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Fairquest Energy Limited

HIGHLIGHTS
Financial ($ thousands, except per share amounts) 2005
For the seven months ended December 31
Petroleum and natural gas sales, before royalties 14,068
Funds generated from operations 7,597
Per share - basic $ 0.29
Per share - diluted $ 0.25
Net income 1,097
Per share - basic $ 0.04
Per share - diluted $ 0.04
Capital expenditures . 59,025
Acquisitions, net of dispositions 40,955
Total capital expenditures inéluding acquisitions 99,980
As at December 31
Net debt including working capital deficit (4,646)
Shareholders” equity 92,180
Common shares outstanding (000) 28,041
Operations (Units as noted)
Average production
Crude oil (bbis per day) 35
Natural gas liquids (664 per day) 92
Natural gas (Mcf per day) 5,542
Total (BOE per day) 1,050
Gross proved and probable oil and gas reserves
Crude oil (Mbél) 244
Natural gas liquids (M6 " 581
Natural gas (Bef) ' 24.8
Total (MBOE) 4,962
Average sales price
Crude oil ($ per bbl) 75.16
Natural gas liquids (§ per 660 62.33
Natural gas (8 per Mcf) 10.36
Total (§ per BOE) 62.61
Netback per BOE (8 per BOE) ¢
Petroleum and natural gas sales 62.61
Royalties (14.87)
Transportation (1.53)
Operating expenses (7.82)
Operating netback 38.39
Wells drilled (gross) 32
(net) 12.8
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Fairquest Energy Limited began its life in June of 2005 as part of the reorganization of Fairborne Energy
Ltd. into Fairborne Energy Trust and a new junior oil and gas exploration company (“Fairquest” or the
“Company”). At inception Fairquest acquired working interests in certain of Fairborne’s producing assets
and undeveloped lands in the West Pembina/Columbia/Harlech, Westerose/Pigeon Lake, Peace River
Arch, and Wild River areas. Fairquest also acquired all of Fairborne’s undeveloped land holdings in the
Deep Basin (Marsh, Pedley and Lambert). In addition, Fairquest has the right to farm-in on Fairborne’s
lands in all the aforementioned areas. In summary, Fairquest commenced operations in June with
approximately 1,000 BOE per day of production but exposure to over 150,000 net acres of undeveloped

lands and a rich and balanced inventory of opportunities.

In the Company'’s first seven months (year end December 31, 2005) of operations the Company drilled
32 (12.8 net) wells with a 100% success rate resulting in 24 (10.3 net) narural gas wells and 8 (2.5 net)
oil wells. By the end of April 2006 and prior to spring break-up we will have completed the drilling of
an additional 13 (5 net) wells and anticipate production of approximately 2,000 BOE per day in the
second quarter of 2006, almost double tixe average for 2005.

Fairquest’s capital program for the period ending December 31, 2005 totaled $100 million which
included the initial acquisition of the properties from Fairborne for $41 million. Proven and probable oil
and gas reserves totaled 4.96 MMBOE at December 31, 2005 with a reserve life index of 12.9 years.

During the seven month period ending December 31, 2005 the Company increased its total reserves by
65% and replaced its production by 1,000%.

GROWTH OPPORTUNITIES

Within the four main geographic areas of the Company’s land holdings we have identified approximately
275 drilling locations. The vast majority of these locations are identified on lands that have extensive

(4,000 square km) 3-D seismic coverage.

Our drilling program covers a broad spectrum of risk and reward. We plan several deep (3,500 meters to
5,100 meters) high impact targets for Devonian natural gas in Wild River, Obed, Peppers and Brazeau
as well as medium depth (1,500 meters to 3,500 meters) moderate to lower risk targets in West Pembina/
Columbia/Harlech, Westerose and the Peach River Arch (PRA).
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The Company has budgeted $80 million of capital for 2006 with approximately 40 percent to be spent

LE0d3%

in the first quarter. Drilling and completion costs will - account for 65 percent of the budgeted

expenditures.

At West Pembina/Columbia/Harlech we have planned 33 (14.0 net) drilling operations for the balance
of 2006. The drilling rargets are numerous and include natural gas and oil reservoirs in the Belly River

Formation at depths of 1,600 meters to 2,000 meters, Cardium, Viking and Mannville gas reservoirs at

SHIAIOHIUVHS 0L

depths of 2,500 meters to 3,500 meters and Devonian sour gas reservoirs in the Nisku Formation at

3,500 meters to 4,500 meters.

In the Wild River area the Company is pursuing Nisku sour gas reservoirs at a depth of 3,800 meters.
In carly January of this year one well (0.4 net) reached total depth and has been cased over the Nisku. A
second test has been abandoned in the Nisku but will be completed in a shallower zone and a third Nisku

test will spud in April.

In the Marsh/Pedley and Lambert areas of the Alberta Deep Basin we are pursuing two different
prospects or play types identified on 3-D seismic. Firstly, we have several wells planned to test Nisku and
Leduc sour gas reservoirs at depths of 4,500 meters to 5,100 meters. One of these wells is currently

drilling in the Obed area and two to three wells are planned at Lambert and Peppers.

Secondly, we are pursuing multilstacked, Cretaceous age tight sand reservoirs at Marsh and Pedley. Thus
far we have drilled six wells in this gas resource play and are currently production testing a number of
different reservoirs in these wells (up to six zones per well). Although this development is still in a very
early stage, the Company spent $15.7 million in this area in 2005 and has 12 wells planned for 2006.
We currently are reviewing pipeline and production facilities options for the gas production in this area

and hope to start producing this large resource sometime late this year.

The Company owns petroleum and natural gas rights in 84,480 acres (43,420 net acres) in the Deep
Basin and industry competitors have spent in excess of $250 million on land purchases and drilling in
the immediate area over the past year. An independent evaluation, based on land sales, of the Company’s
undeveloped lands in the Deep Basin has been prepared by Seaton-Jordan & Associates Limited at
December 31, 2005 indicating these undeveloped lands have a fair value of $47.6 million.
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In central Alberta at our Westerose/Pigeon Lake property we are drilling for natural gas, in partnership
with Fairborne Energy Trust, and have established production from several horizons including Coal Bed
Methane (“CBM”) gas at 500 meters to 600 meters (Horseshoe Canyon Formation), the Glauconite
Formation at 1,600 meters, the Ellerslie sandstone at 1,800 meters and the Wabamun (Upper Devonian)

at 2,100 meters. We plan to drill at least'12 wells on this property in 2006. .

In summary, 2006 will be a busy year for:the Company. The West Pembina/Columbia/Harlech area will

REPORT TO SHAREHOLBERS

continue to be our most active area and will consume approximately 50 percent to 60 percent of the $80
million capital budget. We believe the diversity of our opportunities provide our shareholders exposure

to a wide range of risk and reward with considerable upside.
GUTLOCH

’ .Although natural gas prices have dropped significantly since their highs in late 2005, we remain
confident that the long term supply and demand fundamentals continue to support our aggressive search

for natural gas reserves.

The Company’s 2006 capital program is focused on natural gas and the drilling targets are focused in
four areas that offer a broad spectrum of fisk and reward. Fairquest will continue to manage this risk and
reward much the same way as we have in the past. We have a large portfolio of opportunities from which

to choose and a talented technical team which has proven it can produce the results.

1 would like to applaud the accomplishments of our talented staff and thank all of our shareholders and

stakeholders for their support.

Iy 4

R.A. WALLS
President & CEO

March 24, 2006
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During its first seven months of operations Fairquest drilled 32 (12.8 net) wells with a 100% success
rate resulting in 24 (10.3 net) natural gas wells and 8 (2.5 net) oil wells. Fairquest’s current operations
are concentrated in West Central Alberta at West Pembina/Columbia/Harlech and Brazeau, and the
Deep Basin (Marsh, Pedley & Lambert), which combined represents 85 percent of the capital
program.

Fairquest’s capital program for the period totaled $100.0 million which includes the initial
acquisition of properties of $41.0 million.

Proven and probable reserves total 4,96 MMBOE at December 31, 2005 with a reserve life index of
12.9 years. .

The Company added proved plus prabable (P&P) reserves at a finding, development and acquisition
cost of $19.28 per BOE without future capital and $24.17 per BOE including future capital.
Included in the finding, development and acquisition costs is the initial acquisition cost of $41.0
million in respect of properties acquired from Fairborne Energy Led. pursuant to the trust conversion
of Fairborne Energy Ltd. and the creation of the Company. Capital expenditures for exploration and
development drilling, land and seismic totaled $59 million for the seven month period resulting in
the addition of 2.5 million BOE of reserves. For clarification, this figure includes $26 million of
exploration oriented capital on properties that were not fully tested by December 31 or properties in
the Deep Basin that are still in a preliminary exploration stage and remote to existing production
facilities. Although no reserves were: assigned to this $26 million of capital at December 31, the
Company expects thart these properties will be assigned reserves in the future.

An independent evaluation, based on land sales, of the Company’s undeveloped lands (43,420 net
acres) in the Deep Basin has been prepared by Seaton-Jordan & Associates Limited as at December
31, 2005 indicating these lands have a fair value of $47.6 million. In addition to the Deep Basin
lands, the Company holds undeveléped lands totaling 24,200 ner acres in all of West Pembina
/Columbia/Harlech, Westerose/Pigecn Lake and the Peace River Arch areas and rights to farm-in on
64,560 acres in these same areas.

Oil and natural gas production averaged 1,050 BOE per day for the seven months ended December
31, 2005.

Funds generated from operations for the seven months ended December 31, 2005 were $7.6 million
($0.29 per share).
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2006 UPDATE

& In 2006, Fairquest has continued its capital program with a total of 14 (4.9 net) wells drilled to date,
and 2 (0.85 net) wells currently drilling.

«d The Company currently has approximately 500-600 BOE per day behind pipe awaiting tie in to
production facilities over the next 30 to 60 days, and 11 additional wells (3.8 net) awaiting

MITAIY SNOILVYIA0

completion and testing.

il In the West Pembina/Columbia/Harlech and Westerose areas for the remainder of the first quarter
of 2006 and prior to spring break-up, the Company plans to drill an additional 6 (2.7 net) wells.

& In the Wild River area, the Company is pursuing Nisku sour gas reef reservoirs at a depth of 3,800
meters. In early January one well reached total depth arid has been cased over the Nisku. A second
test has been abandoned in the Nisku but will be completed in a shallower zone and a third Nisku
test will spud in April.

U In the Deep Basin, the Company recently spudded a déep (4,700 meter) Devonian test which will
drill over break-up and plans at least one additional deep well this summer. In addition, two wells
are currently being completed or tested.

In toral, the Company plans to drill three wells in West Central Alberta through spring break-up.

e

L4 In the Westerose/Pigeon Lake and Peace River Arch areas, Fairquest continues to drill and evaluate
wells pursuant to its area farm-in arrangement with Fairborne Energy Trust.

&l Two 3-D seismic programs that were commenced in 2005 have recently been completed.

«t The Company plans to keep four to five drilling rigs and five to six service rigs active on its large land

base after spring break up.

DRILLING ACTIVITY
Fairquest drilled 32 gross (12.8 net) wells in 2005 with a success rate of 100%. Of the 32 wells drilled

in 2005, 88% were classified as exploration wells and 12% were development.

‘Wells Drilled
2005
Gross Ner
Natural gas " 24 10.3
oil ' 8 25
D&A - -
Total | 32 128

Success rate 100% 100%
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UNBEVELOPED LAKD

Upon the formation of Fairborne Energy Trust on June 1,

2005 a total of approximately 68,000 net acres of land were
E divested to Fairquest while an additional 83,000 net acres

were farmed out to Fairquest along with an associated
. obligation to drill 25 exploratory wells over the subsequent
| two years. The acreage governed under the agreement was

farmed out under standard industry conditions with varying
“earning terms depending on the area and the depth of
. exploratory well drilled. As of today a total of 14 wells have
" been drilled by Fairquest under this agreement with a further
four to six wells planned before spring breakup.

In the last seven months of the year the Company focused on
 increasing our undeveloped acreage position in our core areas,
" accomplishing this goal through a series of negotiated land
 deals with other industry players as well as through purchases

of Crown land. As of December 31, 2005 the Company held

71,516 net acres of lands 87% of which were undeveloped
and the right to farm-in on an additional 65,000 acres.

k UNDEVELOPED DEVELOPED TOTAL
Gross Net Gross Net  Gross Net

Central Alberta
Deep Basin
Peace River Arch

West Pembina/Columbia/Harlech

11,705 1,950 5,509 1,466 17,214 3,416
78,720 40,411 11,520 2,583 90,240 42,994
22,720 4,558 9,280 1,077 32,000 5,635
194,720 15,581 24,800 3,890 119,520 19,471

December 31, 2005

207,865 62,500 51,109 9,016 258,974 71,516
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PROPERTY REVIEYW
West Pembina/Columbia/Harlech

This key area for the Company’s growth includes holdings in West Pembina/Columbia/Harlech and is
located in west central Alberta approximartely 180 kilometers southwest of Edmonton and has been a

major focus for Fairquest’s 2005 activities.

Fairquest’s West Pembina property produces sour gas and associated natural gas liquids from Devonian
aged reservoirs in the Nisku formation, In 2005, production from West Pembina averaged approximately
1,790 Mcf per day of natural gas with 48 bbls per day of cfude oil and NGLs for an equivalent of 347
BOE per day or 33% of the Company’s average production. We have developed a large inventory of
Nisku drilling opportunities identified on our extensive 3D seismic database, which will be the target of
future exploratory drilling. During 2005, additional field equipment was installed to increase the
hydraulic efficiency of the eastern portion of the West Permibina gathering system and we plan at least

three Nisku tests in this area in 2006.
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In 2005, production from the West Pembina/Columbia/Harlech area averaged 1,208 Mmcf per day of
natural gas with 61 bbls per day average oil and NGL production for an equivalent of 262 BOE per day
or 25% of the Company’s average production. Over the last quarter of 2005 and the first quarter of
2006, numerous new wells have been drilled and completed by the Company. The majority of these new

wells are either now on-stream or are planned to come on-stream by the middle of 2006 increasing

OPERATIONS HEVIEW

production from the West Pembina/Columbia/Harlech area. At present, the majority of the Company’s
production from this area comes throughr sweet gas production from the Cretaceous Belly River, Viking,
and Gething formations. To date commercial production rates have been established from as many as 11

different zones.

Due to the potential for additional discovlerim on our land base, this area saw the drilling of 18 (7.5 net)

wells in 2005 and the discovery of 12 new pools since the commencement of operations on June 1, 2005.

‘ To adequately accommodate additional production volumes from the 2005 wells as well as to facilitate
production growth from future wells, several capital projects were undertaken to upgrade the Company’s
production facilities and gas gathering infrastructure in the area. These infrastructure projects were
highlighted by the installation of a strategic new pipeline extension underneath the Brazeau River which
now enhances the ability to explore for, develop, and produce the potential reserves thought to be located

in the southern reaches of the property. '

For the remainder of 2006, a significant drilling program is planned for the West Pembina
{Columbia/Harlech areas with 33 (14.0 het) wells budgeted. This year’s drilling program is anticipated
to further define the extent of existing accumulations as well as test the potential of several exploratory

prospects, collectively creating the potential for substantial production growth for Fairquest.
Wild River

Fairquest’s current production in Wild River, located in West Central Alberta, is from a Nisku discovery
well located at 8-14-53-25W5 drilled by Fairborne in 2004 that has produced over 7.2 BCF of raw gas
since coming on stream. In August 2003, an offset to the 8-14 well located at 9-15-53-25W5 was
brought on production from the same stku pool. During 2005, the two wells produced an average of
172 BOE per day or 17% of the Company’s average production. Two other wells were drilled by
Fairquest and partners in the Wild River area during late 2005 and early 2006. One of these wells has
been cased over the Nisku and a second test has been abandoned in the Nisku but will be completed in

a shallower zone. A third Nisku text will be drilled in the the second quarter of 2006.
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Deep Basin

Fairquest’s Deep Basin exploration area is generally located between 10 and 75 kilometers north of the
town of Hinton, in northwest Alberta, that includes the Marsh, Pedley, Lambert, and Hinton areas. This
general area has experienced an increased level of industry activity in 2005 due to the multi-zone nature
with corresponding long life, large resource plays. During 2005 industry operators were active in the area
with over 80 wells licenced and over 200 sections purchasedin Crown land sales within a six mile radius

of the company’s holdings. '

In the Deep Basin, largely at Marsh, Pedley, and Lamberr the Company has 43,420 net undeveloped
acres. An independent evaluation of the company’s Deep ‘Basin lands has been prepared by Seaton-
Jordan & Associates Limited at December 31, 2005 indiéating a fair marker value of $47.6 million
dollars. In 2005, Fairquest parti:cipated in the drilling of 6 (2.1 net) wells, all of which were cased and
completed for gas production from multiple Cretaceous gas Bearing formations, In 2006, the Deep Basin
will form a core drilling area for Fairquest with plans to participate in the drilling of up to 12 new drilling
locations, targeting natural gas in the multiple Cretaceous horizons as well as reefs in deeper Devonian

strata.
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Westerose/Pigeon Lake

The Pigeon Lake/Westerose property is located approximately 40 kilometers south and west of the city of
Edmonton in our Central Alberta operations area. This area is generally all year access, situated

immediately adjacent to existing infrastructure, with defined development and exploration opportunities.

In 2005, Fairquest participated in the drilling of 6 wells (2.4 net) all targeting sweet gas from the Ellerslie
and Glauconite formations of the Cretaceous. In addition to the Cretaceous drilling, Fairquest holds a
working interest in one well (0.6 ner) that was drilled to target sour gas in the Devonian aged Wabamun
formation, as well as two (0.2 net) wells that have successfully tested commercial rates of natural gas from

the Horseshoe Canyon coals.

A ten well program in 2006 is designed to further test the potential of several conventional natural gas
reservoirs within the Westerose area with the drilling of three wells targeting the Cretaceous and two or three

deeper Devonian tests, as well as a shallow CBM delineation program. With success in the 2006 CBM

Pigeon Loke

RIWSM

program, a larger scale full development program
may be undertaken for 2007 and beyond.
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Peace River Arch
b The Peace River Arch area located in northwest

Alberta represents an area where the Company

typically drills to shallow/medium depths,

targeting low risk close in development

opportunities as well as medium risk prospects.

The Peace River arch area is comprised of assets

e acquired from Fairborne Energy Ltd. in the

Valhalla/Rycroft area of northwest Alberta

located approximately 35 kilometers north of the

GAS FACILITY

city of Grande Prairie. Production in
Valhalta/Rycroft averaged 1,005 Mcf per day of
natural gas and four Bbls per day of oil and

e NGLs for an equivalent of 172 BOE per day
— o during 2005. The Company holds 32,000 gross

WESTE

ROSE *Fdigas;‘lelk © 2006 non-CBM Lcations (5,635 net) acres of land, 81% of which is

© Walls awaiting tie-in O 2006 CBM lacations undeve]oped,
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Due to the level of capital expenditures related to activity m the West Pembina/Columbia/Harlech and
Deep Basin operating areas, the Company operated the drilling and completion of only 1 (0.3 net) well
in the Peace River Arch area in 2005, which was successfully completed for production. In 2006, the
Company plans to devote an increased portion of its capital budget to drill wells on several defined

development and exploratory prospects.

RESERVES

The Company’s independent engineering evaluation, effective December 31, 2005, was prepared by the
engineering firm of GL] Petroleum Consultants Limited (“GLJ”) in accordance with the definitions set
out under National Instrument 51-101 Standards of Disc!osure for Qil and Gas Acrivities {“NI 51-
1017). The reserve highlights are:

4 Gross proven reserves at December 31, 2005 were 3.23 MMBOE and gross proven plus probable
reserves at December 31, 2005 were 4.96 MMBOE.

“ Proven plus probable finding, development and acquisition costs were $19.28 per BOE without
furure development costs ($28.93 per BOE on a proven, basis). Including future development costs,
finding, development and acquisitions costs were $24.17 per BOE ($33.33 per BOE on a proven
basis). These finding, development and acquisition costs utilized the initial acquisition cost of
properties of $41.0 million in respect of properties acquired from Fairborne Energy Ltd. pursuant to
the trust conversion of Fairborne Energy Ltd. and the creation of the Company.

‘3 Fairquest is an exploration company and these reserve additions do not take into account $26 million
of exploration orientated capital expenditures on wells not tested at December 31, 2005 or properties
that are too remote to be connected to production facilities in areas that are in the preliminary stage

of exploration. ‘
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e FORECAST PRICES AND €OSTS
o Summary of Oil and Gas Reserves — Gross " and Net® Reserves
2 LIGHT AND MEDIUM  KATURAL | NATURAL 2005
2 CRUDE OFL GAS LIQUIDS GAS BoOE
11 Gross Net Gross Net Gross Net  Gross Net
w (Mbbl) (Mbbl)  (Mbbl) (Mbb]) (Bef)  (Bef) (MBOE) ( MBOE)
@ Proved reserves 68 60 172 124 85 7.0 1,648 1,350
Developed producing
Developed non-producing 12 10 89 63 34 27 673 520
Undeveloped 83 66 124 87 42 33 910 700
Total proved 163 135 385 274 16.1 13.0 3,231 2570
Probable 82 71 196 136 87 68 1,731 1,354
Total proved plus probable 244 207 581 410 248 198 4,962 3,923
Note: May not add due to rounding.
. ' (1) “Gross” reserves means the total working interest (operating and non-operating) share before deduction of royalsies payable

10 others and without including any royalty interest of Fairquest.
(2) “Net” reserves means the total working interest (operating and non-operating) share afier deduction of royalty obligations
plus Fasrquests royalty interests in reserves.

Net Present Value of Reserves, before income taxes

Discounted at:

December 31, 2005V, D9 ($thousands) Undiscounted 5% 10% 15% 20%
Proved reserves
Developed producing 50,589 44,025 39,343 35,825 33,066
Developed non-producing 17,962 13,754 11,242 9,563 8,350
Undeveloped ' 16,225 12,335 9,570 7,524 5,964
Total proved 84,776 70,114 60,155 52912 47,380
Probable 36,754 24,598 17,897 13,679 10,794
Total proved plus probable ‘ 121,530 94,712 78,052 66,590 58,174

Note: May not add due to rounding

(1) Utilizing GLJ January 1, 2006 price forecast

(2) As required by NI 51-101, undiscounted well abandonment costs of $0.8 million for total proved reserves and $1.1
million for total proved plus probable reserves are included in the Nex Present Value determinarion

(3) Prior to provision of income taxes, interest, debt service charges and general and administrative expenses. It should not be
assumed that the undiscounted and discounted future net revenues estimated by GLJ represent the fair market value of
the reserves. '
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PRICING ASSUMPYIONS E

The January 1, 2006 pricing forecasts presented below have been prepared by GLJ. These prices have i

been utilized in determining the reserves and cash flow forecasts above. g

NATURAL :

WYL FOREIGN EDMONTON GAS :

\ 01t EXCHANGE LIGHT AECO -

Year ‘ ($U.S./bb)) (rate) ($Cdn/bbl) ($Cdn/MMbtu)

2006 57.00 0.85 66.25 10.60
2007 5500  0.85 64.00 9.25
2008 51.00 ' 0.85 59.25 8.00
2009 48.00 0.85 55.75 7.50
2010 ‘ 46.50 0.85 54.00 7.20
2011 45.00 0.85 52.25 6.90
2012 ‘ 4500 085 52.25 6.90
2013 46.00 0.85 53.25 7.05
2014 46.75 0.85 54.25 7.20
2015 47.75 0.85 55.50 7.40
2016 48.75 0.85 56.50 7.55

Escalate thereafter 2.0% per year

COMSTANHY PRICES AND COSTS
Discounted at:

December 31, 2005V, D, @ (Sthousands) Undiscounted 5% 10% 15% 20%
Proved reserves :
Developed producing 63314 52,758 45730 40,673 36,837
Developed non-producing 23,479 17,549 14,012 11,666 9,992
Undeveloped 24,458 18,480 14,320 11,301 9,036
Total proved 111,251 88,787 74,062 63,640 55,865
Probable 55,562 37,160 26,902 20,463 16,096
Total proved plus probable 166,813 125,947 100,964 84,103 71,961

Note : May not add due to rounding

(1) Price assumptions: CDN$68.27/bbl Crude oil Edmonton light and CDN$ 9.71/MMbru AECO “C”.

(2) As required by NI 51-101, undiscounted well abandonment costs.of $0.6 million for total proved reserves and $0.8
million for total proved plus probable reserves are included in the Net Presens Value determination

(3) Prior to provision of income taxes, interest, debt service charges and general and administrative expenses. It should not be
assumed that the undiscounted and discounted future net revenues estimated by GLJ represent the fair market value of
the reserves.
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b RESERVE RECONCILIATION
= Reconciliation of Company Gross Reserves - ¢/, ?, @ by Principal Product Type
= Forecast Prices and Costs ‘
. CRUDE OIL & NGLS NATURAL GAS TOTAL
= (Mbbl) (Bef) (MBOE)
o Total Total Total
° Proved Proved Proved
lus plus plus
'Proved Probable Proved Probable Proved Probable
Opening, June 1, 2005 @ ' - - - - - -
Extensions o325 487 5.4 87 1,225 1,943
Improved recovery : - - - - - -
Technical revisions , - - - - - -
Discoveries 77 92 1.6 2.6 343 525
. ' Acquisition ? . 171 271 10.3 147 1,888 2,719
Disposition - - - - - -
Economic factors - - - - - -
Production . (29) (25) (1.2) (1.2) (225) (225)
Closing, December 31, 2005 548 825 16.1 248 3,231 4,962
Note: May not add due to rounding.
(1) “Gross” reserves means the total working intevest (operating and non-operating) share before deduction of royalties payable
to ovhers and without including any royalty interest of Fairquest.
(2) The Company began commercial aperations on June 1, 2005,
(3) Initial acquisition of properties by Fairquest from Fairborne Energy Ltd.
Finding and Development Costs (F&D)
and Finding, Development and Net Acquisition Costs (FD&A)
NI 51-101 specifies how finding and development (“F&D”) costs should be calculated if they are
reported. Essentially N1 51-101 requires that the exploration and development costs incurred in the year
along with the change in estimated future development costs be aggregated and then divided by the
applicable reserve additions. The calculation specifically excludes the effects of acquisitions and
dispositions on both reserves and costs. By excluding the effects of acquisitions and dispositions
Fairquest believes that the provisions of NI 51-101 do not fully reflect Fairquest’s ongoing reserve
replacement costs. Since acquisitions can have a significant impact on Fairquest’s annual reserve
replacement costs, excluding these amounts could result in an inaccurate portrayal of Fairquest’s cost
structure. Accordingly, Fairquest will also report finding, development and acquisition (‘FD&A”) costs
. that will incorporate all acquisitions net of any dispositions during the year. The acquisition included is

the initial acquisition of properties by Fai:rquest from Fairborne Energy Ltd.
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Total Proved

Proved @ plus Probable @

2005 Capital costs ($thousands)

Exploration and development 59,025 59,025
Acquisitions, net of dispositions ' 40,955 40,955
‘ 99,980 99,980
Change in future development costs 15,221 25,403
115,201 125,383
2005 Reserve additions @ (MBOE)

Exploration and development 1,568 2,468
Acquisitions, net of dispositions 1,888 2,719
3,456 5,187

Finding & development costs (3/B0E)
2005 F&D costs 47.35 34.21
2005 FD&A costs 33.33 24.17
2005 F&D costs, excluding future capiral 37.64 23.92
2005 FD&A costs, excluding future capital 28.93 19.28

(1) The aggregate of the exploration and development costs incurred in the most recent financial period and the change during
that period in estimated future development costs generally will not reflect total finding and development costs related to

reserve additions for that period,

(2) Based on Gross reserves meaning the total working interest (operating and non-operating) share before deduction of

royalties payable to others and without including any royalty interest of Fairquest.

Reserve Life Index

The Company’s reserve life index using annualized fourth quarter production is 8.41 years for proven

BOE reserves and 12.92 years for proven plus probable BOE reserves. Reserve life calculated using

annualized fourth quarter production may be more reflective of reserve life due to the level of new

production added during the period.

2005
USING USING
ANNUALIZED Q4 AVERAGE
PRODUCTION PRODUCTICN
Production (BOE per day) 1,052 1,050
Proved reserves "/ (MBOE) 3,231 3,231
Proved reserve life index (years) 8.41 8.43
Proved plus probable reserves / (MBOE) 4,962 4,962
Proved plus probable reserve life index (jears) - 12.92 12.95

(1)Based on Gross reserves meaning the total working interest (operating and non-operating) share before deduction of royalties

payable to others and without including any royalty interest of Fairquest.
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o Reserve Replacement

o The Company’s 2005 capital investment program replaced production by a factor of 6.97 times on a

= proved basis and 10.97 times on a proved plus probable basis.

< .

- | 2005

" Production (MBOE) _ 225

s Proved reserves additions ” (MBOE) . 1,568
Proved reserve replacement ratio 6.97
Proved plus probable reserves additions / (MBOE) 2,468
Proved plus probable reserve replacement ratio 10.97
(1)Based on Gross reserves meaning the total working interest (operating and non-operating) share before deduction of royalties

payable v others and without including any royalty interest of Fairquest.
Recycle Ratio
‘ The recycle ratio is a measure for evaluating the effectiveness of a company’s re-investment program. The

ratio measures the efficiency of capital investment. It accomplishes this by comparing the operating

netback per barrel of oil equivalent to that year’s reserve finding, development and acquisition costs.

: 2005
Operating netback (8/BOE) ' $ 38.39
Proved FD&A costs, including future development ($/BOE) $ 33.33
Proved recycle ratio 1.2
Proved plus probable FD&A costs, including future development ($/BOE) $ 2447
Proved plus probable recycle ratio | 1.8
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MARAGEMENT'S DISCUSSION ARD ARALYSIS OF FINANCIAL CONDIYION AND RESULYTS OF OPERATIONS

The following Management Discussion and Analysis of Financial Condition and Results of Operations (‘MDSA”) was prepared at, and is
dared, March 8, 2005. This MDEA is provided by the management of Fairquest Energy Limited (“Fairquest” or the “Company”) to review
2005 activities and results and should be read in conjunction with the audited consolidated financial stat including notes for the

seven months endéd December 31, 2005. Additional information relating to Fairquest, including Fairquests annual information form, will
be available when filed on SEDAR at www.sedar.com,

Fairquest was incorporared on March 7, 2005 and commenced commercial operations on June 1, 2005 under a Plan of Arrangement
entered into by Fairborne Energy Ltd., Fairborne Energy Trust (“Fairborne”), and Fairguest and security holders of Fairborne Energy Lid.
(“Plan of Arrangement”). Pursuant to the Plan of Arrangement, Fairquest acquired certain petroleum and natural gas properties of
Fairborne Energy Ltd, Fairguest maintains its head office in Calgary and is engaged in the business of exploring for, developing, acquiring
and producing crude oil and natural gas in Western Canada. Fairguest follows a strategy of balancing risk and reward by focusing on

/,

opportunities by geographic area and prospect type. Within these select areas, Fairquest develops a portfolio of exploration and development

prospects in conjunction with an active acquisivion strategy.

FORWARD LOOKING STATEMENTS: This MDGA contains forward-looking statements. Managements assessment of future plans and
operations, production estimates , drilling inventory and wells to be drilled, timing of drilling and tie in of wells, productive capacity of new
wells, capital expenditures and the timing thereof, may constitute forward-looking statements under applicable securities laws and necessarily

involve risks including, without limitation, risks associated with oil and gas exploration, development, exploiration, production, markering

and transportation, loss of markets, volatility of commadity prices, currency fluctuations, imprecision of reserve estimates, environmental risks,
competition from other producers, inability to retain drilling rigs and other services, the timing and length of plant turnarounds and the
impact of such turnarounds and the timing thereof, delays resulting from or inability to obtain required regulatory approvals and ability ro
access sufficient capital from internal and external sources. As a consequence, the Company's actual results could differ materially from those
expressed in, or implied by the forward-looking statements. Readers are cautioned that the foregoing list of factors is not exhausted.
Additional information on these and other factors that could affect Fairquests operations and financial resilts are included in reports on file
with Canadian securities regulatory authorities and may be accessed through the SEDAR website (twoww.sedar.com) or at the Company's
website (www fairquestenergy.com). Furthermore, the forward looking s contained in this MDGA are made as at the date of this
MDA and the Company does not undertake any obligation to update publicly or to revise any of the included forward looking statements,

whether as a result of new information, future events or otherwise, except as may be required by applicable securities laws.

NON-GAAP TERMS: This document consains the terms “funds generated from operations” and ‘netbacks” which are non-GAAP terms. The
Company uses these measures to help evaluate its performance. The Company considers corporate netbacks a key measure as it demonstrates
its profitability relavive to current commodity prices. The Company considers funds generated from operations a key measure as it
demonstrates the Company’s ability to generate funds necessary to repay debt and to fund future growth through capital investment. Funds
generared from operations should not be considered as an alternative to, or more meaningful than, cash flow from operating activities as
determined in accordance with Canadian GAAP as an indicator of Fairquests performance. Fairquests determination of funds generaved
from operations may not be comparable to that reported by other companies. The reconciliation between net income and funds generated
Jfrom operations can be found in the statement of cash flows in the financial statements. Fairguest also presents funds generated from
operations per share whereby per share amounts are calculated using weighted average shares outstanding consistent with the calculation of

income per share.

BOE CONVERSIONS: Barrel of 0il equivalent ("‘BOE”) may be misleading, particularly if used in isolation. A BOE conversion
ratio has been calculated using a conversion rate of six thousand cubic feet of natural gas to one barrel and is based on an energy equivalent

conversion method application at the burner tip and does not necessarily represent an ec ic value equivalency ar the wellbead.
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2005 HIGHLIGHTS

i

During its first seven months of operations Fairquest drilled 32 (12.8 net) wells with a 100% success
rate resulting in 24 (10.3 net) natural gas wells and 8 (2.5 net) oil wells. Fairquest’s current operations
are largely concentrated in West Central Alberta ac West Pembina/Columbia/Harlech and Brazeau
and the Deep Basin (Marsh, Pedley & Lambert), which combined represents 85 percent of the
capital program, ‘ ‘,

Fairquest’s capital program for the period totaled $100.0 million which includes the initial

acquisition of properties of $41.0 million.

Proven and probable reserves total 4.96 MBOE at December 31, 2005 with a reserve life index of
12.9 years.

The Company added proved and probable (P&P) reserves at a finding, development and acquisition
cost of $19.28 per BOE without future capital and $24.17 per BOE including future capital.
Included in the finding, development and acquisition costs is the initial acquisition cost of $41.0
million in respect of properties acquired from Fairborne Energy Ltd. pursuant to the trust conversion
of Fairborne Energy Ltd. and the creation of the Company. Capital expenditures for exploration and
development drilling, land and seismic totaled $59 million for the seven month period resulting in
the addition of 2.5 million BOE of reserves. For clarification, this figure includes $26 million of
exploration oriented capital on properties that were not fully tested by December 31 or properties in
the Deep Basin thar are still in a preliminary exploration stage and remote to existing production
facilities. Although no reserves were assigned to this $26 million of capital at December 31, the

Company expects that these properties will be assigned reserves in the future.

An independent evaluation, based on land sales, of the Company’s undeveloped lands (43,420 net
acres) in the Deep Basin has been prepared by Seaton-Jordan & Associates Limited as at December
31, 2005 indicating these lands have a fair value of $47.6 million. In addition to the Deep Basin
lands, the Company holds undeveloped lands totaling 24,200 net acres in all of West
Pembina/Columbia/Harlech, Westerose/Pigeon Lake and the Peace River Arch areas and rights to

farm-in on 64,560 acres in these same areas.

Oil and natural gas production averaged 1,050 BOE per day for the seven months ended December
31, 2005.

Funds generated from operations for the seven months ended December 31, 2005 were $7.6 million
($0.29 per share). '
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SELECTED ANHUAL INFORMATIOH/BACKGROURY

Fairquest was, incorporated on March 7, 2005 and commenced commercial operations on June 1, 2005

acquiring certain petroleum and natural gas properties. In the seven months ended December 31, 2005,

Fairquest drilled 32 wells as part of an extensive exploration and development program totaling $59 million.

Financial (§ thousands, except per share amounts) 2005
For the seven months ended December 31
Petroleum and natural gas sales, before royalties 14,068
Funds generated from operations 7,597
Per share - basic 0.29
Per share - diluted 0.25
Net income 1,097
Per share - basic 0.04
Per share - diluted 0.04
Capital expenditures 59,025
Acquisitions, net of dispositions 40,955
Total capital expenditures including acquisitions 99,980
As at December 31, 2005
Net debt including working capital deficit (4,646)
Total assets 133,021
Operations (Units as noted)
Average production
Crude oil (65 per day) 35
Natural gas liquids (66 per day) 92
Natural gas (Mcf per day) 5,542
Total (BOE per day) 1,050
Average sales price
Crude oil ($ per b6l 75.16
Natural gas liquids (§ per b6 62.33
Natural gas (§ per Mcf) 10.36
Total ($ per BOE) 62.61
Netback per BOE ($ per BOE)
Petroleum and natural gas sales 62.61
Royalties (14.87)
Transportation (1.53)
Operating expenses (7.82)
Operating netback 38.39
Wells drilled (gross) 32
(net) 12.8
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QUARTERLY FINAHCIAL INFORMATION >
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The following is a2 summary of selected financial information for the quarterly periods indicated: Q

i 4

‘ a2 2005 =

G4 2005 G3 2005 (JUNE 170 30)

Operations -

Average production ‘ 2

Crude oil (b64s/day) ; 80 - - v

Natural gas liquids (6éi/day) 64 112 115 b

Natural gas (Mcflday) 5,430 5,664 5,514 e

Total (BOE/day) 1,049 1,056 1,034 s

Financial (§ thousands, except per share amovnts) . :;

Petroleum and natural gas sales, before royalties 7,009 5,599 1,460 -
Funds generated from operations 3,865 2,993 739
Per share — basic $ 0.14 $ 0.12 $ 0.03
Per share — diluted $ 0.12 $ 0.10 $ 0.03

Net income ‘ 511 467 119

Per share — basic $ 0.01 $ 0.02 $ 0.01
Per share — diluted $ 0.01 $ 0.02 $ 0.01
Total assets 133,021 81,848 71,041

FOURTH QUARTER 2005 RESULTS:

Fairquest focused on exploration, development and operating activities in the fourth quarter of 2005.
During the fourth quarter the Company spent $38.0 million on exploration and development projects
which included drilling 18 (7.6 net) weils. The capital program was financed through a combination of

funds generated from operations, drawings on credit facilities and proceeds from equiry issues.

Operationally during the fourth quarter the Company has brought on new production from five gas
wells and one oil well. Production averaged 1,050 BOE per day comprised of 5,542 Mcf per day of
natural gas and 127 bbls per day of oil and natural gas liquids in the fourth quarter.

Fairquest recorded gains in toral revenue of $1.4 million, funds generated from operations of $0.9
million and net income of $44,000 in the fourth quarter of 2005 as compared to the immediately

preceding third quarter.
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In October 2005, the Company completed an equity financing including one million common shares
issued at $10.00 per share and one million flow-through shares issued at $13.00 per share for gross
proceeds of $23 million. As a result of the flow-through component of the October 2005 financing, the
Company has a commitment to spend $13 million on qualifying Canadian exploration expenditures
prior to December 31, 2006; all of which have been renounced to subscribers effective December 31,
2005. All of the qualifying expenditures were incurred prior to December 31, 2005 and no commitment
exists in 2006.

2005 FINANCIAL RESULIS

Production and Prices

(8 thousands, except per unit amounts) 20058
Production '
Natural gas (Mcf per day) _ 5,542
Oil and NGLs (664 per day) 127
Total (BOE per day) 4 1,050
Prices
Natural gas (§ per Mcf) 10.36
Oil and NGLs ($ per 661) 65.84
Total (§ per BOE) 62.61
Production

Fairquest’s average 2005 production was 1,050 BOE per day. A focused drilling program strengthened
the Company’s position as a natural gas producer with natural gas representing 88% of the Company’s
2005 production.

Natural gas production averaged 5,542 Mcf per day in 2005. Successful exploration and development
drilling on the Company’s Columbia/Harlech and Westerose areas has resulted in increasing natural gas
production in 2006. Natural gas production in 2006 is expected to increase further with a full year of
production from all areas added in 2005 as well as new 2006 drilling programs primarily at
Columbia/Harlech and Wild River.

Crude oil and NGL production for 2005 averaged 127 bbls per day. The production is primarily
attributable to production in the West Pembina and Columbia/Harlech areas. To date in 2006, 170 bbls
per day have been added to oil and NGLs mostly due to drilling in the Columbia/Harlech area. With
the Company’s increased emphasis on natural gas, crude oil production is expected to remain flat but
concurrent with natural gas, the Company expects to further increase NGL production in 2006 with full

year production from properties added in 2005 and new 2006 drilling prospects.
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oL
Petroleum and Natural Gas Revenue
($ thousands) 2005
Revenue \
Natural gas 12,289
Qil and NGLs ‘ 1,779
Other income 408
Total : 14,476
Revenue per BOE 64.42

Fairquest recorded total revenue of $14.5 million in the seven months ended December 31, 2005.

Royalties
($thousand) ‘ ) 2005
Royalties '
Crown 3,038
Frechold and overriding 303
Total 3,341
Royalty Rates :'
Crown 21.6%
Freehold and overriding 2.2%
Total 23.8%
Royalties per BOE 14.87

The Company recorded $3.3 million in royalties in 2005, representing a royalty rate of 23.8%. The rate
is higher than in the third quarter due to compensatory royalties paid on offset land which will be

connected to production early in 2006.

Based on the Company’s current production profile, the combined effective royalty rate for 2005 is

expected to range between 23% and 25%.
Transportation Costs

The majority of Fairquest’s transportation costs are transportétion and fuel costs associated with the usage
of the TransCanada natural gas pipeline. Fairquest has a conttact directly with its marketing company for
transportation costs. Consistent with the fourth quarter cost of $1.74 per BOE, the Company expects
transportation costs to be between $1.20 and $1.80 per BOE for 2006.
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Operating Expenses

Fairquest recorded operating costs of $1.8 million or $7.82 per BOE for the seven months ended
December 31, 2005. All of Fairquest’s properties are currently operated by Fairborne. The Company
expects BOE operating cost of approximately $8.00 for 2006.

Operating Netbacks
CRUDE OIL NGL NATURAL GAS 80E
($/BOE) (3/bbl) ($/6b) ($/mef) ($/boe)
Revenue 75.16 62.33 10.36 62.61
Royalties ' (2.16) (18.27) (2.50) (14.87)
Transportation 0.02) - (0.29) (1.53)
Operating costs ' (7.82) (7.82) (1.30) (7.82)
Operating netback 65.16 36.24 6.27 38.39

Strong commodity prices resulted in an operating netback of $38.39 per BOE in 2005.
General and Administrative Expenses |

Fairquest recorded $1.8 million ($8.21 per BOE) for general and administrative expenses during the year
ended December 31, 2005. General and administrative expenses included $0.9 million payable to
Fairborne under the Technical Services Agreement and $0.5 million of non-cash compensation expense
for the stock options and performance shares issued by Fairquest during the seven months ended
December 31, 2005. The absolute amount of general and administrative costs are expected to increase
but on a per unit basis these costs are anticipated to decrease in the future as additional production is

placed on-stream.
Depletion, Depreciation and Accretion

Depletion depreciation and accretion exb’ense for the seven months ended December 31, 2005 was $4.9
million or $21.87 per BOE. Fairquest’s depletion rate reflects the carrying value of properties transferred

from Fairborne pursuant to the Plan of Arrangement as well as additions during the seven months.

At December 31, 2005 the Company estimates its total undiscounted future liability for asset retirement
obligations to be approximately $2.6 million, the present value of which is $0.9 million. Accretion of

asset retirement obligations in the seven months of 2005 was $40,000 ($0.18 per BOE).
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Taxes

Fairquest recorded a future tax expense of $1.1 million in the seven months ended December 31, 2005,
for an effective tax rate equal to 48%. This effective rate is higher than the expected rate of 38% primarily
as a result of non-deductible crown charges exceeding the federal resource allowance and non deductible
stock based compensation expenses. Fairquest recorded a tax asset on the transfer of properties from
Fairborne under the Plan of Arrangement. The tax asset resulted from future tax deductions based on fair
market values which were in excess of the carrying values used to record the acquisition in Fairquest’s
accounting records. Based on éxpected capital expenditures and net income, the Company does not

anticipate paying cash income taxes other than capital taxes in 2006.

Funds Generated from Operations and Net Income

(8 thousands, except per share amounts) ‘ 2005
Funds generated from operations 7.597
Per share - basic $ 0.29
Per share - diluted $ 0.25

Net income 1,097
Per share - basic 0.04
Per share - diluted 0.04

©r

Strong commodity prices and increasing production levels resulted in funds generated from operations
of $7.6 million ($0.29 per share) in 2005.

Unit Analysis

Year ended December 31, (8 thousands, except per unit amounts) 2805 $/BOE

Production revenue 14,068 62.61
Royalties , 3,341 14.87
Transportation 345 1.53
Operating expenses 1,758 7.82
General & administrative * j 1,360 6.05
Interest (408) (1.82)
Capital taxes 75 0.33

Funds generated from operations 7.597 33.83
Compensation expense 485 2.16
Depletion, depreciation and accretion ‘ 4,914 21.87
Future income taxes : 1,101 4.90

Net Income ‘ 1,097 4,90

*  net of compensation expense (non-cash)
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LIGUIDITY AND CAPITAL RESOURCES
Capital Expenditures

Fairquest’s exploration and development i;)rogram for 2005 totaled $59.0 million and focused primarily

on drilling activities.

(8 thousands) 2005
Exploration and development
Land and lease acquisitions : 3,971
Geological and geophysical . 2,436
Drilling, completions and workovers - 48,329
Well equipment and facilities ‘ 4,289
59,025
Property acquisitions 40,955
Total : 99,980

Fairquest undertook an active drilling pro.gram during the seven months drilling 32 (12.8 net) wells with
a 100% success rate resulting in 24 (10.3 net) natural gas wells and 8 (2.5 ner) oil wells. Fairquest’s most
active area of operations have been at Columbia/Harlech and the Deep Basin, both located in West
Central Alberta, which represented 85 percent of the capital program. Both of these areas will continue

to warrant capital through the next year of operations.

The Company’s capital program for 2006 has been budgeted at $80 million and includes the drilling of
58 (23.0 net) wells. This capital program will be financed through a combination of funds generated

from operations, proceeds from the recent equity issue and available bank indebtedness.

Fairquest is an exploration company in its first year of operations and reserve additions do not take into
account $26 million of exploration orientated capital expenditures that were either too remote to be
connected to production in areas that are the in preliminary stage of exploration or riot tested at

December 31, 2005.
Working Capital Deficit

Fairborne has a working capital deficit of $4.6 million at December 31, 2005. The increase from the
third quarter is consistent with the substantial increase in spending on exploration and development

projects in the fourth quarter.
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Bank Indebtedness

At December 31, 2005 the Company has available $16 million of demand operating credit facilities from
a syndicate of Canadian chartered banks subject to the bank’s valuation of the Company’s petroleum and
natural gas properties. The facilities are secured by a first ranking floating charge on all real property of
the Company and a general security agreement. These facilities are scheduled for review by the lenders
early in 2006. The Company anticipates the lending limit will increase with the increased reserves and

production levels.
Share Capital

The Company is authorized to issue an unlimited number of common shares, an unlimited number of

first preferred shares, issuable in series, and 1,000,000 performance shares.

On June 1, 2005, prior to completion of the Plan of Arrangement, Fairquest completed an initial private
placement of 4,740,000 units at a price of $2.11 per unit and 1,000,000 performance shares at a price
of $0.01 per share for total gross proceeds of $10 million. Each unit included one common share and
one warrant to acquire a common share at a price of $3.17 per share. All of the common shares, warrants
and performance shares issued under the initial private placement are subject to 3 year vesting periods
and/or contractual hold periods and contain provisions which require holders to remain as Fairquest

service providers,

On June 1, 2005, pursuant to the Plan of Arrangement, 17,308,830 common shares were issued to the
former shareholders of Fairborne Energy Led. On June 28, 2005, pursuant to a private placement, the
Company issued 4,000,000 common shares at a price of $6.65 per share for gross proceeds of $26.6

million.

On October 12, 2005, pursuant to a private placement, Fairborne issued 1,000,000 common shares at
a price of $10.00 per share and 1,000,000 flow-through common shares at a price of $13.00 per flow-
through common share, resulting in gross proceeds of $23 million. Proceeds of the private placement are
planned for exploration and development expenses on Fairquest's oil and natural gas properties. Flow-
through expenditures on Canadian exploration expenses were renounced to subscribers effective on or
before December 31, 2005.
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The following table provides a summary of outstanding common shares and other equity instruments as

at the dates indicated:

_ MARCH 8, DECEMBER 31,
(thousands) 2006 2005

Common shares 28,016 28,041
Warrants 4,708 4,733
Performance shares ‘ 982 997
Stock options 1,216 1,209
Weighted average common shares
Basic n/a 26,170
Diluted: n/a 29,899

CONTRACTUAL OBLIGATIONS & COMMITHENTS

Pursuant to the Technical Services Agreement entered into between Fairquest and Fairborne in
conjunction with the Plan of Arrangement, Fairquest is required to reimburse Fairborne for costs
incurred by Fairborne to manage Fairquest’s activities on a cost recovery basis. For the period ended June
1 to December 31, 2005 the technical setvices fee was $906,000. The Technical Services Agreement has
no set termination date and will continue until terminared by either party with six months written notice

to the other party or on some other date as may be mutually agreed.

Fairquest has also committed to drill 25 wells on Fairborne lands over the two year term of the farm-in

agreements with Fairborne, To date, 14 of the wells have been drilled.

Fairquest has.a commitment to spend $13.0 million on qualifying Canadian exploration expenditures
prior to December 31, 2006 pursuant to flow-through share issues in October 2005. This commitment

was fully spent as at December 31, 2005.
DISCLOSURE CONTAOLS ARD PROCEDURES.

Disclosure controls and procedures have been designed to ensure that information required to be
disclosed by the Company is accumulated and communicated to the Company's management as
appropriate to allow timely decisions regarding required disclosure. The Company's Chief Executive
Officer and Chief Financial Officer have éoncludcd, based on their evaluation as of the end of the period
covered by the annual filings, that the Company's disclosure controls and procedures as of the end of

such period are effective to provide reasonable assurance that material information related to the
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Company is made known to them by others within those entities. 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 mer.
OFF-BALANCE-SHEET ARRANGEREHTS
Fairquest has no off-balance-sheet arrangements.

BUSINESS ENVIRONMERT ARD RISK |

The business risks the Company is exposed to are those inherent in the oil and gas industry as well as
those governed by the individual nature of Fairquest’s operations. Geological and engineering risks, the
uncertainty of discovering commercial quantities of new reserves, commodity prices, interest rate and
foreign exchange risks, competition and government regulations — all of these govern the businesses and

influence the contrals and management at the Company. Fairquest manages these risks by:

interest in the success of the Company;
operating properties in order to maximize opportunities;

i employing risk management instruments to minimize exposure to volatility of commodity prices,
interest rate and foreign exchange rates; ‘
L} maintaining a strong financial position; and

maintaining strict environmental, safety and health practices.
CRITICAL ACCOUNTIRG ESTIMATES
Depletion and depreciation expense

The Company uses the full cost method of accounting for exploration and development activities
whereby all costs associated with. these activities are capitalized, whether successful or not. The aggregate
of capitalized costs, including furure development costs, net of certain costs related to unproved
properties is subject to amortization as depletion and depreciation expense. Depletion and depreciation

expense is calculated on a unit-of-production method based 'on estimated proved reserves.
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The costs of acquiring and evaluating unproved properties are initially excluded from depletion
calculations. These properties are assessed periodically to ascertain whether impairment has occurred.
When proved reserves are assigned or the-property is considered to be impaired, the cost of the property

or the amount of impairment is added to the costs subject to depletion.

Full cost accounting ceiling test '

The carrying value of petroleum and natural gas properties and equipment is reviewed at least annually
for impairment. Any impairment would be included as additional depletion and depreciation in the
period in which it occurred. The carrying value is based on estimates of proved reserves, production rates,
commodity prices, future capital costs, ‘royalty rates and other assumptions. By their nature, these
estimates are subject to measurement uncertainty and the effect on the financial statements of changes

in such estimates in future periods could be significant.
Asset Retirement Obligation (“ARO”)

The Company estimates the fair value of ARO in the period in which it is incurred and records an ARO
liability with a corresponding increase in the carrying amount of the related asset. The capitalized amount
is depleted on the unit-of-production method based on estimated proved reserves. The liability amount
is increased each reporting period due to the passage of time based on an estimated risk-free interest rate,

and the amount of accretion is expensed to income in the period.
Income Taxes

The Company follows the liability method of accounting for income taxes. The determination of the
Company’s income and other tax liabilities requires interpretation of laws and regulations, which are
revised periodically. All tax filings are subject to audit and could be reassessed after a considerable period
of time. Future tax assets and liabilities are booked at substantively enacted future income tax rates which
include changes over 2 period of time. The rate used by the Company is based on estimated future net
revenues, estimated future depletion rates and other assumptions. Accordingly, the actual income tax
liability may differ significantly from the amounts estimated and can impact the current and future

income tax expense recorded in future periods.
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g BALANCE SHEST
=z .
oy December 31, 2005
Wt
E (Sthousands)
e}
o Assets .
E Current assets
o Cash and cash equivalents $ 16
Short term investments 26,341
Accounts receivable : 8,953
‘ : 35,310
Capital assets: (Note 3) I 95,951
Future income taxes (Note 6) v 1,760
$ 133,021

. Liabilities

Current liabilities

Accounts payable and accrued liabilities $ 39,956
Asset retirement obligation (Noze 5) 885
Shareholders’ equity
Capiral stock and watrants (Nose 7) 90,598
Contributed surplus (Noze 7) 485
Retained earnings ' 1,097

92,180
$ 133,021

See accompanying notes to the financial statements

Approved on behalf of the Board:

% 7

DAVID M. FITZPATRICK ‘ GARY F. AITKEN

Director Director
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STATEMENT OF OPERATIONS AND RETAINED EARNIHGS »E
For the period from commencement of operations on June I to December 31, 2005 g
(Sthousands) E
Revenue v
Petroleum and nartural gas $ 14,068 :
Royalties : (3,341) =
Transportation (345) 'z
Interest ; 408 -
' 10,790
Expenses
Operating ! 1,758
General and administrative ) 1,845
Depletion, depreciation and accretion 4,914
8,517
Income before taxes ‘ 2,273
Taxes (Note 6)
Future ‘ 1,101
Capital 75
1,176
Net income ‘ 1,097
Retained earnings, beginning of period -
Retained earnings, end of period , $ 1,097
Net income per share (Note 7) i
Basic : $ 0.04

Diluted ‘ $ 0.04

See accompanying notes to the financial statements.
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Operating activities
Net income $ 1,097

[tems not involving cash

e STATEMENTY oF CASH FLOYS

=

¥ For the period from commencement of operations on June 1 to December 31, 2005
:; ($thousands)

j Cash provided by (used in):

5

=

<t

=

FI

Depletion, depreciation and accretion 4,914
Stock based compensation expense 485
Future income taxes 1,101
7,597

Change in non-cash working capital - 3,889

. 11,486

Financing activities

Issuance of common shares, warrants and performance shares, net of costs 56,782

Investing activities

Capital expenditures L (59,025)
Acquisition (Note 2) ' (10,000)
Short term investments (26,341)
Change in non-cash working capital 27,114
(68,252)
Change in cash and cash equivalents 16

Cash and cash equivalents, beginning of period -
Cash and cash equivalents, end of period $ 16

See accompanying notes to the financial statements
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ROTES TO THE FINANCIAL STATEMENTS
For the period from commencement of operations on June 1 to December 31, 2005

(sabular amounts are stated in thousands of dollars except per share amounts)
HATURE OF OPERATIOHNS

Fairquest Energy Limited (the “Company” or “Fairquest”) was incorporated on March 7, 2005 and
commenced commercial operations on June 1, 2005 under a Plan of Arrangement involving Fairborne
Energy Ltd., Fairborne Energy Trust (“Fairborne”), Fairquest and security holders of Fairborne Energy
Led. (“Plan of Arrangement”). Pursuant to the Plan of Arrangement, Fairquest acquired certain
petroleum and natural gas properties of Fairborne. The assets and liabilities transferred to Fairquest were
accounted for on a continuity of interest basis and recorded at their carrying value.

RELATIOHSHIP WITH FAIRBORKEE EMERGY TRUST

As a result of the Plan of Arrangement, Fairquest and Fairborne have joint interests in certain properties *

and undeveloped land. In addition, the entities have entered into farm-in agreements whereby Fairquest
received an option to farm-in on 83,000 net acres of Fairborne exploratory lands. Fairquest has also
committed to drill 25 wells on Fairborne lands over the two year term of the farm-in agreement with
Fairborne.

In conjunction with the Plan of Arrangement, Fairborne and Fairquest entered into a Technical Services
Agreement which provides for the shared services required tormanage Fairquest’s activities and govern the
allocation of general and administrative expenses between the entities. Under the Technical Services
Agreement, Fairquest is charged a technical services fee by Fairborne, on a cost recovery basis, in respect
of the management, development, exploitation, operations and marketing activities on the basis of
relative production and capital expenditures. In addition, under the Technical Services Agreement,
Fairborne markets Fairquest’s natural gas, crude oil and natural gas liquids. For the period June 1 to
December 31, 2005 the technical services fee was $906,000. The Technical Services Agreement has no
set termination date and will continue until terminated by either party with six months written notice
to the other party or on some other date as may be mutually agreed. As contemplated in the Plan of
Arrangement, the Company has issued options and performance shares to the employees of Fairborne as

service providers to Fairquest.

As at December 31, 2005, accounts payable included $12.4 million due to Fairborne, which includes
joint venture amounts including capital expenditures.

4. SIGHIFICANT ACCOUNTING POLICIES
a) Basis of presentation

The financial statements of the Company have been prepared by management in accordance with
Canadian generally accepted accounting principles.
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b) Petroleum and natural gas operations

o

The Company follows the full cost method of accounting for petroleum and natural gas properties
and facilities whereby all costs associated with the exploration for and development of petroleum
and natural gas reserves are capitalized. Such costs include land acquisition costs, geological and
geophysical costs, lease rental costs on non-producing properties, costs of both productive and
unproductive drilling and production equipment. Gains or losses are not recognized upon
disposition of petroleum and natural gas properties unless crediting the proceeds against
accumulated costs would result in a change in the depletion rate of 20% or more.

The accumulated costs, less the costs of unproved properties, are depleted and depreciated using the
unit-of-production method based on total proved reserves before royalties as determined by
independent evaluators. Natural gas reserves and production are converted into equivalent barrels of
oil based upon the estimated relative energy content.

The costs of acquiring and evaluating unproved properties, are initially excluded from depletion
calculations. These properties are assessed periodically to ascertain whether impairment has
occurred. When proved reserves are assigned or the property is considered to be impaired, the cost
of the property or the amount of impairment is added to the costs subject to depletion.

The Company places a limit on the carrying value of petroleum and natural gas properties and
equipment, which may be depleted against revenues of future periods (the “ceiling test”). The
carrying value is assessed to be recoverable when the sum of the undiscounted cash flows expected
from the production of proved reserves, the lower of cost and market of unproved properties and
the cost of major development projécts exceeds the carrying value. When the carrying value is not
assessed to be recoverable, an impairment loss is recognized to the extent that the carrying value of
assets exceeds the sum of the discounted cash flows expected from the production of proved and
probable reserves, the lower of cost and market of unproved properties and the cost of major
development projects. The cash flows are estimated using expected future product prices and costs
and are discounted using a risk-free interest rate.

Asset retirement obligations (“ARO”)

The Company recognizes the fair value of ARO in the period in which it is incurred when a
reasonable estimate of the fair value can be made. The fair value of the estimated ARO is recorded
as a liability, with a corresponding increase in the carrying amount of the related asset. The
capitalized amount is depleted on the unit-of-production method based on proved reserves. The
liability amount is increased each reporting period due to the passage of time and the amount of
accretion is expensed to income in the period. Actual costs incurred upon the settlement of the ARO

are charged against the ARO.




d)

e

h)

Fairquest Energy Limited

Interest in joint ventures

All of the Company’s oil and gas exploration and development activities are conducted jointly with
others and, accordingly, the financial statements reflect only the Company’s proportionate interest
in such activities. ‘

Stock-based compensation

The Company has a stock based compensation plan, which is described in Note 7. Compensation
expense associated with the stock based compensation plan is recognized in income over the vesting
period of the plan with a corresponding increase in contributed surplus. Compensation expense is
based on the fair value of the stock based compensation at the date of the grant using a Black-Scholes
option pricing model.

Any consideration received upon exercise of the stock based compensation together with the
amount of non-cash compensation expense recognized in contributed surplus is recorded as an
increase in capital stock.

Income taxes

The Company uses the liability method of accounting for future income taxes. Under the liability
method, future income tax assets and liabilities are determined based on “temporary differences”
(differences between the accounting basis and the tax basis of the assets and liabilities), and are
measured using the currently enacted, or substantively enacted tax rates and laws expected to apply
when these differences reverse. A valuation allowance is recorded against any future income tax assets
if it is more likely than not that the asset will not be realized.

Flow-through shares

The resource expenditure: deductions for income tax purposes related to exploratory and
development activities funded by flow-through share arrangements are renounced to investors in
accordance with tax legislation. A future tax liability is recognized upon the renunciation of tax pools
and share capital is reduced by a corresponding amount.

Cash and cash equivalents

The Company considers cash and short term deposits with original maturities of three months or
less as cash and cash equivalents.

Measurement uncertainty

The preparation of financial statements in conformity with Canadian generally accepted accounting
principles requires management to make certain estimates and assumptions that affect the reported

amounts of assets and liabilities at the date of the financial statements and revenue and expenses for
the period then ended. Actual results could differ from those estimates.
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The amounts recorded for depletion and depreciation and the provision for asset retirement
obligations are based on estimates. The ceiling test calculation is based on estimates of proved and
probable reserves, production rates, petroleum and natural gas prices, future costs and relevant

STAYEMENTS

assumptions. By their nature, these estimates are subject to measurement uncertainty and may

impact the consolidated financial statements of future periods.

i) Per share information

NANCTIAL
-

Basic per share amounts are calculated using the weighted average number of shares outstanding

during the year. Diluted per share amounts are calculated based on the treasury-stock method,

THE F

which assumes that any proceeds obtained on the exercise of in the money options and warrants
would be used to purchase common shares at the average market price during the period. The
weighted average number of shares outstanding is then adjusted by the net change.

NOQTES T2

i) Revenue recognition

Revenue from the sale of oil and natural gas is recognized when the product is delivered. Revenue
. from processing and other miscellaneous sources is recognized upon completion of the relevant

service,

k) Short term investments
Short term investments are carried at the lower of cost and market value.

£. TEAHSFER OF ASSETS AND COMMENCEMENY OF COMMERCIAL OPERATIONS

Under the Plan of Arrangement, Fairborne transferred to Fairquest certain producing petroleum and
natural gas properties and undeveloped lands. The assets and liabilities transferred to Fairquest were

accounted for on a continuity of interest:basis and recorded at their carrying value as follows:

($thousands)
Net assets received:
Petroleum and natural gas properties and equipment § 41,72
Furture income taxes ‘ 1,890
Cash paid (10,000)
Asset retirement obligations ! (757)
_ Defici 3,766
Common shares issued (17,308,830 shares) 36,611
Reduction of stated capital : (3,766)
Common shares k $ 32,845

Pursuant to the Plan of Arrangement, the deficit was eliminated by an equal reduction to the stated share

capital of common shares.
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3. CAPITAL ASSETS

($thousands) DECEMBER 21, 2005

Petroleum and natural gas properties and equipment A $ 100,825

Accumulated depletion and depreciation (4,874)
$ 95,951

Hi GL S3LON

Fairquest performed a ceiling test calculation at December 31, 2005 to assess the recoverable value of
petroleum and natural gas properties and equipment. The oil and gas future prices for the December 31,
2005 ceiling test are based on the January 1, 2006 commedity price forecast of our independent reserve
evaluators. These prices have been adjusted for commodity price differentials specific to Fairquest. The
following table summarizes the benchmark prices used in the ceiling test calculation. Based on these

assumptions, the undiscounted value of future net revenues from Fairquest’s proved reserves exceeded the

SINIWILYLIS NYIDNYNTS

carrying value of petroleum and natural gas properties and equipment at December 31, 2005.

EDHONTON
FOREICN LIGHT
Year v Wil QI EXCHANGE CRUDE QIL
(SUS/H6) ~ Rase ($Cdnlbbl)  ($Cdnimmbru)

2006 57.00 0.85 66.25 10.60
2007 55.00 0.85 64.00 9.25
2008 ‘ 5100 085 59.25 8.00
2009 48.00 0.85 55.75 7.50
2010 4650 = 0.85 54.00 7.20
2011 45.00 0.85 52.25 6.90
2012 4500 - 0.85 52.25 6.90
2013 4600 085 53.25 7.05
2014 46.75 0.85 54.25 7.20

Escalate thereafter 2.0% per year

As at December 31, 2005, costs of acquiring unproved properties in the amount of $12.6 million were
excluded from the depletion calculation. In addition, costs of $8.9 million were excluded related to wells
that were not yet completed or evaluated at December 31, 2:005. Included in Fairquest’s petroleum and
natural gas properties and equipment balance is $0.8 million relating to asset retirement obligations, net
of accumulated depletion.

4. BANK THDEBTEDHESS

At December 31, 2005 the Company has available $16 million of demand operating credit facilities from
a syndicate of Canadian chartered banks based on the bank's valuation of the Company’s petroleum and
natural gas properties. The facilities bear interest at the bank’s prime rate, banker’s acceptance rates, or
Libor rates plus margins ranging from 0.0% to 1.4% depending on financial statement ratios and the
nature of the advance. The facilities are secured by a first ranking floating charge on all real properry of
the Company and a general security agreement. "
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5. AYSET REVIREMENT OBLIGATIONS

; .

E’ The Company’s asset retirement obligations result from net ownership interests in petroleum and natural

E gas assets including well site, gathering systems and processing facilities. The Company estimated the

@ rotal undiscounted amount required to settle its asser retirement obligations to be approximately $2.6

E million which is scheduled to be incurred between 2018 and 2020. The majority of the costs are

E scheduled to be incurred in 2018. A credit-adjusted risk-free interest rate of 8.5 percent and an inflation

= rate of 1.5 percent was used to calculate the fair value of the asser retirement obligations.

o A reconciliatipn of the asset retirement obligations is provided below:

;> PERICD OF COMMENCEMENT

- 0F GPERATIONS ON JUNE

o @L_‘/_yousqna's) ) ] TO DECEMBER 31, 2005

% Transfer of assets through Plan of Arrangement (Note 2) $ 757
Liabilities incurred 88
Accretion expense 40

BALANCE, DECEMBER 31, 2005 $ 885

8. PUTHRE THLOME TAXES .

The provision for income taxes in the financial statements differs from the result, which would have been
obtained in applying the combined federal and provincial tax rate to the Company’s earnings before
income taxes. The difference results from the following items:

P COMMENCEMENT
CRATIONS ON JUNE 1
TO DECEMBER 31, 2005

FERIOD O

($thousands)
Earnings before taxes $ 2,273
Combined federal and provincial tax rate 37.6%
Computed “expected” income tax expense 855
Increase (decrease) in income taxes resulting from:
Non-deductible crown charges 711
Non-deductible stock based compensétion 182
Resource allowance (608)
Other (39)
Future income taxes ' 1,101
Capiral raxes. 75

Total taxes

$ 1,176
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The components of the future income tax asset at December 31, 2005 is as follows:

=z

[

—d

m

($thousands) v
Petroleum and natural gas properties and equipment $ 491 >
Asset retirement obligations 298 "
Share issue costs 971 ;:
Future income tax asset $ 1,760 =
z

~

7. CAPITAL STOCK =
>

a) Authorized v
© () UnUimited number of common shares: ;
(1) Unlimited number of first preferred shares, issuable in series; and =
(i11) 1,000,000 Performance Shares. o

b) Issued and outstanding
PERIQD OF COMMENCEMENT
OF OPERATIONS CH {

COMMON SHARES | 10 DECEMBER 31,

Number

of Shares Amount
Issued on incorporation 1 $ -
Issued pursuant to private placement , 4,740,000 8,928
Issued pursuant to Plan of Arrangement (Note 2) ‘ 17,308,830 32,845
Issued for cash on private placement 5,000,000 36,600
Issued for cash on flow-through basis l 1,000,000 13,000
Share issue costs - (2,813)
Cancelled ‘ : (7,500 (14)
Future tax benefit of issue costs - 971
BALANCE, DECEMBER 31, 2005 - 28,041,331 $ 89,517
WARRANTS
Issued pursuant to private placement 4,740,000 $ 1,073
Cancelled (7,500) (2)
BALANCE, DECEMBER 31, 2005 4,732,500 $ 1,071
PERFORMANCE SHARES
Issued pursuant to private placement 1,000,000 $ 10
Cancelled | (3,500) ©
BALANCE, DECEMBER 31, 2005 996,500 $ 10

Common shares issued during 2005 included 14,600 flow-through shares issued to directors and officers

of the Company.
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On June 1, 2005, prior to completion ‘of the Plan of Arrangement, Fairquest complered a private
placement to officers, directors, employees and special consultants (“Fairquest service providers”) of
4,740,000 units at a price of $2.11 per unit and 1,000,000 performance shares at a price of $0.01 per

TATEMENT

share for total gross proceeds of $10 million. Each unit is comprised of one common share and one
warrant to acquire a common share at a price of $3.17 per share. The common shares are subject 1o a
contractual hold period and will be released as to one-third of the aggregate number held on each of June
1, 2006, 2007 and 2008. Any holder that ceases to be a Fairquest service provider will not be entitled to
any further releases and the remaining unreleased shares held by the former service holder will be

THE FINANCIAL §

repurchased at their original cost.

The warrants are exercisable as to one-third on each of June 1, 2006, 2007 and 2008 and expire June 1,
2010. The weighted average fair value of warrants was determined using the Black-Scholes valuation

NOTES 1O

model with the following weighted average assumptions: risk free rate of 4 percent, expected volatility of
30 percent and an expected life of 3 years. In the event that a subscriber voluntarily ceases to be a
. Fairquest service provider or is terminated with cause, such person shall lose all unvested warrants.

The performance shares were issued for cash and recorded at $0.01 per share. The performance shares
are convertible into the percentage of a common share equal to the weighted average trading price of the
common shares for the five trading days prior to such conversion (the “Fairquest Price”), less $2.11, if
positive, divided by the Fairquest Price. The performance shares become convertible into common shares
as to one third on each of June 1, 2006, 2007 and 2008 and will be automatically converted if not
previously converted on June 1, 2010. If the holder ceases to be a Fairquest service provider before the
performance shares become convertible, Fairquest may, subject to applicable law, redeem each
performance share at a redemption price of $0.01 per share. If the Fairquest Price less $2.11 is not
positive on the conversion date, Fairquest will, subject to applicable law, redeem each performance share
at a redemption price of $0.01 per share. The weighted average fair value of the performance shares was
determined using the Black-Scholes valuation model with the resulting value recorded as compensation
cost over the vesting term of the shares (Note 7(e)).

On June 1, 2005, pursuant to the Plan of Arrangement, 17,308,830 common shares were issued to the
former shareholders of Fairborne Energy Led.

On June 28, 2005, pursuant to a private placement, the Company issued 4,000,000 common shares at
a price of $6.65 per share for gross proceeds of $26.6 million.

On October 12, 2005, pursuant to a private placement, Fairborne issued 1,000,000 common shares at
a price of $10.00 per share and 1,000,000 flow-through common shares at a price of $13.00 per flow-
through common share, resulting in gross proceeds of $23 million. Proceeds of the private placement are
planned for exploration and development expenses on Fairquest's oil and natural gas properties. Flow-
through expenditures on Canadian exploration expenses will be granted to subscribers effective on or

. before December 31, 2005. As at December 31, 2005 all of the flow through commitments had been
fully spent. ‘
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¢) Per Share Amounts g
The following table summarizes the weighted average common shares used in calculating net income per >
share: s
PERIOD OF COMMINCEMENT o

' OF OPERATIONS Ok JUNE 1, rr

(thousands) ‘ TO DECEMBER 31, 2005 -
Basic 26,170 g
Warrants ‘ ‘ 2,977 -
Performance shares ‘ . 752 -
Diluted ? 29,899 2
The reconciling item between the basic and diluted average common shares are warrants and oA
performance shares. The stock options are not dilutive to per share amounts as they are considered to be Z
o

out of the money as a result of unamortized stock based compensation.
d) Stock options

There are 1,209,400 stock options outstanding at December 31, 2005 with an average exercise price of
$7.32 per share. Options vest evenly over a three year period and expire five years from the date of grant.
The outstanding options expire between June 13 and December 12, 2010.

The following table sets forth a reconciliation of the stock option plan activity for the seven months
ended December 31, 2005:

NUMBER OF OPTIONS

2085 (rhrusands) 3
Ourstanding, beginning of year - : -
Granted 1,210 $ 7.32
Cancelled | Q) $ 7.18
Outstanding, end of year 1,209 $ 7.32

The following table summarizes stock options outstanding under the plan at December 31, 2005:

OPTIONS OQUTSTANDING REMAINING OPTINNS
EXERCISE PRICE : trhowiands)  TERM (YEARS) EXERCISEARLE
$7.04-87.72 1,102 4.46 -
$825-$8.58 93 4.68 -
$9.23 - $10.40 ‘ 14 4.86 -

1,209 448 -
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e) Contributed surplus

; ‘ PERIQ
o

D OF COMMENCEMENT
' af OPE

. RATIONS ON JUNE 1
($tbqu;qnds) T BECEMBER 31, 2005

Balance, beginning of period : _

Stock based compensation expense

THE FINANCIAL STAYEMENTS

Stock options : 392
) Performance shares ) 93
BALANCE, DECEMBER 31, 2005 ‘ 485

The weighted average fair value of stock options granted during the period from June 1 to December 31,

2003 was $1.99 per option and the weighted average fair value of performance shares granted during the

NOTES TO

same period was $0.48 per share using.the Black-Scholes option pricing model with the following

weighted average assumptions: risk free rate of 4 percent, expected volatility of 30 percent and an
. expected life of 3 years. l

§. FIMAMCIRL IHSTRUMENTS

a) Credit risk

A significant portion of the Company’s accounts receivable is from an oil and gas marketing agent and

is subject to normal industry credit risks..
b) Fair value of financial instruments

The carrying value of the Company’s financial instruments approximate their fair value due to their short

maturity.
9. LOMMITHENTS

Fairquest has committed to drill 25 wells on Fairborne lands over the two year term of the farm-in

agreement entered into on June 1, 2005. As at December 31, 2005, 10 wells have been drilled.
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