. These unaudited interim 
consolidated financial statements include the accounts of the Company and its wholly owned 
subsidiaries. All inter-company balances and transactions have been eliminated upon consolidation.  
 
The unaudited interim financial statements of the Company have been prepared by management 
following the same accounting policies and methods of computation as the audited consolidated 
financial statements of the Company for the year ended December 31, 2006, except that certain 
disclosures have been condensed or omitted.  In this regard, these interim financial statements 
should be read in conjunction with the audited consolidated financial statements and notes thereto for 
the year ended December 31, 2006. 
 
These unaudited interim financial statements are stated in United States dollars and have been 
prepared in accordance with Canadian generally accepted accounting principles (“GAAP”).  The 
preparation of interim financial statements in conformity with GAAP requires management to make 
estimates and assumptions that affect the reported amounts of assets and liabilities, and disclosure 
of contingent assets and liabilities at the date of the financial statements, and the reported amounts 
of revenues and expenses during the period.  Actual results could differ from these estimates. The 
financial statements have, in management’s opinion, been properly prepared using careful judgment 
within reasonable limits of materiality and within the framework of the significant accounting policies. 
 
The operating results for the three and six months ended June 30, 2007 may not be indicative of the 
results for the year ended December 31, 2007. 

 

 

2. Functional and Reporting Currency  
 

 
Effective April 1, 2007, the Company changed its functional currency from the Canadian dollar to the 
U.S. dollar. This change was made as a result of the acquisition of MC Offshore Petroleum, LLC (see 
note 4) with its activities of capital expenditures, revenues and expenses denominated in U.S. dollars 
becoming the predominant currency for the Company’s cash flows. Following the change of 
functional currency to the U.S. dollar, the Company also changed its reporting currency to the U.S. 
dollar effective April 1, 2007. Financial statements for all periods presented have been translated into 
U.S. dollars (the functional and reporting currency). All comparative financial information being 
presented has been restated to reflect the Company’s financial statements as if they have been 
historically reported in U.S. dollars.  To effect the change in the reporting currency, the Company has 
used the current rate method of translation whereby assets and liabilities are translated using the 
period end rate of exchange and revenue and expenses are translated using the average rate of 
exchange for the period. The related foreign exchange gains and losses arising on this translation are 
included in other comprehensive income.  The Company continues to use the temporal method for 
the calculation of foreign currency translation related to activities denominated in a foreign currency, 
which is now the Canadian dollar.  Under the temporal method, monetary items are translated at the 
rate of exchange at the balance sheet date; non-monetary items are translated at historical exchange 
rates and income and expense items are translated at the rate in effect on the transaction date. The 
related translation gains and losses are reflected in the consolidated statement of loss for the period. 
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3. Changes in Accounting Policies 
 

 
On January 1, 2007, the Company adopted the new or revised Canadian accounting standards for 
accounting changes, comprehensive income, financial instruments—recognition and measurement 
and financial instruments—presentation and disclosures.  Prior periods have not been restated.  
Additional disclosure requirements for financial instruments have been approved by the Canadian 
Institute of Chartered Accountants and will be required disclosure beginning January 1, 2008. 
 
At January 1, 2007, the following adjustments were made to the balance sheet to adopt the new 
standards: 

   
January 1 

2007 

Deficit – increase  $ 21,965 
Deferred financing fees – decrease   21,965 

(a) Accounting changes 
 
Voluntary changes in accounting policies are permitted only if they result in financial statements 
which provide more reliable and relevant information.  Accounting policy changes are applied 
retrospectively unless it is impracticable to determine the period or cumulative impact of the change.  
Corrections of prior period errors are applied retrospectively and change in accounting estimates are 
applied prospectively by including the effect of the change in earnings.   

(b) Comprehensive income 
 
Comprehensive income is the change in shareholders’ equity during a period from transactions and 
other events and circumstances from non-owner sources and includes unrealized gains and losses 
on financial assets classified as held available-for-sale.  In accordance with this new standard, the 
Company now reports a consolidated statement of comprehensive income combined with the 
consolidated statement of operations and a new category, accumulated other comprehensive income 
(when applicable), in the shareholders’ equity section of the consolidated balance sheet.   

(c) Financial instruments—recognition and measurement 
 
This new standard requires all financial instruments within its scope, including all derivatives, to be 
recognized on the balance sheet initially at fair value. Subsequent measurement of all financial 
assets and liabilities except those held-for-trading and available for sale are measured at amortized 
cost determined using the effective interest rate method. Held-for-trading financial assets are 
measured at fair value with changes in fair value recognized in earnings. Available-for-sale financial 
assets are measured at fair value with changes in fair value recognized in comprehensive income 
and reclassified to earnings when derecognized or impaired.  Changes to the measurement of 
existing financial assets and liabilities at the date of adoption were adjusted to either opening deficit 
or opening accumulated other comprehensive income as noted below. 

(d) Derivative instruments 
 
The Company may use various types of derivative financial instruments to manage risks associated 
with crude oil and natural gas price fluctuations.  These instruments are not used for trading or 
speculative purposes.  Proceeds and costs realized from holding the related contracts are recognized 
in petroleum and natural gas revenues at the time that each transaction under a contract is settled.  
For the unrealized portion of such contracts, the Company utilizes the fair value method of 
accounting.   
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3. Changes in Accounting Policies (continued) 
 

 
(d) Derivative instruments (continued) 

 
The fair value is based on an estimate of the amounts that would have been paid to or received from 
counterparts to settle these instruments given future market prices and other relevant factors.  The 
method requires the fair value of the derivative financial instruments to be recorded at each balance 
sheet date with the unrealized gains or losses on these contracts recorded through the consolidated 
statement of operations. 
 
The Company has elected to account for its commodity sales and other non-financial contracts, 
which were entered into and continue to be held for the purpose of receipt or delivery of non-financial 
items in accordance with its expected purchase, sale or usage requirements as executory contracts 
on an accrual basis rather than as non-financial derivatives.  Prior to adoption of the new standards, 
physical receipt and delivery contracts did not fall within the scope of the definition of a financial 
instrument and were also accounted for as executory contracts. 

(e) Transaction costs 
 
Transaction costs attributable to financial instruments classified as other than held-for-trading such 
as revolving loan facilities are expensed in the consolidated statement of loss as incurred.  Prior to 
January 1, 2007, transaction costs were recorded as a deferred charge and recognized in the 
consolidated statement of operations on a straight-line basis over the term of the financial instrument. 
On adoption, previously deferred transaction costs were recognized as if they had been expensed in 
the year incurred through an adjustment to the Company’s opening deficit. 

(f) Effective interest rate method 
 
Financing fees and transaction costs attributable to financial instruments classified as other than 
held-for-trading such as convertible debentures are included in the recognized amount of the related 
financial instrument and recognized over the term of the financial instrument.  Prior to January 1, 
2007, financing fees and transaction costs were recorded as a deferred charge and recognized in the 
consolidated statement of operations on a straight-line basis over the life of the financial instrument.  
On adoption, financing fees and transaction costs are recognized as if the effective interest rate 
method had always been applied whereby the amount recognized varies over the life of the financial 
instrument based on the principal outstanding.     

 

 

4. Acquisition  
 

 
On April 1, 2007, the Company acquired a 20% membership share interest in a Limited Liability 
Corporation (the “LLC”) for $400,000 and an additional 30% membership share interest for $600,000 
on May 17, 2007.   The LLC was organized for the purpose of acquiring an interest in certain oil and 
gas properties located in the Gulf of Mexico (the “Gulf of Mexico properties”) from an arms length 
party (the “Seller”).  A company controlled by an Officer and Director of the Company acted as an 
agent in the organization of the LLC and the acquisition of properties and has retained an option to 
buy up to 3.5% of the LLC’s membership shares at the Company’s cost.   This option expires on May 
17, 2008.  
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4. Acquisition (continued) 
 

 
The acquisition of the 50% membership interest in the LLC is an arms-length acquisition accounted 
for by the purchase method with the Company deemed the acquirer and measured at the exchange 
amount based on the total $1,000,000 cash consideration.    As the LLC is controlled and operated 
jointly by the members, the acquisition is considered to be the acquisition of an interest in a joint 
venture whereby only the Company's proportionate interest in the LLC is consolidated.   
 
The allocation of the purchase price based on the fair values of the Company’s 50% share of the 
assets acquired and liabilities assumed is as follows: 

   
Cash $ 457,533  
Other current assets  408,368  
Property and equipment 16,222,072  
Bond collateral (note 6) 4,985,412  
Loan payable (12,649,982)  
Current liabilities (1,586,275)  
Asset retirement obligation (6,837,128)  

Net assets acquired $ 1,000,000  

    
Purchase price    
Cash $ 1,000,000  

 
Included in the current liabilities assumed pursuant to the acquisition is a deferred payment of 
$1,250,000 related to the LLC’s purchase of the Gulf of Mexico properties and payable on March 31, 
2008. 
 
The interim consolidated statements of operations and deficit and cash flows include the results of 
the LLC from the dates of acquisition.   
 
Management is still completing its review of the net assets acquired and therefore the purchase 
equation is subject to change based on the final determination of assets acquired and liabilities 
assumed.  Final exchange acceptance of this transaction is pending until the Company can provide 
an engineering reserve report that complies with National Instrument 51-101. 

 

 

5. Property and Equipment  
 

 

June 30, 2007 Cost 
Accumulated Depreciation, 
Depletion and Impairment Net Book Value 

Oil and gas properties    

             Producing $ 31,184,592  $   3,141,396 $28,043,196 

             Undeveloped              138,639 -                 138,639 

 $ 31,323,231 $  3,141,396 $  28,181,835  
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5. Property and equipment (continued) 
 

 

December 31, 2006 Cost 
Accumulated Depreciation, 
Depletion and Impairment Net Book Value 

Oil and gas properties    

             Producing $ 13,621,161 $ 2,391,825 $ 11,229,336 

             Undeveloped 87,062 - 87,062 

 $ 13,708,223 $ 2,391,825 $ 11,316,398 
 

Acquisitions in the Gulf of Mexico (note 4) in the amount of $16,222,072 were added during the six 
months ended June 30, 2007.  No general and administrative costs were capitalized to the 
Company’s oil and gas properties during the first six months of 2007. The calculation of 2007 
depletion and depreciation included an estimated $5,085,667 for future development capital costs 
associated with proved undeveloped reserves and excluded the cost of unproved properties of 
$138,639 and discounted salvage value of $2,106,808.  

    

 

6. Bond collateral 
 

 
Bond collateral in the amount of $4,985,412 as at June 30, 2007 relates to the Company’s share of 
cash collateral for performance bonds (the “Bonds”) provided by the LLC to certain regulatory 
authorities and to the Seller of the Gulf of Mexico properties as a guarantee for plugging and 
abandonment liabilities.  The LLC obtained the Bonds through a surety company which required the 
LLC to put up cash collateral.  The Bonds will be released once the subject properties are abandoned 
at which time all cash collateral will be returned to the LLC.   

 

 
7. Demand Loan 
 

 
On April 18, 2007, the Company obtained a revolving one year demand loan facility from a Canadian 
bank to a maximum of Can$4,000,000. The Company used the facility to repay the loan due to the 
operator of the Montana and Alberta properties, as described in note 8(a), and to repay the amount 
due to an Officer and Director of the Company for the purchase on October 2006 of a working 
interest in the Montana and Alberta properties, as described in note 9(b). The interest on the loan is 
calculated at the bank’s prime rate plus 0.5%. The current prime rate is set at 6.25%.  The loan is 
collateralized by a charge over the Company’s Montana and Alberta assets.  As at June 30, 2007, the 
Company had drawn $3,754,400 (Can$4,000,000) on the facility. 

 

 

8. Loans payable  
 

 
(a) At December 31, 2006, the Company owed $2,282,073 to a lender, who is also the operator of the 

Company’s assets in Montana and Alberta that were acquired as part of the Company’s Qualifying 
Transaction. Under the terms of a trust agreement, the operator held title to the oil and gas properties 
as collateral for the obligations assumed on acquisition.   In April 2007, the Company repaid the loan 
at which time the legal title to the properties was transferred to the Company. 
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8. Loans payable (continued) 
 

 
(b) In conjunction with the acquisition described in note 4, the Company assumed a term note (the 

“Note”) in the amount of $12,649,982 comprised of $12,559,898 principal plus $90,084 of interest 
accrued to the dates of acquisition.   

 
The Note bears interest at 10% calculated at a daily rate and is collateralized by the petroleum and 
natural gas assets in the Gulf of Mexico held by the LLC and for which the LLC members have 
pledged their member share certificates to the lender.  Principal and accrued interest on the Note are 
repayable in consecutive principal installments of 80% of the monthly net proceeds (revenue less 
royalties, net profits interests and direct operating expenses) from the related Gulf of Mexico 
properties to be not less than $1,000,000 in principal per month plus accrued interest commencing on 
May 31, 2007 or at the discretion of the lender. 
 
As at June 30, 2007, the lender had not yet required a principal installment and the resulting 
$12,861,445 balance of the Note is comprised of $12,649,982 assumed on acquisition plus $211,643 
of additional accrued interest, of which $6,000,000 is reported as current portion, based on the 
minimum principal requirement. 

 

 

9. Due to Related Parties  
 

  
(a) Due to a related company  

 
At June 30, 2007, the Company owed $821,762 to the operator of the Gulf of Mexico properties, who 
is a related party controlled by an Officer and Director of the Company. The loan was incurred as a 
result of the prorated allocation of the debt from the operator’s bank at the time of certain assets 
acquired in the year 2006. The Company is not a party to the credit agreement between the operator 
and the bank. Under the terms of the agreement with the operator, the operator holds title to the 
subject properties as collateral for the obligations assumed.  This entire obligation is estimated to be 
current, as full payment is expected within one year from June 30, 2007, based on the current 
estimates of production and net operating revenue. 
 

(b) Due to an Officer and Director of the Company   
 
The Company owed a note payable to an Officer and Director of the Company for the payment made 
by the Officer and Director in relation to the Gulf of Mexico properties acquired in 2006. The amount 
of the note payable is $524,774. The amount is due in full on March 31, 2008 and bears a fixed 
interest rate of 8% per annum. The Company has not provided any collateral related to this note. 
 
Further, the Company owed a second note payable to an Officer and Director of the Company with 
regards to acquisition of certain oil and gas properties in Montana and Alberta. The amount of the 
note payable was $600,000. The note was paid in full in April 2007 along with the other loan payable 
associated with those properties (note 7).  
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10. Convertible Debentures  
 

 
In February and April 2007, the Company completed the private placement of convertible debentures 
(the “Debentures”) for a total gross proceeds of $828,022 (Cdn $952,000).  The Debentures have a 
two year term and bear an interest rate of 12% per annum, payable quarterly. Debenture holders 
have the option to convert the debentures to common shares of the Company on the basis of one 
common share for each $0.42 (Cdn $0.45) of principal at any time during the term of the Debentures. 
The Company has an option to call the Debentures at any time after the first anniversary of the 
closing date if the Company’s shares trade at over $0.63 (Cdn $0.675) per share for a period of 30 
days. 2,115,556 common shares are issuable in the event that the total amount of principal is 
converted at maturity.  
 
The total liability component of the Debentures has been estimated at $795,046 (Cdn $914,140) 
based on the present value of principal and interest with the residual amount of $32,976 (Cdn 
$37,860) ascribed to the equity component.   
 
In conjunction with the Debenture private placement, the Company issued 65,644 broker warrants 
exercisable at $0.42 (Can $0.45) per share for a term of two years.  The fair value of the warrants 
has been estimated at $17,681 (Cdn $20,300) using the Black-Scholes pricing model based on 182% 
expected volatility, 3.9% risk-free rate, nil dividend yield, a two year life.  In addition, the Company 
incurred $93,360 (Can $107,186) of agent’s commission, legal and other closing costs.  Of these 
costs, $6,693 (Can $7,684) has been classified as share issue costs and $104,348 (Can $119,802) 
as transaction costs.  Transaction costs are netted against the liability component of the Debenture 
and are amortized to interest expense in the consolidated statement of operations using the effective 
interest rate method.   
 
The total $721,630 (Can $828,491) debt amount at June 30, 2007 is comprised of the following: 
 

Liability component  $ 795,046 

Unamortized transaction costs  (78,393) 

Accretion of equity component  4,977 

 $ 721,630 

 

 

11. Asset Retirement Obligation 
 

 
A reconciliation of the Company’s asset retirement obligation as at June 30, 2007 is provided below: 
 

Balance – December 31, 2006 $ 478,132 

Liabilities incurred  - 

Liabilities acquired (note 4)  6,837,128 

Accretion   119,812 

  7,435,072 

Current portion  95,047 

Balance – June 30, 2007 $ 7,340,025 
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11. Asset Retirement Obligation (continued) 
 

 
The Company’s asset retirement obligation results from net ownership interests in petroleum and 
natural gas assets including, platforms, well sites and gathering systems. The Company estimates the 
total undiscounted amount of cash flows required to settle its asset retirement obligation to be  
approximately $16,266,538 which will be incurred over the next 40 years, with the majority of the costs 
incurred between 2010 and 2020.  A credit-adjusted risk-free rate of 8% percent and an inflation rate 
of 2% was used to estimate the fair value of the asset retirement obligation.   See notes 6 and 16 with 
respect to bond collateral and an abandonment fund related to abandonment liabilities for the Gulf of 
Mexico properties.  

 

 
12. Related Party Transactions  
 

 
During the six months of 2007, the Company engaged in the following related party transactions: 
 

(a) During the three months ended June 30, 2007 the Company paid a total of $12,586 in interest to a 
related company for the loan due to the related company as in note 8. During the six month ended 
June 30, 2007 the total interest payments on this loan amounted to $37,520. 
 

(b) During the three months ended June 30, 2007 the Company paid a total of $21,842 in interest to an 
Officer and Director of the Company for the two promissory notes discussed in note 8. During the six 
month ended June 30, 2007 the total interest payments on these notes amounted to $34,561.  

 

 

13. Share Capital 
 

 
(a) Common shares issued  

  Number Amount 

Balance – December 31, 2006 36,605,095 $ 7,956,809 
Exercise of broker warrants 112,500 28,614     
Share issue costs (note 10) - (6,693) 
Balance – June 30, 2007 36,717,595 $ 7,978,730 
 

(b) Shares held in escrow 
 
The initial 5,000,000 common shares issued to the Company’s founders and the 24,095,720 common 
shares issued with regard to the Qualifying Transaction are subject to certain escrow requirements 
restricting release of the shares over a 36 month period subsequent to the completion of the 
Qualifying Transaction. To date a total of 11,638,288 shares have been released from the escrow. At 
June 30, 2007 a total of 17,457,432 common shares remained in escrow. The following table outlines 
the future releases. 

Release Date 
November 11,  

2007 
May 11, 

 2008 
November 11, 

2008 
May 11, 

 2009 

Number of shares        4,364,358   4,364,358         4,364,358   4,364,358  
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13. Share Capital (continued) 
 

 
(c) Broker warrants 

   

 Weighted  
Weighted 
average 

   Number of 
warrants 

average 
exercise price 

life remaining 
(years) 

Balance – December 31, 2006   740,625 $ 0.19 0.30 

Issued (note 9)   65,644 0.42 1.67 

Exercised   (112,500) 0.19 0.30 

Balance – June 30, 2007   693,769 $ 0.21 0.43 

 
(d) Stock options 

 
As at December 31, 2006 and June 30, 2007, the Company had 900,000 stock options outstanding 
and exercisable an exercise price of $0.28 (Cdn $0.30) per share, expiring on May 4, 2011.  

 

 

14. Contributed Surplus  

 

 

Balance – December 31, 2006    $ 183,323 

Broker warrants (note 9)    17,681 

Exercise of broker warrants (note 13(c))    (7,527) 

Balance – June 30, 2007    $ 193,477 
 

 
15. Commodity contracts 

 

 
The Company has participated, through the operator, in financial swaps for the gas production from the 
Gulf of Mexico with various settlement dates up to December 31, 2007.  The Company has accounted 
for these contracts based on their mark-to-market on the balance sheet date which is based on quoted 
prices, or in their absence, third party market indicators and forecasts.   At June 30, 2007, the Company 
has entered into the following financial forward arrangements: 

 

 Quantity Price Mark-to-Market  
 (MMBTU) ($/MMBTU) Value ($) Termination Date 

Sales contracts:     
1.    49,915        7.075  $ (10,074) December 31, 2007 
2. 35,510       8.100  29,273 December 31, 2007 

Purchase contracts:    
3. 25,795        7.520  (15,231) July 31, 2007 
4. 24,455        7.155  (9,294) August 31, 2007 
   $  (5,234)  
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15. Commodity contracts (continued) 
 

 
The changes in the fair value associated with the above financial instruments result in an unrealized 
gain or loss on the commodity contracts. Monthly settlements with counterparties result in realized gains 
or losses. These amounts are recognized together as commodity contracts revenue in the consolidated 
statement of operations.   
 
As of June 30, 2007 the mark-to-market balances for the Company’s share of these swap contracts 
resulted in an unrealized loss of $5,234 which is included in accounts payable (December 31, 2006 – 
$75,965 unrealized gain included in accounts receivable).  During the six months ended June 30, 2007, 
the Company recognized a realized gain of and $75,109, respectively (six months ended June 30, 2006 
– nil as no contracts in place) on these instruments. 

 

 

16. Commitment 

 

 
The Company is required to contribute 20% of the monthly net profits from the properties owned 
through the LLC towards an abandonment fund (the “Fund”) established by the Seller as an 
additional guarantee against the plugging and abandonment liabilities associated with the properties.  
Net profits is defined in the Fund agreement as: the monies and revenues payable from gross 
production of the properties less (i) costs and expenses incurred attributed to the properties with 
respect to all existing wells located on the properties, including but not limited to the costs and 
expenses of operating the wells and for producing, treating and storing production from the wells; (ii) 
capital expenditures related to the properties; (iii) certain taxes assessed against production relating 
to the property; and (iv) all royalty burdens and other lease burdens affecting the properties.  Where 
the net profit for a particular month is determined to be negative (a net loss), no contribution to the 
Fund is required for the related month.   
 
Contributions to the Fund commence in March 2008.  The Company’s maximum amount of 
contribution to the Fund is $5,000,000.  Upon satisfactory performance of plugging and abandonment 
obligations, the Company may request a release of the bonding amount (note 6) and funds may be 
withdrawn from the Fund to maximum of the Fund balance.   

 

 

17. Change in Non-cash Working Capital 

 

 

 Three months ended June 30  Six months ended June 30 
  2007  2006  2007  2006 

Accounts receivable $ (1,942,869) $ (101,171) $ (2,082,779) $ (111,138 
Prepaid expenses  39,387  -  81,274  - 
Accounts payable and 
accrued liabilities 

 
1,005,236 

 
44,019 

 
1,277,935 

 
14,011 

 $ (898,246) $ (57,152) $ (723,570) $ (97,127) 
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17. Change in Non-cash Working Capital (continued) 
 

The change in non-cash working capital has been allocated to the following activities: 

 Three months ended June 30  Six months ended June 30 
  2007  2006  2007  2006 

Operating $ (1,109,709) $ (57,152) $ (935,033) $ (97,127) 
Financing  211,463  -  211,463  - 
 

$ (898,246) $ (57,152) $ (723,570) $ (97,127) 

 

 

18. Segmented Information 

 

 
The Company’s only industry segment is the exploration for and development and production of oil and 
natural gas. The Company undertakes exploration and development of petroleum and natural gas 
properties in Canada and the United States.  The following tables set forth the geographical segments of 
the Company’s operations between Canada and the United States.   

 Three Months Ended  Six Months Ended  
 June 30, 2007  June 30, 2007  

 Canada 
United 
States Total Canada 

United 
States Total 

 $ $ $ $ $ $ 
Revenues, net of royalties 97,999 3,023,172 3,121,171 45,267 3,760,533 3,805,800 
Net income (loss) (196,221) 745,272 549,051 (1,007,013) 1,566,134 559,121 
Per share       
   - Basic and diluted (0.01) 0.02 0.01 (0.02) 0.04 0.02 
       
Total assets 1,177,863 34,760,609 35,938,472 1,177,863 34,760,609 35,938,472 
Property and equipment 571,077 27,610,758 28,181,835 571,077 27,610,758 28,181,835 
Expenditures on property 
and equipment - 1,120,144 1,120,144 - 1,392,936 1,392,936 
 
 Three Months Ended  Six Months Ended  
 June 30, 2006  June 30, 2006  

 Canada 
United 
States Total Canada 

United 
States Total 

 $ $ $ $ $ $ 
Revenues, net of royalties 3,465 204,672 208,137 3,465 204,672 208,137 
Net income (loss) (71,154) (42,354) (113,508) (79,521) (22,045) (101,566) 
Per share       
   - Basic and diluted - - - - - - 
       
Total assets 888,280 10,028,988 10,917,268 888,280 10,028,988 10,917,268 
Property and equipment 160,835 9,509,260 9,670,095 160,835 9,509,260 9,670,095 
Expenditures on property 
and equipment 1,708 101,171 102,879 1,708 152,555 154,263 
 

 


