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PRESIDENT'S MESSAGE

Dear Shareholders, : .

The mineral commodities super-cycle continued through 2006 and, after a:corrective phase through
the summer and fall, appeared poised to continue into 2007. Metal and mirieral prices remain strong
across the board as demand continues to grow unabated, driven mainly by the industrialization of
Asia, while supplies remain constrained as the mineral industry struggles to catch up after years of
inadequate investment in exploration and new mine development. The demand for rare metals is
increasing not only because of these factors but also because of important new market applications in
the fields of alternative energy, electronics, communications and transportation technology with the
hybrid car being the most familiar example. All this is good news for the shareholders of Avalon
Ventures Ltd. |

During the first half of 2006 investor interest in resource stocks extended to the small cap sector and
many junior companies such as Avalon saw their share prices rise to all-time highs. In Avalon’s case the
share price reached a high of $1.69, its highest level since 1998, the year following the discovery of the
Separation Rapids lithium-tantalum deposit. At the date of this report, the.stock was trading around
$1.00, a 100% increase over its price range from 12 months ago.

Increased interest in the resource sector in 2006 created new financing opportunities that allowed
Avalon to raise over $3.0 million during the year to fund new work programs and replenish its work-
ing capital to the healthiest levéls ever achieved during my twelve year tenure as CEO of the Company.
At the date of this report, the Company was contemplating taking advantage of readily-available flow-
through financing to secure new exploration funding for 2006 and maintain its working capital
position for investor relations, administration and advanced exploration.

In 2006, Avalon made substantial progress towards its goal of achieving production from its rare
minerals projects at Separation Rapids and Warren Township. A 300 tonne bulk sample was extracted
from the Separation Rapids property and further sampling is anticipated in 2007. As the presently
contemnplated lithium minerals product from Separation Rapids is a direct shipping ore, it is conceivable
that this operation could be generating revenues in 2007. A 1000 tonne bulk sampling program is
being planned for the Warren Township anorthosite project in 2007 to provide a large volume calcium
feldspar product sample for furnace trials by a major international glass manufacturer and, if success-
ful, this work could lead to a production decision in 2007. i

However, Avalon’s top priority project is the Thor Lake rare metals project in the Northwest Territories.
This project appears to be a world class resource of the rare earth elements and also contains substantial
resources of other valuable rare metals including beryllium, tantalum and gallium. At the date of this
report the Company was awaiting receipt of the scoping study on this project which will provide
NI 43-101 compliant resource estimates on rare metal mineralization in both the Lake Zone and
North T deposits. The study will also provide a preliminary economic model of the project to give
investors an idea of its potential value. With this study in hand, we believe the project will begin to
attract the attention it deserves as a unique rare earths investment opportinity. Plans for 2007 include
a major drilling program on the Lake Zone deposit to upgrade the rare earth resource estimates, define

higher grade sub-zones and generate the data required to complete a production feasibility study.
¢
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Another major priority in 2007 will be increased mvestor relations efforts designed to attract more
institutional investors to Avalon, broaden investor interest generally and increase daily trading
volumes. Preliminary work in 2006 revealed a growing appetite amongst U.S. investors for exposure to
rare metals due to their strategic importance to the U.S] .econormy - particularly in the development of
alternative energy and aerospace technologies. We will be building on this work in 2007. In addition,
the Company is considering applying for a listing on the Toronto Stock Exchange in 2007, which should
further increase the Avalon’s attractiveness to mst:tutlonal investors.

l
Finally, to achieve all these goals in 2007, Avalon will be expandmg its management team and re-locating
to new office space in downtown Toronto in early ]anuary, with sufficient space to accommodate new
staff. Recruiting experienced managerial personnel is a significant challenge as the global mineral
commodities boom has created a human resources shortage of geoscientists, engiineers and other
professionals. On the other hand, the Company is fortunate to have an exceptionally talented team of
technical consultants available to it whose combined expertise covers all of the Company’s key require-
ments for its advanced mineral development projects. \

All the elements are now in place for Avalon to begin to !reap the rewards of its investment to date in a
portfolio of top quality rare metals assets. The future for the rare metals has indeed arrived. I look
forward to 2007 with great optimism as [ see the real péssibility of achieving our long-standing goal
of attaining production and cash flow from the Separation Rapids project, and the distinct prospect
for creation of substantial shareholder value by demonstrating the quality of the Thot Lake rare earths
project to the investment community. |

Finally, [ would like to thank you, our shareholders, for your patience and continuing support, as we

emerge from a period of relative inactivity and ﬁnallyibegln to realize the full potential of Avalon

Ventures Ltd. as an industry leader in the field of rare metals exploration and development.
l

On behalf of the Board,

Pt

Donald S. Bubar,
President & CEQ
December 4, 2006




MANAGEMENT DISCUSSION AND
ANALYSIS OF FINANCIAL STATEMENTS

FOR THE TWELVE MONTHS ENDED AUGUsT 31, 2006

This Management Discussion and Analysis (“MDA”) of Avalon Ventures Ltd. (the "Company") provides
analysis of the Company's financial results for the twelve months ended August 31, 2006. The follow-
ing information should be read in conjunction with the accompanying audited financial statements
and the notes to the audited financial statements. i

‘)
This MDA includes certain statements that may be deemed "forward-looking statements”. All state-
ments in this discussion, other than statements of historical fact, that address future production,
reserve potential, exploration drilling, exploitation activities and events or developments that the
Company expects, are forward-looking statements. Although the Companynbelleves the expectations
expressed in such forward-looking statements are based on reasonable assumptions, such statements
are not guarantees of future performance and actual results or developments may differ materially

from those in the forward-looking statements. 1

. Factors that could cause actual results to differ materially from those in forward-looking statements
include market prices, exploitation and exploration successes, continued availability of capital and
financing and general economic, market or business conditions. [nvestors are cautioned that any such
statements are not guarantees of future performance and that actual results or developments may dif-
fer materially from those projected in the forward-looking statements. Thls report is prepared as of
November 30, 2006, :

NATURE OF BUSINESS AND OVERALL PERFORMANCE

Avalon Ventures Ltd. (the "Company”) is a Canadian junior mineral exploratlon and development company
listed on the TSX Venture Exchange. The Company operates exclusively in Canada with a primary focus on
rare metals and industrial minerals including feldspars, lithium, tantalum, cesium, beryllium, yttrium and
rare earth elements (“REE’”), and a secondary focus on exploration for copper and gold deposits.

The Company is in the process of exploring or developing six of its eight mmeral resource properties.
Three of the six active projects (Red Hill, U6 Savant and East Kemptville) are at an early stage where
drilling is required to delineate resources. The other three (Thor Lake, Separation Rapids and Warren
Township} are industrial mineral or rare metals properties that are at a more advanced stage with defined
mineral reserves or resources that independent consultants have determined are potentially economic,
provided that suitable sales contracts with customers for the mineral products can be arranged. Bulk sam-
pling programs to supply product samples to potential customers are in progress on both the Warren
Township and Separation Rapids projects, while additional drilling is being planned for the Thor Lake
project to expand the potentially recoverable REE resource base on the property.

In 2006, the Company made another important addition to its portfolio of rare metals assets with the
acquisition of a special licence for the East Kemptville indium project in the Nova Scotia. This project
offers shareholders exposure to yet another strategically important rare metal for which high
technology is creating new demand. This property was a historical producer of tin from a deposit
type which also typically contains rare metals mineralization such as indium, gallium and germanium
in association with copper and zinc. Sampling undertaken by the Company in 2005 confirmed
the presence of anomalous indium mineralization in the deposit which had not been
previously recognized. Indium, like other rare metals such as the REE’s, has experienced a 400%
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increase in price over the past 4 years due to rising demand from the electronics industry,
where indium is a critical material in the new generation of flat-screen TV’s. Compilation of
historical data is planned for 2007 to be followed by drilling to establish rare metal resources
in a zone that was initially developed primarily as ‘a tin resource.

Markets for mineral commodities in general have contlnued to strengthen over the past three
years in response to rising demand from Asia and tightening supplies. Some of the strongest
demand growth has been for rare metals such as the rare earth elements with new applica-
tions created by technological advances. This als'o applies to industrial minerals like the
Companys lithium mineral product from the Separatlon Rapids project for which a promis-
ing new potential market emerged in 2005 and the Company s calcium feldspar product from
Warren Township. I
Increased media attention on the rare metals and their| growing importance in modern society, has
helped create new investor interest in companies like Av'alon resulting in the appreciation of the mar-
ket value of the Company’s shares in 2005 and in to thelﬁrst half of 2006 when the share price briefly
reached an eight year high of $1.69. The Company took advantage of the improved market conditions
and raised over $3.0 million in new financing through a private placement and the exercise of in-the-
money warrants and options. Market conditions and access to capital generally remains very
favourable for junior resource companies. 1

The new financing led to an increase in business acthty during the year although progress on some -

projects has been slowed by an industry-wide shortage of human resources. Attractmg new senior
staff and increasing the administrative capacity of the Company will be a priority in 2007, and plans
are now in place to move in to new larger office space in January, 2007, to accommodate additional
staff. Cognizant of the cyclical nature of the resource industry, management will continue to be cau-
tious about increasing its overhead costs too rapidly. A steady public and investor relations effort
designed to protect and enhance shareholder value, w;ll'contmue to be a priority.
Developing our advanced industrial minerals projects té} production and cash flow remains manage-
ment’s top priority, with Thor Lake being the highest pricrity project due to the exceptional quality of
the REE resource now recognized there. Advancing the Company’s two base and precious metals proj-
ect will continue as a second priority due to strong market interest in these commodities and the
promising results received to date from both projects. |

i
With six active promising projects, identifying new project opportunities is not a high priority for the
Company at the present time although management is always interested in evaluating possible trans-
actions or business combinations that are of potential long term strategic value.

SELECTED ANNUAL INFORMATION

Unless otherwise noted, all currency amounts are stated:in Canadian dollars.

|
I
i
The following selected financial data for each of the thre‘e most recently completed financial years are

derived from the audited annual financial sta\tementsi of the Company, which were prepared in
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accordance with Canadian generally accepted accounting principles.

For the Years Ending August 31, 2006 2005 2004
$ $ $
Net revenues _ 87,588 414 1,478
Loss before discontinued operations and extraordinary items 1,287,581 472,733 1,670,178
Loss before discontinued operations and extraordinary items, per share 0.03 0.01 0.06
[ Loss before discontinued operations and extraordinary items, per share fully diluted n/a n/a nfa
Net loss ) 1,287,581 472,733 1,670,178
Net loss, per share 0.03 0.01 0.06
Net loss, per share fully diluted n/a " n/a n/a
Total assets 6,930,933 4,311,718 3,819,123
Totat long term liabilities - - .
Cash dividends ' . - -

The Company has recorded losses in all-of the three most recently completed fiscal years and expects
to continue to record losses until such time as an economic resource is identified, developed and
brought into profitable commercial operation on one or more of the Company’s properties or other-
wise disposed of at a profit. Since the Company has no revenue from operations, annual operating
losses typically represent the sum of business expenses plus any write-offs of mineral properties aban-
doned during the period. The Company expects to increase its level of business activity in coming
years and consequently investors should anticipate that the Company’s annual operating losses will
also increase until a new operation begins to generate cash flow. |

RESULTS OF OPERATIONS

Exploration and Development Aclivities

Resource property expenditures during the year ended August 31, 2006 increased by 58%, year
over year, totaling $961,986, compared to expenditures of $609,501 in the previous fiscal year.
97% of the annual expenditures were allocated to work programs on three projects; Red Hill,
Thor Lake and Separation Rapids. These expenditures were funded from the proceeds of the
private placement financing completed in January, 2006 and the exercise of share purchase warrants
during the year. '

After write-off of expenditures totalling $15,574 for one abandoned property (Mussy Lake), the total
for resource properties on the Balance Sheet at August 31, 2006 increased by $946,412 to $4,765,999.
" Costs for other projects formally abandoned during the year, including Lower Mount Thom, Raleigh
‘ Lake and Dianne Lake had already been'written off in prior years. The Separation Rapids project, with
$3,431,049 in deferred exploration and development expenditures accounts for 72% of the total on the
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balance sheet followed by Thor Lake at 14% and Red H;Il at 10%.

I
On the Thor Lake project, expendltures during the year ended August 31, 2006 totaled $337,105. The
program consisted primarily of geological compilation work costing $252,872 and involving re-sam-
pling and assaying of historical drill cores and detailed mineralogical studies to evaluate the REE
potential of the Lake Zone deposit. This data was used to initiate a scoping study on the rare earth
element potential of the project by Wardrop Engmeermg budgeted at $110,000 which was still in
progress at year end. Direct costs for this study mcurredl up to August 31, 2006 totaled $49,979.
The scoping study also included an audit of historicall_reserve estimates for the North T beryllium
deposit for compliance with current reporting standards under NI 43-101. Subsequent to year end, the
scope of work for this audit was changed to a new resource estimate when it was discovered that the
historical reserve estimates did not include some REE- I'lCh sub-zones because they did not meet the
beryllium only cut-off grade criteria employed at the tilme This delayed completion of the scoping
study, which was still pending as at the date of this report.

Mineralogical studies have revealed that the REE mineralization in the North T deposit is largely
contained in an yttrium mineral called xenotime whichjis highly sought after because of its tendency
to preferentially concentrate the more valuable heavy rare earth elements over the much more
abundant light rare earths. The xenotime mineralization in the North T deposit exhibits such a
favourable REE distribution. REE mineralization in the Lake Zone also exhibits a favourable distribu-
tion but different mineralogy with a mineral called fergusomte exhibiting a similar heavy REE-domi-
nant distribution as the xenotime in the North T dep051t
' |
It is clear from preliminary results from the scoping study that further drilling is required in the Lake
Zone to delineate a 43-101 compliant REE resource estilfnate. Compilation of historical data has iden-
tified a potential REE-enriched sub-zone in the southern part of the deposit that will be the focus of
follow-up drilling. This is now scheduled for March-April, 2007, pending receipt of equisite land-use
permits. Community consultation efforts required under applicable land use legisl::nion in the NWT
are on-going and management is optimistic that it can work closely with the local communities,
although the situation is complicated by virtue of overlapping outstanding native land claims that

remain unresolved as at the date of this report. |

In 2005, the Company entered into option agreements w1th Teck Cominco Limited to earn 100% inter-
ests in each of its Red Hill copper-zinc-silver-gold and U6 Savant gold projects. Following pre-
liminary work in 2005, $397,906 was expended on the Red Hill project and $14,131 on U6 Savant,
although a $150,000 drilling program was carried out on U6 Savant subsequent to year-end.
|

In 2006, two drilling programs totalling 2,395 metres |n 10 holes were completed on the Red Hill
copper-zinc-silver-gold project to test targets defined from compilation work and geological mapping
that resulted in a structural model for the property. Initial drill- -testing of targets based on this model
in November, 2005 produced positive results in one area called the Red Hill sector, which were followed
up in May-July, 2006. In particular, down-hole Pulse EM geophy51cal surveys in hoie #05-23 detected a
strong off-hole conductor representing a new target for copper-zinc massive sulphide mineralization.
This target was tested with four holes drilled in ]une-]uli;, 2006.

|
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One of these holes intersected high grade copper-zinc-silver-gold rmnerahzanon assaying 10.15%
copper, 5.45% zinc, 1.41 g/t gold and >30ppm silver over 1.74 metres. Subsequent to year-end, down-
hole pulse EM surveys were successfully completed in this hole as well as a second hole with the results
indicating a strong off-hole conductor in an undrilled area to the west, where the faulted continuation
of the high grade intercept is inferred to exist. This anomaly represents a top,priority target for further
drilling and wilt be tested as soon as a rig and crew becomes available in 2007. Airborne geophysical
surveys 1o look for other targets elsewhere on the property are also planned for 2007.

A Phase 1 diamond drilling program was carried out on the U6 Savant gold project subsequent to
year end, to test gold targets identified. from compilation work carried out in 2005. A total of 978
metres were drilled in six holes at a budgeted cost of $150,000. Zones fof disseminated pyrite-
pyrrhotite-chalcopyrite mineralization, similar to those which have produced significant gold values
in previous work of up to 2.72 g/t Au over 0.9 metres and 3.15 g/t Au over 1 metre, were intersected in
all six holes. Assay results were still pending as at the date of this report, but it is anticipated that fol-
low-up work will be warranted on this interesting gold prospect in 2007. l

The Separation Rapids lithium prOJect was re-activated during the year followmg the identification
of a new potential customer for the lithium feldspar product and the receipt ¢ of an order for a 300 tonne
product bulk sample. Expenditures during the year totaled $198,924 of Wthh $163,923 was incurred
in the collection and processing of the bulk sample, including expenditures to upgrade the access road.
Most of the remaining expenditures ($33,965) were related to permitting for the bulk sampling work
which involved holding public information meetings in Kenora and Whitedog in order to re-activate
the Company’s advanced exploration permit, As at the date of this report, the Company was awaiting
instructions on shipping the bulk sample after the customer, which is also a development stage com-
pany, experienced a delay in getting its pilot plant operational. "
Bl
¥
A new potentlal customer from the glass industry was also identified in 2006 for the calcium feldspar
product from the Warren Township' anorthosite project. Expendltures totalling $8,218 were
incurred during the year for test sample preparation and market development work related to servicing
this new customer’s research needs. The specifications of the product test sample were found to be
acceptable to the customer and discussions commenced with regard to processing and delivering a
large volume product sample for full scale furnace trials. Three potential facilities for carrying out this
processing work were identified and mvestrgated subsequent to year end. Asat the date of this report,
preparations were being made to proceed with the bulk sampling program, with a process plant in
southern Alberta bemg the most likely destination for the ore sample, Wthh is now planned to be
1,000 tonnes. i
.
Subsequent to year-end, the Company finally received the Special Licence' from the government of
Nova Scotia (originally applied for in 2005) to explore parts of the past-producing East Kemptville
tin deposit for rare metals, notably indium. Sampling by the Company in: 2005 demonstrated that
Indium occurs in anomalous levels of up to 120ppm in a zone covered by the Special Licence that also
contains anomalous tungsten, gallium and germanium along with tin, zinc and copper.




The Special Licence grants mineral rights to 880 acres of land and, in addition, the Company has
acquired a second contiguous exploration licence covermg an additional 1,440 acres along strike to the
southwest, in an area known as Tke’s Ridge, bringing the Companys combined landholdmgs in the area
to 2,320 acres. Surface rights to the mine area are still retained by a local subsidiary of BHP Billiton,
which is continuing to conduct environmental remedrat'ron work at the site. The Company will have to
negotiate access rlghts with BHP Billiton before commencing physical work on the property.

The Special Licence has a three year renewable term and the Company is required to invest
$2.25 million in exploration and development work over the three year period. Cumu]atrve expenditures
to August 31, 2006, including all acquisition and due drlrgence costs, total just $6,841. A $50,000 work
program is planned for 2007 involving a compilation of hlstorrcal data and re-logging and sampling of

historical drill cores. This could lead to a follow-up drllhng program later in the year.

Administration

Administrative expenses for the year ended August 31, 2006 totalled $1,359,595 (of which
$424,058 were incurred during the fourth quarter |comparer:l with $100,172 during the same
quarter in 2005). The annual total represented more than a 300% increase over the previous
year’s total of $331,862, an obvious reflection of a grleatly increased level of business activity in
the Company during the year. However, stock- based compensation at $612,632 accounts for
almost half the total administrative expenses for the vear compared with just $13,050 in 2005,
when few incentive stock options were granted.

If one excludes stock-based compensation (as a non-cash item) from the totals they become
$746,963 for 2006 and $318,812 for 2005 reﬂecting’-a 134% increase in cash expenditures for
administrative expenses. The major areas of incredsed expenditures (other than stock-based
compensation) were salaries, consulting fees, travel and investor relations. Other administrative
costs were generally comparable to the previous yea:r relative to the overall increase in activity.
Increased cash balances in the Company’s bank accounts resulted in increased interest income of
$54,851 compared with $414 in 2005. A foreign exchange gain was realized on orivate placement
subscription proceeds remitted in US dollars during a perlod when the Canadian dollar was strength-
ening. Total revenues of $87,588 reduced the annual operating loss to 1,272,007.

After write-off of expenditures related to one property abandoned during the year (Mussy Lake), this
brought the net loss for the year to $1,287,581 or $0.03 per share. The net loss of $1,287,581 compares
to a loss of $472,733 during the previous period, the difference being mainly attributable to the
increase in administrative expenses incurred durmg the year.

Expenditures on public and investor relations activities durmg the year ended August 31,2006 totaled
$155,374 (of which $44,125 were incurred during the fourth quarter compared to $21,248 durrn;, 7 the
same quarter in 2005}. The annual total represents a 174% increase over the. previous year’s total of
$56,735, reflecting a significant expansion of the Corn[’)anys investor relations programs (“IR”) as a
part of an overall effort to increase the Company’s profile in the marketplace.

The new IR initiatives included retaining two new investor relations consultants duting the year (O/M
Partners of New York, NY and David Ellis of Toronto, ON) to complement the internet-based IR services
8]

14 4 T




provided by Agora Investor Relations and Stockgroup Information Systems Inc, and the WI-Link infor-
mation dissemination service. In addition, the Company continues to retain Northern Geotech Services
on an intermittent basis to provide perlodlc telephone updates to shareholders and assist with trade
show presentations. The Company participated in four such shows over the year.

During the year, the Company engaged Proteus Capital Corp. (“Proteus”) of New York, NY, as a finan-
cial advisor and to complete a comprehensive research report on the Company. This was completed
during the third quarter and used to provide a detailed third party analysis on the Company to insti-
tutional investors in the United States. O/M Partners (“O/M”) were retained to identify and introduce
the Company to such U.S. institutions potentially having an interest in small cap resource companies
and rare metals. An initial round of meetings with U.S. institutions held during the fourth quarter
revealed that there is considerable interest in the rare metals and especially the Rare Earth Elements,
because of their strategic importance to the U.S. economy and the lack of domestic U.S. supply sources.

As a result of the strong interest expressed during these initial investor meetings, and O/M Partners’
extensive experience and background in successfully introducing junior résource companies to U.S.
institutions, 0/M have been retained on a one year contract to continue this work. As part of their com-
pensation arrangement O/M were granted 100,000 incentive stock options exerciseable at a price of
$0.80 for a period of two years with the options vesting at the rate of 25% every three months from the
date of grant of the optlons i

'
!
i

Overall, management has observed considerably stronger interest in the rare metals from U.S. investors
than Canadians and consequently, future IR efforts will have an increasing bias towards U.S. markets.
These efforts will be accelerated once the scoping study on the rare earth element development poten-
tial at Thor Lake is completed and announced, and Proteus has had an opportunity to update its
Information Memorandum with the new material. Management is constantly re-assessing its current
IR programs for their effectiveness while evaluating new opportunities to.increase the profile of the
Company in the investor marketplace.

Capital expenditures

During the year ended August 31, 2006, the Company incurred $40,493 in capital expenditures for
office and field equipment. Of this total, $35,828 was spent on the purchase of a NITON® portable XRF
analyzer which is used to provide quantitative in-the-field analytical data on rock samples. The instru-
ment was used on the Thor Lake project to provide rapid yttrium and REE analyses that might
- normatly take several months to obtain through commercial laboratories, The data is being used to
supplement the analytical database for the Thor Lake scoping study.

SUMMARY OF QUARTERLY RESULTS

The following selected financial data is derived from the unaudited interim financial statements of the
Company, which were prepared in accordance with Canadian generally accepted accounting principles




Fiscal Year 2006

For the Quarters Ended Aug.31 | May31 | Feb.28 | Nov.30 | Aug.31
$ $ .| 8 $ $

Net revenues 20,989 | 23512 | 43,060 27 34

Loss before discontinued |
operations and extraordinary items | 403,069 | 450,834 | 230,395 | 203,283 | 253,467

Loss before discontinued ;
operations and extraordinary f
|

items, per share : 0.01 0.01 - 0.01 0.01
Loss before discontinued operations !

and extraordinary items, |

per share fully diluted n/a n/a l n/a n/a n/a
Net loss 403:069 450,83{1 203,395 | 203,283 | 253,467
Net loss, per share | 001 | ootl| - 0.01 0.01
Net loss, per share fully diluted _ n/a n/a i n/a n/a n/a

}

The fluctuation on quarterly net loss is primarily due tojthe write-downs of resource properties. The
costs of resource properties are written down at the time the properties are abandoned or considered
to be impaired in value. The write-downs are usually much more significant in terms of dollar
amounts in comparison to the Company’s expenses for it;s ordinary activities.

LIQUIDITY AND CAPITAL RESOURCES

In management’s view, given the nature of the Company’s operations, which consist of the exploration
and evaluation of mining properties, the most relevant financial information relates primarily to cur-
rent liquidity, solvency, and planned property expen_dltuires The Company’s financial success will be
dependent on the economic viability of the Separation! Rapids, Thor Lake, East Kemptville and/or
Warren Township Projects and the extent to which it can discover new mineral deposits. Such devel-
opment may take several years to complete and the amount of resulting income, if any, is difficult to
determine. The sales value of any mineralization discovered by the Company is largely dependent on
factors beyond the Company’s control, mcludmg the mark'et value of the metals and minerals to be pro-

duced. The Company does not expect to receive signifi cant revenue from any of its properties until
2007 at the earliest.
}

As at August 31, 2006, the Company had working capital of $1,923,192 (including investments of
$22,143) and cash on hand of $2,023,139, sufficient to colver the Company’s planned expenditures for
at least the next 18 months. In addition, as at the date of thls report, there are 3,047,500 in-the-money
outstanding common share purchase warrants and incentive stock options expiring within the next 18
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months, which if fully exercised, would generate additional funding of $1,169,000. Conditions for
accessing additional capital to supplement the Company’s current needs aré favourable at the present
time due to continuing high commodity, prices and strong market interest in resource equities.

]

. !

In view of the Company’s relatively healthy present working capital position, management will be
selective in evaluating new financing proposals in an effort to balance the shareholders interest in min--
imizing dilution against future capital requirements. A joint venture with an industry partner or end-
user remains an attractive alternative for financing the next stage of development on the Company’s
three advanced projects at Separation Rapids, Thor Lake and Warren Townshlp projects, where capital
requirements are relatively large.

1

OFF BALANCE SHEET ARRANGEMEN:TS

' . _ !

As at August 31, 2006, the Company had no material off balance sheet arrangements such as guaran-
teed contracts, contingent interests in assets transferred to an entity, derivative instrument obligations
or any instruments that could trigger financing, market or credit risk to the Company.

l
‘ . : l
TRANSACTIONS WITH RELATED PARTIES i
4
All transactions with related parties are in the normal course of busmessland are measured at the
exchange amount. During the twelve months ended August 31,2006, the Company

a) incurred consulting fees of $57 500 with an officer and dlrector which were deferred as
resource property costs. As at August 31,2006 accounts payable 1ncluded $6,189 payable to this
officer and director. : 4

b) incurred accounting and consultmg fees of $39,820 with an accountmg firm in which an officer
" is a partner. As at August 31, 2006 accounts payable included $20, 141 payable to this account-
ing firm. :
' |
¢) as at August 31, 2006 accounts payable included $5,000 in d1rectors fees payable to the

Company’s directors.
) A

—l

!

With six active projects and limited human resources, the Company is not ‘aggressively searching for
new project acquisition opportunities at the present time and there are no proposals for new projects
under active consideration. However, management is always interested in evaluating potential trans-
actions or business combinations that are of possible long term strategic value. Similarly, expressions
of interest in providing equity financing on a flow-through basis are frequently received annually late

in the calendar year, but no decisions on entering into any such arrangements in calendar 2006 had
been made by management as at the date of this report.

PROPOSED TRANSACTIONS 1
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CHANGES IN ACCOUNTING POLICIES INCLUDING INITIAL ADOPTION

There have been no changes in accounting policies duri’ng the year ended August 31, 2006.

: |

In Janvary 2005, the CICA released new Handbook Section 3855, “Financial Instruments —
Recognition and Measurement and Section 1530, “Corr;lprehensive Income”, effective for the interim
periods and year ends for fiscal years commencing on or after October 1, 2006 on a prospective basis.

The Company expects to voluntarily adopt to these new staIIdards September 1,2006 on a prospective basis.

Section 3855 establishes standards for the recognition and measurement of all finaicial instruments,
provides a characteristics-based definition of a derwatwe financial instrument, provides criteria to be
used to determine when a financial instrument should be recognized, and provides :riteria to be used
when a financial instrument is to be extinguished.

Section 1530 establishes standards for reporting comprehensive income. These standards réquire that
an enterprise present comprehensive income and its corrilponents in a separate financial statement that
is displayed with the same prominence as other financial statements.

The adoption of these new standards will not have any significant effect on the Company’s financial
statements.

FINANCIAL INSTRUMENTS AND OTHER RISK FACT(;]'HS

The Company's financial instruments consist of cash and cash equivalents, investments, other receiv-
ables and accounts payable.

Management does not believe these financial mstruments expose the Company to any significant
interest, currency or credit risks arising from these ﬁnanc1al instruments. The fair market values of
cash and cash equivalents, other receivables and accounts payable approximate their carrying values.

Investments are carried at cost except where, in the opinion of management, there has been a loss in
value that is other than a temporary decline, in which casIe the carrying value is reduced to its estimated
fair value. The fair value of the investments as at August 31,2006 is $28,841, which is $6,698 higher
than the book value. Investments consist of shares lerchased from a venture partner and shares
received as consideration for resource property interests. All investments are in publicly traded
companies whose shares are often thinly traded and volatile.

. ‘ \
In conducting its business, the principal risks and uncertainties faced by the Company relate to explo-
ration and development success as well as metal prices and market sentiment to a lesser extent.

Exploration for minerals and development of mining operations involve significant risks, many of which
are outside the Company's control. In addition to the normal and usual risks of exploration and mining,
the Company often works in remote locations that lack the benefit of infrastructure and easy access.

=l - ]
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The prices of metals fluctuate widely and are affected by many factors outside of the Company's
control. The relative prices of metals and future expectations for such prices have a significant impact
on the market sentiment for investment in mining and mineral exploration companies. The Company
relies on equity financing for its long term working capital requirements and to fund its exploration
programs. The Company does not have sufficient funds to put any of its resources interests into
production from its own financial resources. There is no assurance that such financing will be
available to the Company, or that it will be available on acceptable terms. '

An additional risk factor that has developed over the past two years is access 10 adequate human
resources to carry out work programs, particularly skilled professionals for which there is currently an
industry-wide shortage, which can cause delays in completing work programs on schedule and in
meeting program budgets.

DISCLOSURE CONTROLS AND PROCEDURES

Disclosure controls and procedures are designed to provide reasonable asshrance that material infor-
mation is gathered and reported to senior management, including the Chief Executive Officer and
Chief Financial Officer, as appropriate, to permit timely decisions regarding public disclosure.

Management, including the Chief Executive Officer and Chief Financial Officer, has evaluated the effec-
tiveness of the design and operation of the Company’s disclosure controls and procedures as of August
31, 2006. Based on this evaluation, the Chief Executive Officer and Chief Financial Officer have con-
cluded that the Company’s disclosure controls and procedures, as defined in Multilateral Instrument
52-109 - Certification of Disclosure in [ssuer’s Annual and Interim Filings, are designed effectively to
ensure that the information required to be disclosed in reports that aré filed or submitted under
Canadian securities legislation are recorded, processed, summarized and reported within the time
period specified in those rules. ;

During the process of review and evaluation, it was determined that the COmpany s disclosure controls
and procedures are operating effectively as at August 31, 2006.

There has been no change in the Companys internal control over financial reporting during the year
ended August 31, 2006.

OUTSTANDING SHARE DATA ,

a) Common and Preferred Shares f

The Company is presently authorized to issue an unlimited number of common shares with
out par value. The Company is also authorized to issue up to 25,000,000 preferred shares with
out par value, of which none have been issued. :

During the year, the Company:

1. Issued 3,500,000 non-flow-through units for proceeds of $1,575,000. Each unit consists
of one non-flow-through common share and one-half of one non-transferable share purchase
1B}
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warrant, each whole warrant entitles the holder to purchase one non-flow-through common
share at a price of $0.55 per share until ]an?ary 21,2008.

2. Issued 5,624,000 non-flow-through commoin shares pursuant to the exercise of an equiv-
alent number of common share purchase warrants for cash proceeds of $1,567,350.

3. Issued 325,000 non-flow-through common shares pursuant to the exercise of an equiv-
alent number of stock options for cash procieeds of $127,500.

Subsequent to the end of the year, the Companyllssued 1,214,650 common shares pursuant to
the exercise of share purchase warrants and| incentive stock options priced variously a
$0.15,0.30,0.38 and 0.55 per share. Accordmgly, as at the date of this report, the Company had
issued and outstanding 48,817,248 common shares with a recorded value of $23,600,402.

Warranrs

Subsequent to the end of the year, the Company issued 914,650 commeon shares pursuant to
the exercise of an equivalent number of share purchase warrants. As at the date of this report,

the Company had an aggregate of 1,750,000 warrants outstanding with a weighted average
exercise price of $0.44.

Options ‘ .

Subsequent, to the end of the year, the Company issued an aggregate of 400,000 incentive stock

options to a consultant and an officer with an exercise price of $0.80, while 300,000 options
were exercised and 200,000 unvested options g'ranted earlier in the year to an officer were
cancelled upon termination of employment. As at the date of this report, the Company had an

aggregate of 2,975,000 incentive stock options outstandmg with a weighted average exercise
price of $0.48. |

OTHER INFORMATION

Additional information on the Company is available on SEDAR at www.sedar.com and on the
Company’s website at www.avalonventures.com. ]
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AUDITORS' REPORT o

BOLTON & BOLTON
Chartered Accountants

. . 1
TO THE SHAREHOLDERS OF AVALON VENTURES LTD.

[ o .

We have audited the balance sheets of hvalon Ventures Ltd. as at August 31, 2006 and 2005, and the
statements of operations and deficit and cash flows for the years then ended. These financial state-
ments are the responsibility of the company s management. Our responmbﬂnty i$ to express an opin-
ion on these financial statements based on our audits. «f

We conducted our audits in accordance with Canadian generally accepted audltmg standards. Those
standards require that we plan and perform an audit to obtain reasonable assurance whether the
financial statements are free of materlal misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. I

)
]
I | !

In our opinion, these financial statements present fairly, in all material respects, the financial position
of the company as at August 31, 2006 and 2005, and the results of its operatlons and cash flows for the
years then ended in accordance with Canadlan generally accepted accountmg principles.

SR h S G o

CHARTERED ACCOUNTANTS
UNIONVILLE, ONTARIO
NOVEMBER 17, 2006 i
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BALANCE .SHEETS

As at August 31 2006 2005
Assets
Current Assets
Cash and cash equivalents $ 2,023,139 $ 431,420
Receivables and prepaid expenses 81,185 32,785
2,104,324 . 464,205
Investments {note 3) 22,143 22,143
Resource Properties (note 4) 4,765,999 ; 3,819,587
Property, Plant and Equipment (n;)te 5)_ 38,467 5,783
$ 6930933 8 4311718
Liabilities |
Current Liabilities
Accounts payable (note 8) $ 203,27 $ 178,962
i
Shareholders' Equity ;
Share Capitat (note 6) - 23517522 20,231,715
Contributed Surplus (note 7) 742,970 ' 146,294
Deficit : (17,532,834) : {16,245,253)
6,727,658 | 4,132,756
$ 6,930,933 $ 4,311,718

The accompanying notes form an integral part of these financial statements.

APPROVED ON BEHALF OF THE BOARD OF DIRECTORS:

DIRECTOR

's|

pr V78

DIRECTOR




STATEMENTS OF
OPERATIONS AND DEFICIT

L AL
P LY YT "B s -nantress -5 Rk r.»8

;\ II/E;

2006 2005

-y
i

B! For the years ended August 31
Revenue Cod
Interest $ 54851 , $ 414
Foreign exchange 32,7371 -
87,588 ' 414
Expenses !
Amortization 7,809 | 1,753
Consulting fees (note 8) 135649 . 75,520
Directors’ fees and expenses 10,000 < 12,174
Insurance 5232 - -
Interest and financing costs (note Bb) 2,098 . | 2,487
Office and general : 16,967 @ 8,400
Professional fees (note 8) 95,143 89,996
Public and investor relations 155,374 : ¢ 56,735
Rent and utifities 18210 . ¢ 11,661
Salaries and benefits 186,989 ' 11,205
Shareholders’ information 32,500 ; 18,287
Stock-based compensation (note 6d) 612,632 } 13,050
Transfer and filing fees 45308 23,057
Travel 35684 . 7,537
1350505 331,862
Loss before the Undernoted Items (1,272,007) (331 ,448)
Write-down of Resource Properties (note 4g) (15,574) = ! (329,421}
*JL “ (ain on Sale of Investments - . 12,044
B oo
Recoveries from Venture Partners (note 4f(ii)) - 40,000
.| Loss before Income Taxes (1,287,581} (608,825)
o .l
’ | Future Income Tax Recoveries - 136,092
Net loss for the Year {1,287,581) i {472,733)
Deficit - Beginning of Year - {16,245,253} (15,772,520)

: TRY5e e - Loss per Share

o ', "“ ! :';{fd Weighted Average Number of Common Shares Outstanding

$ (17,532,834) $ (16,245,253)

$ {0.03) $ (0.01)

'

44,134,020 34,078,392

. . . . !
The accompanying notes form an integral part of these financial statements.

h7|
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CASH FLOW STATEMENTS
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For the years ended August 31 2006 jl 2005
Cash Flows from Operating Activities
Cash paid to suppliers and employees z$ (754,637) $ (166,068) P - i
Interest received 54,851 | 414 Zind ST
: , \IiToeTs M
Interest paid {3,440) (3,920) IR A
. T iy
- | gy
(703,226) (169 574) N D
; \ ;% i ;
1 Cash Flows from Financing Activities ‘ TR
Share capital (note &b) 2,793,850 549,953 *' 2 3‘ ’f'; b
Warrants (note 6b) 476,000 95,152 RS |
\ " ;‘;.:". )
, 3,269,850 645,105 TPy
‘ Bl
: _ ! i
Cash Flows from Investing Activities f -

. Resource property expenditures {946,912) (397,285) 03 L) S

I Recoveries from venture partners - 40,000

\ Proceeds from sale of resource properties (note 4f{i) 12‘500§ - =

l Proceeds from sale of investments ' - , 59,544 > X

| Purchase of property, plant and equipment 1 {40,493} {3,390} Xt ZASH

i (ar iy P B
| ' (974,905) (301,131) ] :

\ : s 5

‘ | o
Change in Gash and Cash Equivalents 1,591,719 174,400 _ ‘f' .

! ‘ . L

i| CGash and Cash Equivalents - Beginning of Year 431,420! 257,020 ;?"f’;

E : ¥ ol 3
Cash and Cash Equivalents - End of Year $ 2,023,139 $ 431420 ’
Non-cash Financing and Investing Activities ; .

Common shares issued to acquire resource properties (note 6b) $ - $ 345,000 : - ;f_"
Warrants issued to acquire resource properties - 12,450 -
Warrants issued to pay for share issuance costs - 3,915 o

Lt :‘%‘é‘é

b
-

B
%



NOTES TO THE FINANCIAL STATEMENTS

FOR THE YEARS ENDED AUGUST 31, 2006 anD 2005

AV L A TR ESY LT

‘;\Uf/;

Nature of Operations

The Company is in the process of exploring its mineral resource praperties.
To date, the Company has not earned significant revenues and is considered to be
in the development stage

The realization of amounts shown for resource properties is dependent upon the
discovery of economlcally recoverable reserves, the ability of the Company to
ubtain the necessary financing to develop these properties, and future profitabla
production or proceeds of disposition from these properties.

The Company operates in one geographic area, Canada, and in one industry
segment, mining exploration.

Summary of Significant Accounting Policies

These financial statements are prepared in accordance with accounting principles
generally accepted i in Canada, and reflect the following significant accounting policies:

a)  Use of Estimates

The preparatton of the financial statements in conformity with generalty
accepted accountlng principles requires management to make estimates
and assumptions that affect assets and liabilities and disclosure of contin-
gent assets and [iabilities at the date of the financial statements and the
reported amounts of operations during the reporting period. Significant
estimates and assumptions inctude those related to the recoverability of
resource properties and the ability to continue as a going concern. While
management ‘beheves that the estimates and assumptions are reasonable,
actual resultszoould ditfer from those estimates.

b} CGashand Cash Equivalents

Cash and cash equivalents include bank deposits and short-term money
market |nvestments which on acquisition have a term to maturity of three
months of less.

|
¢) Resource Properties

Acquisition costs of resource properties together with direct exploration and
development ‘expenditures thereon are deferred in the accounts. When pro-
duction is attained, these costs will be amortized on a units-of-production
basis. If the 'pmpertjes are abandoned, sold or considered to be impaired in
value, the costs of the preperties and related deferred expenses will be writ-
ten down at that time. When deferred expenditures on individual producing
properties exceed the estimated net realizable value of undiscounted proven
reserves, the properties are written down to the estimated fair value.

The Company is in the process of exploring and developing its mineral prop-
erties and has not yet determined the amount of reserves available. Senior
management regularly reviews the carrying ameount of mineral properties
and deferred expluratlon and development costs to assess whether there has
been any |mpa1rment in value.

d) Investments

I
Investments are carried at cost except where, in the opinion of management,
there has been a loss in value that is other than a temporary decline, in
which case the carrying value is reduced to its estimated fair value

€}  Property, Plant and Equipment

Property, plant 2and equipment are carried at cost less accumulated amorti-
zation. Amortization is calcuated using the declining-balance method at 30%
per annum. Additions during the year are amortized using the half-year rule.

f)  Income Taxes

Future tax ;;ssets and liabilities are measured using enacted tax rates
expected to apply to taxabte income In the years In which those temporary
differences are expected to be recovered or settled. The effect on future tax
assets and [labilities of a change in tax rates is recognized in income in the
period that includes the enactment date. Future tax assets are recorded only
to the extent that, based on available evidence, it is more likely than not that
they will be realized.

g}  Stock Option Compensation

The Company has one stock option plan that fs described in nofe 6{d). The
Company has adopted CICA handbeok Section 3870 “Stock-Based
Compensation and Other Stock-Based Payments™, which recommends the {air
value-based method of accounting for stock-based transactions.

hy Foreign Gurrency Transactions

Transactions denominated in foreign currencies are recorded at the rate of
exchange prevailing at the transaction date. Monetary assets and liabilities
denominated in foreign currency are transtated into Canadian dollars at the
rate of exchange prevailing at the balarice sheet date. Unrealized gains and
losses on translation of monetary assets and liabilities are included in the
determination of earnings for the year.

i}  Related Party Transactions :

Al transactions with related parties are In the normal course of business and
are measured at the exchange amount.

i Loss Per Share

Loss per share is computed based on the weighted average number of
common shares outsianding during the year. Diluted loss per share has not
been disclosed since the exercise of options and warrants would be anti-
dilutive.

Investments s'

Investments consist of shares purchased lrom a venture partner and shares
received as consideration for resource property interests. All investments are in
publicly traded companies. The Company and Radiant Resources Inc. are related

by directors in common.
'
!

2006

Number Book Value Market Value
Alto Ventures Ltd. 28'.571 $ 3143 § 3143
Radiant Resources Inc. 45,000 9,000 498
Starcore International Ventures Ltd. 40,000 10,000 25,200

$ 22143 § 28841

, 2005
Number Book Value Market Value
Alto Ventures Ltd. 285711 § 3143 § 2857
Radiant Resources [nc. 45,000 9,000 20,250
Starcore International Ventures Ltd. 40,000 10,000 8,400

+

$ 22143 3 31,507

hs|



4. Resource Properties

Separation

Warren

Thor Lake Ug

For the year ended August 31, 2006;

Red Hill I

Rapids Township Rare Savant Copper- ,
Rare Anarthosite Metals Gold Zine-Silver
Metals Project I Project Project Project Other Tota!
note Aa) A(b) 4(c) 4(d) 48 4thy l
Acquisition costs $ 5 - $ - $ $ - $ 5000 $ 5000 :
Diamond drilling - - 299 343,564 - 343,863
Environmental/permitting 33,965 - 6,780 2,146 L. 42,891 '
Feasibility/engineering studies - - 49,979 - - 49,979
Geochemical 161 - 3,542 - - i - 3703
Geology 475 1,068 252,872 1413 725 702 269,973
Geophystcal - - - - 39,040 - 39,040
Metallurgical/market studies 163,923 7,150 5744 - - 176,817 .
Qther 400 - 17,889 12431 ‘- 30,720
- !
Current expenditures 198,924 8,218 337,105 14,13 397,906 5,702 961,986 !
i
Balance - beginning of year 3,232,125 106,058 341,698 34,042 88,951 15.7‘13 3,819,587 '
Write-down of resource properties J
{note 4g) - - - - - (15,574) (15,574) {
Balance - end of year 5 3431,040  $ 114276 3 678,803 $§ 48173 $ 486,857 $ 6841 ' -§ 4765999
|
For the year ended August 31, 2005: !
Separation. Warren Thor Lake Us Red Hill
Rapids Township Rare Savant Copper-
Rare Anorthosite Metals Gold Zinc-Silver ,
Metals Project Project Project Project Other Total !
: {
note 4a) 4ty 40 40 M) 4
Acquisition costs 8 - - $ 309,750 $ 23850, $ 23,850 $ 6,282 $ 363732 |
Diamond drilfing - - - - 31,530 31,530 ¢
i
Environmental/permitting - - 1,876 - - 1876 .
Feasibility/engineering studies - 5,784 - - - - 5,784
Geochemical - - - - - 528 528 .
Geology - 4,643 24,966 10,192 44,796 18.229 102,826 '
Geophysical - - - 1,594 24,033 25,627 ,
Metallurgical/market studies 7,380 38,975 - - - 47,355 |
Other 400 - 5,106 - 18,711 6,026 30,243
Current expenditures 7,780 50,402 341,698 34.042. B8,951 86,628 609,501 «
Balance - beginning of year 3,236,845 55,656 - - 259,506 3,552,007
: t .
Sale of resource properties !
{note 4f()) (12,500} - . - . (12,500) |
t
Write-down of resource properties . ) '
{note 4g) - - - - (329,421) (329,421}
Balance - end of year $ 3,232,125 $ 106,058 S 341,698 $§ 34,042 $ 88,951 $ 16,?1§

i
i

$ 3,819,587 .




a)

b)

c)

d)

€)

a

h}

Separation Rapids Rare Metals Project, Ontario

Pursuant to a vested option agreement the Company owns a 100% interest
(subject to a 2.0% net smelter returns royalty {“NSR™), half of which can be
bought back for $1.0 million) in certain claims in the Patersan Lake area of
Ontario. :

Warren Township Anarthosite Project, Ontario

The Warren To-.fvnship property, located near Foleyet, Ontario, was staked by
the Company d|uring the year ended August 31, 2003.

Thor Lake Rare Metals Project, Northwest Territories

During the yea} ended August 31, 2005 the Company acquired 100% inter-
st (subject to a 5.5% NSR) in five mining leases covering the Thor Lake rare
metals deposit located in the Mackenzie Mining District of the Northwest
Territories. [

U6 Savant Gold Project, Ontarlo

During the yeai ended August 31, 2005 the Company entered into an option
agreement with Teck Cominco Limited (“Teck Cominco”™) to acquire a 100%
interest (subject to a 2.0% NSR and certain back-in-rights) in certain claims

- located in the Savant Lake area of northwestem Ontario. To vest its 100%

interest in lhé claims, the Company must incur $500,000 in exploration
expenditures by December 31, 2008 (of which $24,323 had been incurred
by August 31, 2006).

Teck Continco retains the right to reacquire a 65% interest in the property
first by incurring exploration expenditures on the proparty equal to two
and one half times the Company's expenditures to a maximum of
$1,250,000 to earn a 51% interest, then by completing a feasibility study on
the property at Teck Cominco’s sole cost to earn an addilional 14% interest.
Upon delivery.of a positive feasibility study, Teck Cominco ¢an increase its
interest to 70% by arranging all the project financing required to bring a
mine into production.

" Red Hill Copper-Zinc-Silver Project, British Columbia

During the year ended August 31, 2005 the Company entered Into an option
agreement with Teck Cominco to acquire a 100% interest {subject to a 2.0%
NSR and certain back-in-rights) of Teck Cominco’s Red Hill Copper-Zinc-
Silver property located in the Kamloops Mining Division of British Columbia.
To wvest its 100% interest in the property, the Company must incur
$1,200,000 exploration expenditures by December 31, 2008 {of which
$463,007 had been incurred by August 31, 2006).

Teck Cominco retains the right to reacquire a 65% interest in the property
first by incurring exploration expenditures on the property equal to two and
one hatf tlmes the Company's expenditures to a maximum of $3,000,000 to
earn a 51% interest, then by completing a feasibility study on the property at
Teck Cominco's sole cost to eam an additional 14% interest. Upon delivery
of a positive feasibility study, Teck Cominco can increase its interest to 70%
by arranging all the project financing required to bring a mine into production.

Sale of Resource Properties

i} During the year ended August 31, 2005 the Company sold three mining
claims in the Snook Lake area which were contiguous with the
Companys Separation Rapids property for cash proceeds of $12,500,
which wera received during the year ended August 31, 2008.

iy During the year ended August 31, 2005 the Company received $40,000
in cash from a former joint venture partner for unfulfilled exploration
- expenditure obligations related to the Black Bay PGE-Cu-Ni Project. This
Project had been abandonied by the Company during the year ended
August 31, 2003,

Resource properties written down during the years ended August 31,
2006 and 2005 consist of the following:

2006 2005
Mussey Lake Nickel-Copper PGE Project  § 10,574 3 -
General Exploration 5,000 -
Mount Thom Cu-Au Project - 248,856
LMT Cu-Au Project - 80,565
' ‘ $ 15,574 $329,421

1
Other Resource Properties

Other Resource Properties consist of a 100% interest in the East Kemptville
Project located in the Yarmouth area of Nova Scotia, which was acquired by
the Company via a special licence. In addition, the.Company has a 100%
interest in several mining claims in the Lilypad Lakes Tantalum Property, a
2.0% MSR interest in certain mining claims of the East Cedartree Gold
property located near Kenora, Ontario, and a .4% NSR interest in the Wolf
Mountain Platinum-Palladium Project.
i

1
i
'

Property, Plant and Equipment

B 2005

2006
Accumulated | . Accumulated
Cost Amortization Net |1 Cost  Amorlization  Net
Computers $12,930 § 6417 & 6513 8266 § 4625 § 3,641
Equipment 49,848 17,892 31,954 . 14017 11,875 2,142
$62,776 $24309 §$38467( $22283 $ 16,500 $5783
‘Share Capital
a) Authorized:
Uinlimited common shares ,
25,000,000 preferred shares
b) Issued and Outstanding: ,
2006 2005
Number  Amount Number Amount

Common Shares

+
t

Balance - beginning of year 38,153,598 § 19,664, 035 30,958,248 $ 18,876,510

Issued: i
for private placement 3,500,000 1.099 000 3,360,000 348,848
for resource properties - : .+ - 2,800,000 345,000
exercise of warrants 5624000 2,072,464 1,035,350 245,684
exercise of options 325,000 , 144,989 - -
Commissions paid - ‘- (15,915)
Tax effect on issuance of
flow-through shares . - {136,002}
Balance - end of year 47,602,598 2'2,980,488 38,153,598 19,664,035
Warrants ! !
Balance - beginning of year 6,552,650 567,680 7,203,000 513,188
Issued: i
for private placement 1,750,000 ! 476,000 1,680,000 95,152
for commissions paid -, - 100,000 3915
for resource properties - - 350,000 12,450
Exercised (5,624,0000 - (505,114) (1,035,350} {32,579}
Cancelled/Expired (14,000 {1,532) {1,745,000) {24,446)
Balance - end of year 2,664,650 537,034 6,552,650 567,680

§23,517.522

sazs

During the year ended August 31, 2006 the Company:

i) Issued 3,500,000 non-flow-through units for proceeds of $1,575,000.

Each unit consists of one non-ftow-through common share and one-half

. of one non-transferable share purchase warrant, each whole warrant

entities the holder to purchase one non-flow-through comman share at a
prica of $0.55 per share until January 21, 2008.

The estimated fair market value of the warrants totated $476,000 and
this amount has been allocated to the warrant component of the units.

fi

Issued 5,624,000 non-flow-through common shares pursuant to the

exercise of an eguivalent number of common share purchase warrants
for cash proceeds of $1,567,350. The Company has allocated the
$50:,114 recorded value of these warrants to the commen shares.

i} lssued 325,000 non-flow-through common shares pursuant to the
exercise of an equivalent number of stock options for cash proceeds of
$127,500. The Company has allocated the $17,489 recorded value of
these options to the common shares.

During the year ended August 31, 2005 the Company:

i} Issued 1,360,000 flow-through units for proceeds of $204,000 (of which
190,000 units were issued to directors and officers). Each flow-through
unit consists of one flow-through common share and one-half of one
non-transferable share purchase warrant, each whole warrant entitles
the holder to purchase one non-flow- through common share at a price of
$0.20 per share until January 3, 2006.

in connection with this private placement, the Company paid a commis-
sion of $12,000 cash plus 100,000 non-transferable share purchase
warrants, each wamant entitled the brokerage firm to purchase one commen

| B
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c)

share at a price of $0.20 per share until January 3, 2006.

The estimated fair market value of the warrants totaled $30,537, of
which $26,622 has been allocatéd to the warrant component of the units
and the remaining $3,915 was for commissions paid to the brokerage
firm. In addition, the Company has recorded $69,558 in future income
taxes related to these shares.

Issued 300,000 common shares and 100,000 non-transferable share
purchase warrants to the optioner of the U6 Savant Gold Project and the
Red Hill Copper-Zinc-Siiver Project. The estimated fair value of the war-
rants was $2,700 and this amount has been deferred as [resource
property costs.

iii} tssued 2,500,000 common shares at a deemed price of $0.12 per share
plus 250,000 share purchase warrants to Beta Minerals Inc. (*Beta”} to
acquire the five mining leases covering the Thor Lake rare metals deposrt

Each warrant entitles Beta to purchase one common share at a price of

$0.25 per share until May 2, 2007. The estimated fair value of Ithe war-
rants was 39,750 and this amount has been deferred as resource
property costs.

iv) Issued 2,000,000 non-flow-through units for proceeds of $240 000.
Each non-flow-through unit consists of one non-flow-through comman
share and one-half of ene non-transferable share purchase warrant gach
whole warrant entities the holder to purchase one non-ﬂow—through
common share at a price of $0.15 per share until April 15, 2007, The
estimated fair market value of the warrants was $68,530 and this amount
has been allocated to the warrant component of the units.

Issued 60,350 non-flow-through shares pursuant to the exercise of war-
rants for proceeds of $18,105. The Company has allocated theé $1,629
recorded value of these warrants tg the common shares,

vi) Issued 975,000 flow-through shares pursuant to the exercise of warrants
for proceeds of $195,000. The Company has allocated the $30,950
recorded value of these warrants to the common shares. In addition, the
Company has recorded $66,534 in future income taxes related to these
shares.

v

The fair values of the warrants were' estimated on the grant date usmg the
Btack-Scholes pricing model, with the following weighted average
assumptions:

2006 2005
Expected dividend yield Nil Nil
Risk-free interest rate 3.79% 314%
Expected life 2.0 years 1.6 years
Expected volatility 96% 99%

Warrant pricing models require the input of highly subjective assumptions
including the expected price volatility. Changes in the subjective input
assumptions can materially affect the fair value estimate, and therefore {he
existing models do not necessarily provide a reliable measure of the fair
valye of the Company's warrants.

The Company incurred Part XI1.6 interest expense of $84 (2005 - $3,069) on
the monthly unspent portions of the proceeds from its flow-through]ﬁnanc-
ings. This amount has been included in the Interest and financing costs.

Warrants :
As at August 31, 2006 the following warrants were issued and outstanding:

i) 39,650 non-flow-through warrants entitiing the holder to purchase
one common share at $0.30 per share, expiring February 26, 2007;

iy 875,000 non-flow-through warrants entitling the holder to purchase
one common share at $0.15 per share, expiring April 15, 2007;

iii) 1,750,000 non-flow-through warrants entitiing the holder to purchase
one common share at $0.55 per share, expiring January 20, 2008.

During the years ended August 31, 2006 and 2005, share purchase warrants
were issued, exercised and expired/cancelled as follows:

_ 2006 2005
Number = Weighted MNumber Weighted
of Average of Average

Warrants Ex. Price

Balance-beginning of year 6,552,650 $0.23
Issued 1,750,000 055 2130,000  0.16
Exercised (5,624,000 028 (1,035,350) :0.21
Expired/Cancelled (14,000) 030 {1,745000) 066

}
2664650 $0.41 6552650 8 0.23

Warrants Ex. Price
7,203000 $ :0.35

Balance - end of year

Stock Option Plan i

The sharehelders have approved a Stock Option Plan {the “Plan”) that pro-
vides for the issue of up to 6,000,000 common shares of the Company to
eligible emp’ oyees directors and service provrders of the Company and its

affiliates. |

The Plan avthorizes the granting of options to purchase shares of the
Company's common stock at an option price equal to or greater than the
average pric? of the shares for the ten trading days prior to the grant. The
options generally partially vest with the recipient at the time of granting, and
have a maxirnum term of 5 years.

During the ylears ended August 31, 2006 and 2:005, stock options were
granted, exercised and expired/cancelled as follows:
2008 ! 2005
Number Weighted Number Weighted
of Average!  of  Average

Options  Ex. Price’ QOptions Ex. Price
Balance-beginning of year 2,075,000 §0.31) 2,405,000 $ 0.39
Granted 1,425,000 0.62 75,000 0.25
Exercised {325,000) 039 - -
Expired/Canczlled (100,000) 0.75; {405,000} 0.77
Balance - entl of year 3075000 $043 i 2,075,000 & 0.31

0

During the year ended August 31, 2006 the Compahy granted:

i} 225,000 fully vested stock options to empioyees directors and officers.
Each nptron entitles the holder to purchase one share of the Company’s
oumrnun stock at a price of $0.48 per share unul November 22, 2010.
The e‘“tlmated fair value of these options was $76 838 and this amount
has bizen expensed as stock-based oompensahon

i) an aggregate of 350,000 stock options to six consuttants. Each
option entitles the holder to purchase one share of the Company’s
common stock at a price of $0.40 per share until October 3, 2007,
These,options vest at the rate of 25% every three months following
October 3, 2005.

As at dugust 31, 2008, 262,500 of these options have been vested
and 53,322 have been accrued. The estimated fair value of these
320,822 options totaled $226,458 and this amount has been
expensed as stock based compensation |

iiiy 200,000 stock options to a consultant. Each option entitles the hold-
er to purchase one share of the Company's common stock at a price
of $0.48 until December 14, 2007. These options vest at the rate of
25% every three months following December 14, 2005.

As at August 31, 2006, 100,000 of these options have been vested
and 41,667 options have been accrued. The estimated fair value of
these 141,667 options totaled $70,690 and this amount has been
expensied as stock based compensation i

200,000 fully vested stock options to directors and officers. Each
option entitles the holder to purchase one share of the Company's
commun stock at a price of $0.69 per share until March 13, 2011.
The estimated fair value of these optionsiwas $95,260 and this
amoun_t has been expensed as stock-based compensation.

v} 200,000 stock options to an officer. Each o'ptiun entitles the holder
o purchase one share of the Company's common stock at a price of
$0.69 jrer share until March 13, 2011. These options vest at the rate
of 50,000 per year with tha first 25,000 veslmg six months following
March 13, 2006.

As at August 31, 2008, 22,917 options have been earned and the
estimated fair value of $10,917 has been mc!uded as stock based
cumpensatlon

i

-~

viy 150,000 fully vested stock options to an officer. Each option entitles
the holijer to purchase one share of the Company’s comman stock at
a price of $1.08 per share until June 21, 2011, The estimated fair
value cf these options was $125,730 and this amount has been
expens2d as stock-based compansation. i

vii) 100,000 stock options to a consultant. Each option entitles the holder
to purchase one share of the Company’s commaon stock at a price of
$1.08 until June 21, 2008. These options vest at the rate of 25%
every three months following June 21, 2006

r }
As at August 31, 2006, 19,442 of these options have been accrued.
The eshmated fair value of $6,719 for the accrued aptions have been
expensvd as stock-based compensation. |

|
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The fair value of these stock options to employees, directors and officers was
estimated at the grant date and the options to consultants were estimated at the
service completion date based on the Black-Scholes pricing model, using the

following weighted average assumptions:

) 2006 2005
Expected dividend yield Nil Nil
Risk-free interest rate 4.07% 3.57%
Expected life 35years 5.0years
Expected volatility 86% 86%

Option pricing models require the input of highly subjective assumptions includ-
ing the expected price volatility. Changes in the subjective input assumptions
can materially affect the fair value estimate, and therefore, the existing models
do not necessarily provide a reliable measure of the fair value of the Company's

stock options.

As at August 31; 2006 the following options were outstanding:

' Number of Options Weighted Average
Option Price | Unvested Vested Remaining Contractual Life
$1.08 '100,000 150,000 2.3 years
$ 069 200,000 200,000 4.5 years
$ 048 l 100,000 325,000 2.9 years :
$ 0.40 i 87,500 262,500 1.1 years
$038 - - 300,000 0.1 years
$027 - 300,000 (.5 years
$ 025 : - 602,500 2.5 years
$020 ] 447,500 1.6 years
; 487,500 2,587,500
Contributed Surplus

Contributed surplds consist of the following components:

|
i

2006 2005
Stock Options
Balanice - beginning of year $ 120,368 § 108,798
Granted to employees, directors and officers
: (note 6d) 308,765 13,050
Granted to c@nsultauﬂs (note 6d} 303,867 -
Cancellede);pired - {1,480)
Exercised | {17,488) -
Balance - end of year N5512 120,368
i
Expired Warrant:lf. and Options
Batance - beglnnmg of year 25,926 -
Expired \nmn'ams 1,532 24,446
Expired uphons - 1,480
Balance - end of year 27,458 25,926
[
$ 146,294

¢ § 742970

Related Party Transactions

a)  During the year ended August 31, 2006 the Company incurred consulting
fees of $57,500 (2005 - $79,900) with an officer and director, of which
$57,500 (2005 - $42,100) were deferred as resource property costs. As at
August 31, 2006 accounts payable included $6,189 (2005 - $28,557)
payable to }his officer and director.

B  During the year ended August 31, 2006 the Company incurred accounting
and consulting fees of $39,820 {2005 - $62,898) with an accounting firm in
which an officer is a partner. As at August 31, 2006 accounts payable
included $20,141 (2005 - $31,460) payable to this accounting firm.

¢)  During the year ended August 31, 2006 the Company incurred legal fees of
$Nil {2005 - $1,000 )} with a fermer officer of the Company.

d)  AsatAugust 31, 2006 accounts payable included $5,000 (2005 - $24,000)
in directors' fees payable to the Company's directors.
Additional related party transactions are described separately in note 6(b).
1
!
Income Taxes ~

a) Future Inc:ome Tax Assets

The tax effects of temporary differences that give rise to significant portions
of the future income tax assets and liabilities at August 31, 2006 and 2005
are as follows:

!

10.

1.

12,

2006 2005

Difference in resource properties ' $1,876,371 $1,807,239
Difference in long term investments 67,059 70,401
Difference in property, plant and equipment 17,062 15,248
Non-capital loss carry forwards 73,882 26,785
Capital loss carry forwards . 280,483 311,703

; 2,314,837 2,231,376
Less: valuation aliowance {2,314,837) (2,231,376)
Net future income tax assets ' 5 - %

1

A valuation allowance has been ap'ﬁlied against all of the above future
income tax assets. '
b} Non-Capital Losses

The Company has non-capital losses carried forward of approximately
$227,000 (2005 - $78,000) availablg to reduce future years' taxable
income. These losses will expire as follows:

2009 $ 15,000
2010 ', 19,000
2014 | 40,000
2015 4,000
2026 149,000

c) Capita! Losses \

The Company has capital losses carried forward of approximately
$1,800,000 {2005 - $1,800,000} available to reduce future years’
capital gains.

d) Canadian Exploration and Development Expenses

The Company has cumulative anad:an development expenses of
$3,081,935 {2005 - $2,967,000) and cumulative Canadian exploration
expenses of $7,457,000 (2005 - $6 149,000} available to reduce future
years' taxable income. )
1
Financial Instruments 1

Fair Values

Except as disclosed etsewhere in these financial statements, the carrying amounts
for the Company's financial instruments approximate their fair values because of
the short-term nature of these items. ‘

Credit Risk

The Company moniters the financial candition of its venture partners and counter
parties to contracts. The Company does not have a significant expasure to any indi-
vidual third party. Credit risk on amounts recewable is limited to the outstanding

balance of such amounts. |

Commitment

The Company has a standby letter of credit of $76,580 for its closure plan at
Separation Rapids related to the Company's advanced exploration permit.

Subsequent Events

.

*

Subsequent to the year ended August 31, 2006 the Company:

a)

b}

¢

d)

e)

issued 914,650 common shares pur'suant to the exercise of an equivalent
number of share purchase warrants for cash proceeds of $343,145.

issued 300,000 common shares pur'suant to the exercise of an equivalent
number of stock options by an offi cer of the Campany for cash proceeds of
$114,000.

granted 100,000 stock options to a consuitant. Each option entitles the holder
1o purchase one share of the Company’s common stock at a price of $0.80
per share untit October 17, 2008. These options will vest at the rate of 25%
every three months following Octobe;r 17, 2006.

granted 300,000 fully vested stock :options to an officer of the Company
Each option entitles the holder to purchase one share of the Company’s com-
maon stock at a price of $0.80 per share until October 17, 2011,

200,000 of the Company's unvested stock options with an exercise price of
$0.69 were cancelled.

was granted a special exploration licence to search and prospect for al min-
erals except for coal, salt, potash and uranium within 4 claims totaling
approximately 880 acres in the East Kemptville area of Yarmouth, Nova
Scotia. In order to keep the licence in good standing, the Company must
incur $2,250,000 in exploration expenditures by July 31, 2009.

| |23




MANAGEMENT’'S RESPONSIBILITY FOR

FINANCIAL REPORTING

The financial statements and other financial information for this annual report were prepared by the

management of Avalon Ventures Ltd., reviewed by the Au
approved by the Board of Directors.

Management is responsible for the preparation of the financial statements and believes that they fairly

represent the Company's financial position and the result
generally accepted accounting principles. Managemen

financial statements based on estimates, judgements, and policies that it believes reasonable in the

circumstances.

To discharge its responsibilities for financial reporting and for the safeguarding of assets, manage-

ment believes that it has established appropriate syste

provide reasonable assurance that the assets are mlaintained and accounted for in accordance
with its policies and that transactions are recorded accu

Bolton & Bolton, Chartered Accountants were appointed as

PRESIDENT AND CEO

TORONTO, ONTARIO
NOVEMBER 17, 20006
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|dit Committee of the Board of Directors, and

s of operations in accordance with Canadian
t has included amounts in the Company's O

ms of internal accounting control which
rately in the Company's books and records.

auditors by the sharcholders of the Company.
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