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Second Wave Petroleum Inc.
Balance Sheets

As at December As at December
31, 2009 31, 2008
ASSETS
Current assets:
Accounts receivable $ 2,633,152 % 2,341,161
Prepaid expenses 225,253 626,775
Future tax asset (note 7) 2,519,000 -
5,377,405 2,967,936
Property and equipment (note 4) 86,262,363 70,680,994
$ 91,639,768  $ 73,648,930
LIABILITIES AND SHAREHOLDERS’ EQUITY
Current liabilities:
Accounts payable and accrued liabilities $ 12,521,773 $ 5,278,977
Loans payable (note 5) 4,238,450 15,675,606
Financial derivatives contracts (note 13i) 444,182 -
Asset retirement obligation (note 8) 200,000 -
17,404,405 20,954,583
Loans payable (note 5) - 7,365,205
Convertible debenture (note 6) 3,834,907 -
Asset retirement obligation (note 8) 6,905,005 6,156,862
28,144,317 34,476,650
Shareholders’ equity:
Share capital (note 9b) 61,106,682 32,043,284
Warrants (note 99) 2,931,553 3,199,698
Contributed surplus (note 9h) 6,144,552 4,175,145
Equity component of convertible debenture (note 6) 140,729 -
Deficit (6,828,065) (245,847)
63,495,451 39,172,280
Contingencies and commitments (note 10)
Subsequent events (note 14)
$ 91,639,768 $ 73,648,930

See accompanying notes to financial statements.

Approved by the Board:

Signed “Colin Witwer” Director

Signed “Alan Steele” Director
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Second Wave Petroleum Inc.

Statements of Loss, Comprehensive Loss and Deficit
For the years ended December 31, 2009 and 2008

2009 2008
REVENUE
Crude oil, natural gas, and natural gas liquids sales $ 15,651,553 $ 21,617,788
Royalties (1,757,864) (2,800,831)
Realized loss on financial derivative contracts (note 13) (609,174) (361,334)
Unrealized loss on financial derivative contracts (note 13i) (444,182) -
Other income 207,682 -
13,048,015 18,455,623
EXPENSES
Operating 8,622,481 7,443,336
Transportation 388,924 383,767
General and administrative 2,300,482 2,529,299
Depletion, depreciation and accretion 9,903,433 6,809,283
Financing 1,145,545 356,153
Stock based compensation 1,300,396 1,214,349
Accretion of convertible debenture 35,472 12,683
23,696,733 18,748,870
Loss before income taxes (10,648,718) (293,247)
Income taxes
Future income tax recovery (note 7) (4,066,500) -
Loss before non-controlling interest (6,582,218) (293,247)
Non-controlling interest - 47,400
Net loss and comprehensive loss (6,582,218) (245,847)
Deficit, beginning of year (245,847) (33,003,382)
Reduction of stated capital (hote 9i) - 33,003,382
Deficit, end of year $ (6,828,065) $ (245,847)
Net loss and comprehensive loss per share
Basic (note 9¢) $ (0.15) $ (0.02)
Diluted (note 9¢) $ (0.15) $ (0.01)

See accompanying notes to financial statements.
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Second Wave Petroleum Inc.

Notes to the Financial Statements
For the years ended December 31, 2009 and 2008

2.

Significant accounting policies (continued)

O]

(m)

(n)

While management believes that its estimates have been reasonable in the circumstances,
events within the last year including the global credit market crisis, the volatility in the prices
of crude oil and natural gas, the recession in Canada and the slowdown of economic growth
in the rest of the world has created a substantially more volatile business environment. These
conditions will limit certain of the Company’s previously planned business development
activities and it will continue to provide risk for the Company’s future. To prepare these
financial statements, management has recorded adjustments and included disclosures based
on their best estimates of projected business activity and future cash flows.

Comprehensive loss

The statement of comprehensive loss is comprised of net loss and other comprehensive loss
which may report the changes in fair value in, derivatives designated as cash flow hedges and
available-for-sale investments and foreign exchange translation. Second Wave had no “other
comprehensive income or loss” transactions during the year ended December 31, 2009 and
2008 and no opening or closing balances for the accumulated other comprehensive loss.

Basis of presentation:

Certain amounts from the prior year have been reclassified to conform to the current years
presentation.

Changes in accounting policies:

On January 1, 2009, the Company adopted the Canadian Institute of Chartered Accountants
(CICA) Section 3064, Goodwill and intangible assets, replacing Section 3062, Goodwill and
other intangible assets and Section 3450, Research and development costs. This section
clarifies the criteria for the recognition of assets, intangible assets and internally developed
intangible assets. No changes were required to these financial statements as a result of this
change.

In January 2009, the CICA issued EIC-173, “Credit Risk and the Fair Value of Financial
Assets and Financial Liabilities” which requires the Company to consider its own credit risk
as well as the credit risk of its counterparty when determining the fair value of financial
assets and liabilities, including derivative instruments. The accounting treatments provided
in EIC-173 have been applied in the preparation of these financial statements and, as
required, have been applied retrospectively without restatement of prior periods. The
adoption of this standard did not have an impact on the financial statements.

Effective December 31, 2009, the Company adopted amendments to CICA Handbook
Section 3862, Financial Instruments - Disclosures. The amendments include enhanced
disclosures related to the fair value of financial instruments and the liquidity risk associated
with financial instruments. These amendments are consistent with recent amendments to
financial instrument disclosure standards in International Financial Reporting Standards
(“IFRS”). The additional disclosures have been provided in Note 13.

Second Wave Petroleum Inc. | 9



Second Wave Petroleum Inc.
Notes to the Financial Statements
For the years ended December 31, 2009 and 2008

2.

Significant accounting policies (continued)

(o)  Future Accounting Pronouncements:

In January 2009, the AcSB issued Section 1582, Business Combinations, which replaces
former guidance on business combinations. Section 1582 establishes principles and
requirements of the acquisition method for business combinations and related disclosures.
This statement applies prospectively to business combinations for which the acquisition date is
on or after the beginning of the first annual reporting period beginning on or after January
2011 with earlier application permitted. The Company does not expect that the adoption of
this new Section will have a material impact on its financial statements.

In January 2009, the AcSB issued Sections 1601, Consolidated Financial Statements, and
1602, Non-controlling Interests, which replaces existing guidance. Section 1601 establishes
standards for the preparation of consolidated financial statements. Section 1602 provides
guidance on accounting for a non-controlling interest in a subsidiary in consolidated financial
statements subsequent to a business combination. These standards are effective on or after the
beginning of the first annual reporting period beginning on or after January 2011 with earlier
application permitted. The Company does not expect that the adoption of this new Section
will have a material impact on its financial statements.

Acquisition
Acquisition of Milagro Energy Inc:

During the year ended December 31, 2008, the Company acquired all of the outstanding shares of
Milagro Energy Inc. (“Milagro”) for total consideration of $2,514,294.

Under the terms of the agreement, the Company issued a total of 4,995,300 Class A shares and
4,995,300 Class A share purchase warrants for the shares of Milagro. Each warrant was
exercisable into one Class A share of the Company at $0.40 per warrant until they expire on May 8,
2009. As aresult of a 1 for 10 share consolidation that occurred on June 25, 2008, the Company
issued 499,530 common shares and 499,530 warrants which were exercisable into common shares
at $4.00 per warrant. The acquisition has been recorded using the purchase method and the
estimated fair value of the assets and liabilities acquired have been allocated as follows:

The purchase price consists of:

499,530 units consisting of 1 share and 1 warrant $ 1,684,276
Acquisition costs 830,018

$ 2,514,294

Fair value of assets and liabilities:

Property and equipment $ 26,264,782
Current assets (including cash of $200,483) 1,356,252
Accounts payable (3,699,262)
Debt (17,950,514)
Asset retirement obligation (3,456,964)

$ 2,514,294
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Second Wave Petroleum Inc.
Notes to the Financial Statements
For the years ended December 31, 2009 and 2008

3. Acquisition (continued)

An additional 26,071 common shares of Second Wave valued at $73,000 were issued to executive
management of Milagro for severance.

Milagro’s results are included in the results of the Company subsequent to May 8, 2008 which is the
date that it acquired control of Milagro.

4. Property and equipment

December 31, 2009

Accumulated Depletion,

Depreciation and Net Book
Cost amortization Value

Petroleum gnd natural
gas properties $137,554,716 $51,334,884 $86,219,832
Office equipment 137,891 95,360 42,531
$137,692,607 $51,430,244 $86,262,363

December 31, 2008

Accumulated Depletion,

Depreciation and Net Book
Cost amortization Value

Petroleum and natural
gas properties $112,584,610 $41,953,884 $70,630,726
Office equipment 131,128 80,860 50,268
$112,715,738 $42,034,744 $70,680,994

At December 31, 2009, $8,798,000 (2008 - $8,055,232) of undeveloped land costs have been
excluded from the depletion base. Future development costs of $10,560,000 (2008 — $7,484,000)
were included in the calculation of depletion. During 2009, $384,635 (2008 — $661,118) of stock
based compensation costs and $618,364 (2008 — $663,469) of general and administrative costs have
been capitalized.

The Company performed a ceiling test calculation at December 31, 2009 to assess the recoverable
amount of its petroleum and natural gas properties. The commaodity prices used in the calculation
are based on December 31, 2009 benchmark commaodity price forecasts of an independent reserve
evaluator adjusted for commaodity price differentials of the Company, and are as follows:
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Second Wave Petroleum Inc.
Notes to the Financial Statements
For the years ended December 31, 2009 and 2008

4.  Property and equipment (continued)

Heavy Oil Light & Medium Qil Natural Gas

Bow River  Western Canadian Edmonton AECO-C
Heavy Sour Crude (CDN  par Light Crude Spot

(CDN$/bbl) $/bbl) (CND $/bbl) (CDN $/mmbtu)

2010 71.61 70.76 83.26 5.96
2011 72.59 71.70 86.42 6.79
2012 73.45 72.51 89.58 6.89
2013 74.19 73.20 92.74 6.95
2014 76.72 75.68 95.90 7.05
2015 78.27 77.20 97.84 7.16
2016 79.85 78.75 99.81 7.42
2017 81.46 80.33 101.83 7.95
2018 83.11 81.95 103.88 8.52
2019 84.78 83.59 105.98 8.69

Thereafter, the estimated market prices increase by an average annual percentage change of 2%.

Based on these assumptions the undiscounted amount of the future net revenues from Second
Wave’s proved reserves exceeded the carrying value of the petroleum and natural gas properties.

5.  Loans payable

December 31,

December 31,

2009 2008

Cheques issued in excess of balance in bank
accounts $ 717605 $ 2,475,606
Revolving operating loan facility (note 5a) 3,520,845 13,200,000
Term loan payable (note 5b) - 7,365,205
Balance, end of year $ 4,238,450 $ 23,040,811
Current portion 4,238,450 15,675,606
Long term portion - 7,365,205
$ 4,238,450 $ 23,040,811
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Second Wave Petroleum Inc.
Notes to the Financial Statements
For the years ended December 31, 2009 and 2008

5.

Loans payable (continued)

(@)

(b)

Revolving operating and term loan facility:

At December 31, 2009, the Company had a $20,000,000 facility with its senior lender
consisting of a $15,000,000 demand revolving operating line and a $5,000,000 demand
revolving development line. The operating line bears interest at the lender’s prime rate plus
1.5% while the development line bears interest at the lender’s prime rate plus 1.75%. The
debt facilities have the first security charge on all of the assets of the Company. Unamortized
loan service fees amounting to $29,155 were offset against the $3,550,000 principal amount
of the revolving loan outstanding. No amount of the development line was outstanding.

Second Wave is required to meet certain covenants including providing certain financial
information on a timely basis. The Company is also required to maintain a working capital
ratio of not less than 1:1 as defined in the agreement, which includes the undrawn portion of
the facility. As at December 31, 2009 the Company was in compliance with its financial debt
covenants.

Term loan payable:

In 2008, the Company had a term loan payable in connection with the acquisition of Milagro
Energy Inc, the Company obtained a $7,500,000 credit facility from its major shareholder.
The loan was due on May 8, 2010 and bore interest at the bank’s prime rate plus 2%, and
was secured by assets of the Company. In 2008, unamortized loan service fees amounting to
$134,795 were offset against the $7,500,000 principal amount of the loan outstanding. This
loan was repaid during 2009 through the conversion into the $4,000,000 convertible
debenture and the issuance of 2,500,000 shares at $1.40 per share.

Convertible debenture

The Company classifies convertible debentures as debt with a portion of the proceeds allocated to
equity to represent the inherent value of the conversion option. In the event that the debentures are
converted into common shares of the Company, the debt and equity components are reclassified
into share capital. The debt balance associated with the convertible debentures accretes over time
to the amount owing at maturity with the accretion reflected as non-cash interest expense in the
statement of operations.
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Second Wave Petroleum Inc.

Notes to the Financial Statements
For the years ended December 31, 2009 and 2008

6.

Convertible debenture (continued)

December 31, 2009 December 31, 2008

Equity Debt Equity Debt
Convertible debenture Component Component Component Component
Balance, beginning of year $ -3 - $ 506481 $ 8,585,844
Conversion of debenture - - (506,481) (8,493,519)
Transfer of excess of carrying amount
of debenture to contributed surplus - - (105,008)
Debenture issued - 4,000,000 - -
Commitment fee amortization - (59,836) - -
Equity portion 140,729 (140,729) - -
Accretion of non-cash interest
expense - 35,472 - 12,683
Balance, end of year $ 140,729 $ 3,834,907 $ - $

Concurrently with the equity offering that closed on June 30, 2009, the Company issued a
$4,000,000 convertible debenture (the “Debenture”) to its major shareholder to repay $4,000,000 of
a $7,500,000 term loan that was due May 8, 2010. The Debenture bears interest at a fixed rate of
7% per annum, matures on June 30, 2011, and is convertible at the holder’s option at any time into
common shares of the Company at a conversion price of $1.20 per share. The Company does not
have the right to repay the Debenture prior to its maturity, however it can force the early conversion
after June 30, 2010, into 3,333,333 common shares if the share price exceeds $1.80 per share for a
thirty day period with a minimum share trading volume. Should the Company force early
conversion, it would be required to pay interest to the maturity date of the Debenture. The
Debenture is subordinate to the Company’s senior lender and is secured by assets of the Company.

The equity portion of the Debenture was calculated using the residual valuation approach, where
the liability component is valued and the difference between the proceeds of the Debenture and the
fair value of the liability is assigned to the equity component. A market interest rate of 9.0% was
used in the calculation.

On July 30, 2007, the Company issued a secured convertible debenture in the amount of
$9,000,000. The Debenture bore interest at bank prime rate plus 2% per annum, had a fixed charge
on all the assets of the Company and was due on July 30, 2009. On January 17, 2008, the
Company’s major shareholder and debenture holder, exercised its option to convert its $9,000,000
convertible debenture into 8,181,818 common shares of Second Wave.
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Second Wave Petroleum Inc.
Notes to the Financial Statements
For the years ended December 31, 2009 and 2008

7.

Future income taxes

The provision for income taxes in the financial statements differs from the result which would be
obtained by applying the federal and provincial tax rate to the Company’s loss before income taxes.
This difference results from the following items:

2009 2008
Net loss and comprehensive loss before income taxes
and minority interest $ (10,648,718) $ (293,247)
Combined federal and provincial tax rate 29.14% 29.74%
Calculated “expected” income tax recovery (3,103,000) (87,200)
Increase (decrease) resulting from:
Other non-deductible items 521,400 366,100
Change in tax rate 440,300 236,800
Change in previously estimated tax pools (1,198,300) -
Valuation allowance (694,200) (679,600)
Other (32,700) 163,900
Future income tax recovery $ (4,066,500) $ -

The components of the Company’s net future income tax asset are as follows:

Property and equipment, and asset retirement 1,107,600
obligation $ (750,000) $

Share issuance costs 600,000 380,500
Non capital losses 11,212,000 7,841,400
Other 274,000 181,700
Valuation allowance (8,817,000) (9,511,200)
Net future income tax asset $ 2,519,000 $ -

The Company has accumulated non-capital losses for income tax purposes of approximately
$44,800,000 which are available against future taxable income. Unless sufficient taxable income is
earned, these losses will expire between 2011 and 2029.

Asset retirement obligation

The Company’s asset retirement obligations result from its net ownership interest in petroleum and
natural gas properties. A credit adjusted risk free rate of 9.0% (2008 - 7.5%) and an inflation rate
of 2% (2008 - 2%) were used to calculate the fair value of the asset retirement obligation.
Undiscounted estimated cash flow of $8,858,000 (2008 - $8,382,000) are required to settle the
obligation at estimated dates in the future ranging from 2010 to 2026.
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Second Wave Petroleum Inc.
Notes to the Financial Statements
For the years ended December 31, 2009 and 2008

8.  Asset retirement obligation (continued)

December 31, December 31,

2009 2008

Balance, beginning of year $ 6,156,862 $ 2,374,826
Liabilities incurred 150,330 101,238
Accretion 507,936 398,583
Acquired on asset acquisitions - 57,589
Acquired on business acquisitions (note 3) - 3,456,964
Disposed on asset dispositions (52,390) -
Changes in accounting estimates 379,939 (19,796)
Abandonments (37,672) (212,542)
Balance, end of year $ 7,105,005 $ 6,156,862
Current portion 200,000 -
Long term portion 6,905,005 6,156,862
Total 7,105,005 6,156,862

9. Share capital

(@ Authorized:
The authorized share capital currently consists of an unlimited number of common shares.

On May 26, 2008, the Company exercised it right to convert all of its Class B shares into
Class A shares, whereby for each Class B share outstanding, 10 Class A shares were issued.
On June 25, 2008, shareholders approved the consolidation of the Class A shares of the
Company on a one for ten basis, the cancellation of Class B shares, and the redesignation of
the Class A shares into common shares. All share numbers in these financial statements have
been retroactively adjusted to reflect the share consolidation.
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Second Wave Petroleum Inc.
Notes to the Financial Statements
For the years ended December 31, 2009 and 2008

9. Share capital (continued)

(b) Issued and outstanding:

December 31, 2009 December 31, 2008

Number of Number of
Common Shares Shares Value Shares Value
Balance, beginning of year 30,953,709 % 32,043,284 12,956,913 $ 35,873,910
Issued for cash (note 9c) 29,370,731 32,626,629 600,489 1,080,880
Issued on conversion of
convertible debenture (note 6) - - 8,181,818 9,000,000
Issued on private placement to
related party (note 9c) - - 4,000,000 10,000,000
Black Scholes value transferred
to warrants - - - (2,931,553)
Issued on corporate acquisition
(note 3) - - 525,601 1,488,318
Warrants exercised (note 9g) - - 3,780,372 4,708,170
Transfer of carrying value on
exercise of warrants (note 9g) - - - 1,062,856
Shares issued on a “flow
through” basis on exercise of
warrants (note 9d) - - 193,000 231,600
Exchange of Class B shares - - 935,616 5,117,432
Stock options exercised (note
9f) - - 10,000 19,003
Reduction of stated capital
(note 9i) - - - (33,003,382)
Future tax effect of flow-
through shares - (1,547,500) - -
Share issue costs (net of future
income taxes of Nil;
2008 - $Nil) - (1,978,707) - (364,648)
Shares acquired under normal
course issuer bid (note 9j) (36,500) (37,024) (230,100) (239,302)
Balance, end of year 60,287,940 $ 61,106,682 30,953,709 $ 32,043,284
Class B Shares
Balance, beginning of year - $ - 93562 $ 5,117,432
Converted to common shares - - (93,562) (5,117,432)
Balance, end of year - $ - - $ -
Balance, end of year -
common shares 60,287,940 $ 61,106,682 30,953,709 $ 32,043,284
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Second Wave Petroleum Inc.
Notes to the Financial Statements
For the years ended December 31, 2009 and 2008

9.

Share capital (continued)

(©)

Issued for cash:

On October 20, 2009, the Company closed an equity financing for gross proceeds of
$18,002,340. The financing was comprised of 10,715,600 common and 1,765,000 shares on
a “flow-through” basis issued at $1.40 and $1.70 per share respectively. The Company’s
major shareholder subscribed for 2,500,000 common shares representing gross proceeds of
$3,500,000. Under terms of the subscription agreement the Company is required to incur and
renounce $3,000,500 of Canadian Exploration Expenditures to the flow through subscribers
on or before December 31, 2010.

On June 30, 2009, the Company closed a private placement equity financing for aggregate
gross proceeds of $10,644,000. The financing was comprised of 5,165,000 common and
5,710,000 on a “flow-through” basis issued at $0.90 and $1.05 per share respectively. The
Company’s major shareholder subscribed for 4,445,000 common shares representing gross
proceeds of $4,000,500. Under terms of the subscription agreement the Company is required
to incur and renounce $5,995,500 of Canadian Exploration Expenditures to the flow through
subscribers on or before December 31, 2010.

On February 17, 2009, the Company closed a private placement equity financing for
aggregate gross proceeds of $3,980,289. A total of 6,015,131 common shares were issued by
the Company on a “flow-through” basis. The Company’s major shareholder subscribed for
5,757,575 flow-through shares at $0.66 per share for proceeds of $3,800,000 while
management subscribed for 257,556 flow-through shares at $0.70 per share for proceeds of
$180,289. Under the terms of the subscription agreement the Company is required to incur
and renounce to subscribers $3,800,000 of eligible Canadian Development Expenditures on
or before February 28, 2011 and an additional $180,289 of eligible Canadian Exploration
Expenditures on or before December 31, 2010. As at December 31, 2009, all of these
expenditures have been incurred, and renounced to subscribers.

On May 8, 2008, the Company issued 4,000,000 Units at $2.50 per unit for gross proceeds of
$10,000,000 to the majority shareholder. Each unit consisted of one share and 0.6 share
purchase warrant exercisable at $3.125 per warrant.

On January 17, 2008, the Company issued 600,489 Units at $1.80 per unit for gross proceeds
of $1,080,880. Each Unit consisted of one flow through share and one share purchase
warrant. The warrant was exercisable at $2.00 until January 17, 2010. The Company used
the Black-Scholes option pricing model to determine the values of the share purchase
warrants in connection with the issuance. Second Wave incurred the entire $1,080,880 in
eligible flow through expenditures during 2008, and renounced to subscribers in 2009.
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Second Wave Petroleum Inc.
Notes to the Financial Statements
For the years ended December 31, 2009 and 2008

9.

Share capital (continued)

(d)

(€)

(M

Flow-through shares issued:

During the year ended December 31, 2008, 193,000 shares of the Company were issued on
the exercise of $1.20 flow through warrants. The Company incurred 100% of these funds on
qualifying exploration and development expenditures during 2008 and renounced $231,600 to
subscribers in 2009.

Per share data:

The basic weighted average number of shares outstanding during the year ended December
31, 2009 was 44,152,415 (2008 — 28,557,017). During the year ended December 31, 2009
and 2008, all warrants and options would have an anti-dilutive effect as the Company was in
a loss position.

Stock option plan:

The Company has a stock option plan for directors, officers, employees and consultants. The
Company may grant up to 10% of the aggregate number of Common shares outstanding and
no one optionee is permitted to hold more than 5% of the total options granted. Options vest
as to one third on the each of the first, second and third anniversary dates. All options expire
five years from the date of grant.

December 31, 2009 December 31, 2008

Weighted Weighted

average average

Number of exercise Number of exercise

options price options price

Balance, beginning of 2,507,500 $ 2.84 1,267,500 $ 2.30
year

Granted 2,989,500 1.08 1,752,500 2.76

Cancelled (522,500) 2.66 - -

Repriced 392,000 0.70 - -

Exercised - - (10,000) 1.20

Forfeited (315,000) 2.15 (502,500) 2.20

Balance, end of year 5,051,500 $ 1.59 2,507,500 $ 2.64

Exercisable — end of year 880,004 $ 2.68 380,000 $ 2.84
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Second Wave Petroleum Inc.
Notes to the Financial Statements
For the years ended December 31, 2009 and 2008

9.

Share capital (continued)

December 31,

2009 Options outstanding Options exercisable
Weighted Weighted
Average Average
Remaining Remaining
Exercise Price Number Life (years) Number Life (years)
$0.46 80,000 4.21 - -
$0.70 1,487,000 4.14 - -
$0.90 821,000 4.55 - -
$1.30 160,000 4.84 - -
$1.45 15,000 4.88 - -
$1.80 788,500 4.93 - -
$2.00 660,000 2.69 506,668 2.60
$2.40 265,000 3.04 88,334 3.04
$2.60 190,000 3.16 63,333 3.16
$2.80 200,000 3.42 66,667 3.42
$3.33 345,000 3.53 115,002 3.53
$10.00 40,000 151 40,000 151
5,051,500 880,004

The weighted average price per option granted in 2009 was $1.03 (2008 - $2.76).

The fair value of options granted during the year ended December 31, 2009 was $1,879,200
(2008 - $3,426,900), calculated using a risk free rate between 2% and 4%, dividend yield of
0%, volatility factor of 75%, and an expected life of 5 years. The value of the options is
recorded as stock based compensation expense, with an offsetting amount to contributed
surplus based on the vesting terms. During 2009, $384,635 (2008 — $661,118) of stock based
compensation has been capitalized.

In February 2009, the Company cancelled 522,500 previously granted and outstanding stock

options to all of its non-executive employees, and concurrently granted a total of 392,000
stock options to replace the cancelled options. The cancelled options had exercise prices
ranging between $0.90 and $3.33 per option, and were replaced with options having an
exercise price of $0.70 per option. For stock based compensation purposes, the cancellation
and re-issue of the options was treated as a modification of the existing stock option grants.
As a result of the modification, an additional $94,070 of stock based compensation is
amortized over the revised life of the options granted.
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Second Wave Petroleum Inc.

Notes to the Financial Statements
For the years ended December 31, 2009 and 2008

9. Share capital (continued)

(9) Warrants:

December 31, 2009 December 31, 2008
Number of Number of
Warrants Value Warrants Value
Balance, beginning of year 3,498509 $ 3,199,698 8,163,450 $ 1,957,057
Issued with shares - 3,000,489 2,931,553
Issued on corporate acquisition (note 3) - - 499,530 268,958
Warrants exercised - - (2,930,372) -
Loan extension warrants exercised - - (850,000)
Flow through warrants exercised - - (193,000)
Transfer of carrying value on exercise of
warrants - - - (1,062,856)
Warrants expired (498,020) (268,145) (4,191,588) (895,014)
Balance, end of year 3,000,489 $ 2,931,553 3,498509 $ 3,199,698
Number of Exercise
Outstanding Warrant Expiry Table Warrants Price Warrant Expiry Date
Issued on January 2008 private placement 600,489 $2.00 January 17, 2010
Issued on May 2008 private placement 2,400,000 $3.125 May 8, 2010
3,000,489 $3.06

All warrants issued by the Company have been valued using the Black-Scholes option pricing
model calculated using a risk free rate between 3% and 4%, dividend yield of 0%, volatility
factor of 75%, and expected life equal to the life of warrant.

On May 8, 2009 and December 31, 2008 a total of 498,020 and 4,191,588 warrants
respectively expired unexercised, with the related amounts of the expired warrants included
in contributed surplus.

On May 8, 2008, the Company issued 4,000,000 Units at $2.50 per unit for gross proceeds of
$10,000,000. Each unit consisted of one share and 0.6 share purchase warrant exercisable at
$3.125 per warrant. The Company used the Black-Scholes option pricing model to determine
the values of the share purchase warrants in connection with the issuance. The Black-Scholes
value of the warrants was $2,673,823. The resulting 2,400,000 warrants expire on May 8,
2010.

Under the terms of the agreement to acquire Milagro Energy Inc., the Company issued an
aggregate of 499,530 warrants exercisable at $4.00 per warrant. The Company used the
Black-Scholes option pricing model to determine the value of the warrants in connection with
the issuance which was $268,958. A total of 1,508 of these warrants were exercised
subsequent to their issue in 2008. The remaining outstanding warrants expired on May 8,
20009.
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On January 17, 2008, the Company issued 600,489 Units at $1.80 per unit for gross proceeds
of $1,080,880. Each Unit consisted of one flow through share and one share purchase
warrant exercisable at $2.00 per warrant. The Company used the Black-Scholes option
pricing model to determine the values of the share purchase warrants in connection with the
issuance. The Black-Scholes value of the warrants was $257,730. These warrants expire on
January 17, 2010. On January 15, 2010, 443,020 of these warrants were exercised for gross
proceeds of $886,040, and the remaining unexercised warrants expired.

On September 11, 2007, the Company issued 4,550,000 Units at $1.10 per unit for gross
proceeds of $5,005,000. Each unit consisted of one share and one flow through warrant
exercisable at $1.20 until they expired on December 31, 2008. A total of 1,408,136 of these
warrants expired unexercised on December 31, 2008.

On January 15, 2008, the Company’s major shareholder exercised 2,928,864 of the $1.20 per
share flow through warrants and elected not to take the related flow through deductions.
During the period ended December 31, 2008 a total of 193,000 of the flow through warrants
were exercised, for which expenditures were renounced to the flow through holder.

On January 15, 2007, the Company issued 3,200,000 Units at $1.25 per unit for gross
proceeds of $4,000,000. The Units were comprised of one share and one warrant. Each
warrant was exercisable into one share at a price of $1.25 per share until March 31, 2007
(extended to April 3, 2007), thereafter at $2.00 per share until June 30, 2007, thereafter at
$3.00 per share until December 31, 2007, and thereafter at $4.00 per share until expiry on
December 31, 2008. A total of 2,164,200 unexercised warrants expired on December 31,
2008.

In connection with the January 15, 2007 financing, the Company also issued 160,000 broker
warrants to the financing agent. Each broker warrant was exercisable into one unit comprised
of one share and one warrant at a price of $1.25 per unit, with each warrant then being
exercisable under the same terms as the non-broker warrants. In 2007, upon exercise of the
broker’s warrants, an additional 160,000 warrants were issued to the brokers. These warrants
expired unexercised on December 31, 2008.

On January 15, 2007, the Company issued 350,000 warrants to its lender as consideration for
the loan extension. Each warrant was exercisable into one share at a price of $1.25 per share,
before the Facility is fully paid, $1.75 upon full repayment of the Facility, until expiry on
January 15, 2009. These warrants were exercised during the first quarter of 2008.

On May 7, 2007, the Company issued 1,238,500 units at $0.84 per unit for total consideration
$1,037,426 to the shareholders of Stone Castle. The units consisted of 0.5 shares and 0.5
warrants. Each warrant was exercisable into one share at a price of $2.00 per share until June
30, 2007, thereafter at $3.00 per share until December 31, 2007 and thereafter at $4.00 per
share until expiry on December 31, 2008. All of the resulting 619,250 warrants expired on
December 31, 2008.
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(h)

)

Also on May 7, 2007, as a result of the acquisition of Stone Castle, the Company increased its
debt facility with its principal lender by $1,000,000 and extended the repayment of the debt
facility to December 31, 2007. As consideration for the increased loan and extension, the
Company issued 500,000 warrants to purchase 500,000 shares to its lender. The warrants had
an exercise price of $1.50 and were exercised in January 2008.

Contributed surplus:

A summary of changes in the Company’s contributed surplus balances is as follows:

December 31, 2009 December 31, 2008

Balance, beginning of year $ 4,175,145 $ 1,265,096
Stock based compensation related to fair value of
options granted 1,685,031 1,875,467
Expiry of warrants (note 9g) 268,145 895,014
Conversion of convertible debenture (note 6) - 105,008
Normal course issuer bid 16,231 41,226
Stock options exercised - (6,666)

Balance, end of year $6,144,552 $ 4,175,145

Reduction of stated capital:

On June 24, 2008, shareholders of the Company voted to reduce the Company’s stated capital
account by $33,003,382. The reduction of the stated capital was offset by a corresponding
elimination of the Company’s deficit.

Shares repurchased and cancelled:

In October 2008, the Company received approval from the TSX Venture Exchange to
purchase and cancel up to a maximum of 1,559,000 shares under its normal course issuer bid.
The issuer bid terminated on October 6, 2009.

During 2009 and 2008, the Company purchased and cancelled 36,500 and 230,100 shares for
total consideration of $20,793 and $198,078 respectively. The amounts were recorded as a
$37,024 and $239,302 reduction to share capital and a $16,231 and $41,226 increase to
contributed surplus, respectively.
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Share capital (continued)

(k)

Management of capital structure:

The Company’s objective when managing capital is to maintain a flexible capital structure
which will allow it to execute on its capital expenditure program, which includes
expenditures in oil and gas activities which may or may not be successful. Therefore, the
Company endeavors to balance the proportion of debt and equity in its capital structure to
take into account the level of risk being incurred in its capital expenditures.

The Company considers its capital structure to include shareholders’ equity, loans payable,
convertible debenture, and working capital deficiency which at December 31, 2009 totaled
$79,357,358 (December 31, 2008 — $64,524,132).

The Company manages its capital structure and makes adjustments by continually monitoring
its business conditions, including: the current economic conditions; the risk characteristics of
the underlying assets; the depth of its investment opportunities; forecasted investment levels;
the past efficiencies of investments; the efficiencies of forecasted investments and the desired
pace of investment; current and forecasted debt levels; current and forecasted energy
commodity prices and other factors that influence commodity prices and funds generated
from operations, such as foreign exchange and quality basis differential.

In order to maintain or adjust the capital structure, the Company will consider; its forecasted
net debt to forecasted funds generated by operations ratio while attempting to finance an
acceptable capital spending program including incremental capital spending and acquisition
opportunities; the current level of bank credit available from the commercial bank; the level
of bank credit that may be attainable from its commercial bank as a result of oil and gas
reserve growth; the availability of other sources of debt with different characteristics than the
existing bank debt; the sale of assets; limiting the size of capital spending programs and new
common equity if available on favorable terms.

The Company’s share capital is not subject to external restrictions; however the bank debt
facility is based on petroleum and natural gas reserves. The Company has not paid or
declared any dividends since the date of incorporation, nor are any contemplated in the
foreseeable future.

Contingencies and commitments

(@)

In connection with the 2009 flow-through equity offerings, the Company is committed to incur

$9,176,289 on qualifying flow through Canadian Exploration Expenditures (“CEE”) and
$3,800,000 on qualifying Canadian Development Expenditures (“CDE”) prior to December 31,

2010. As of December 31, 2009 the Company has a balance of $6,899,000 remaining to incur
related to the CEE flow-through commitments. The Company incurred all of its CDE

commitments prior to December 31, 2009.
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Contingencies and commitments (continued)

(b) In connection with a flow-through equity agreement during 2006, the Company was required

under the income tax act to expend amounts renounced to subscribers prior to December 31,
2007. Due to weather related issues, the Company was temporarily delayed and did not
complete activities related to $982,906 in expenditures until February 2008. The Company has
advised the Canada Revenue Agency (“CRA”), of the circumstances, paid appropriate interest
and penalties and does not intend to re-file the flow through renounciations to subscribers. In
the event that the CRA reassessed the Company’s treatment, the Company could potentially be
liable for indemnities to flow through subscribers relating to the delayed expenditures for
approximately $383,333.

(c) The Company has the following office rental commitments, which expire April 30, 2011:

2010 $ 195,750
2011 65,250

Related party transactions

During the year ended December 31, 2009, the Company entered into the following related party
transactions:

(@)

(b)

(©)

During the year ended December 31, 2009, the Company incurred $491,900 (2008 -
$822,469) for financing expenses and commitment fees paid to the Company’s major
shareholder. As at December 31, 2009 and December 31, 2008, no amounts were payable to
the Company’s major shareholder.

During the year ended December 31, 2009, the Company incurred $2,809,361 (2008 —
$670,115) for drilling and well services from companies who are under common control and
significant influence by Second Wave’s major shareholder. As at December 31, 2009 and
December 31, 2008, amounts payable for related party drilling and well servicing was
$1,094,509 and $87,677 respectively.

Legal services, disbursements and regulatory costs totaling $Nil (2008 - $231,892) payable
to a legal firm of which a former director and officer of the Company is counsel. These fees
are included in general and administrative expense, share issuance costs and acquisition costs.

All transactions have been completed on the basis of general market terms and conditions and
have been recorded at exchange amounts.
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Changes in non-cash working capital

2009 2008
Decrease (increase) in non-cash working capital
Accounts receivable $ (291,991) $ 732,250
Prepaid expenses 401,522 (427,725)
Accounts payable and accrued liabilities 7,242,796 (1,323,892)
Net change in non-cash working capital $ 7,352,327 $ (1,019,367)
Relating to:
Operating $ 155,335 $ (1,751,314)
Financing 16,362 (658,637)
Investing 7,180,630 1,390,584
$ 7,352,327 $ (1,019,367)

Financial instruments

The Company’s financial instruments recognized in the balance sheet include accounts receivable,
accounts payable, loans payable, financial derivative contracts, and the convertible debenture.

Loans payable bear interest at floating market rates, are revolving and are due on demand.
Accordingly, their fair value approximates the carrying value.

Financial derivatives contracts are held for trading and are carried at fair market value.

The convertible debenture bears interest at a fixed rate and is due at the end of its respective term,
however the interest rate approximates market rates, and accordingly its fair value approximates
carrying value.

The fair values of the remaining instruments approximate their carrying value due to their short
term to maturity of these instruments.

The Company categorizes its financial instruments carried at fair value into one of three different
levels depending on the observability of the inputs employed in the measurement.

Level 1:

Level 1 includes assets and liabilities measured at fair value based on unadjusted quoted prices for
identical assets or liabilities in active markets that are accessible at the measurement date. An
active market for an asset or liability is considered to be a market where transactions occur with
sufficient frequency and volume to provide pricing information on an ongoing basis. At December
31, 2009, the Company did not have any assets or liabilities which it valued using Level 1 inputs.
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Financial instruments (continued)
Level 2:

Level 2 includes assets and liabilities measured at fair value using directly or indirectly observable
inputs other than quoted prices included in Level 1. Level 2 valuations are based on inputs
including quoted forward prices, time value, volatility factors and broker quotes that can be
observed or corroborated in the market for the entire duration of the derivative instrument. At
December 31, 2009, the Corporation valued all derivative financial instruments using Level 2
inputs.

Level 3:

Level 3 includes all assets and liabilities measured at fair value based on inputs which are less
observable, unavailable or where the observable data does not support a significant portion of the
instrument’s fair value. At December 31, 2009, the Corporation did not have any assets or
liabilities which it valued using Level 3.

During 2009, Second Wave entered into a various financial derivates contracts to economically
hedge a portion of its revenues and resulting cash flows against volatility in commodity prices.
During 2009, the Company recorded realized and unrealized financial derivative losses of $609,174
and $444,182 respectively. That portion of Company revenues that are not protected by financial
derivates contracts are exposed to fluctuations in commodity prices.

Financial risk management
The Company has exposure to the following risks from its use of financial instruments:

a. Creditrisk
b. Liquidity risk
c. Market risk

The Board of Directors has overall responsibility for the establishment and oversight of the
Company’s risk management framework. The Board has implemented and monitors compliance
with risk management policies.

The Company’s risk management policies are established to identify and analyze the risks faced by
the Company, to set appropriate risk limits and controls, and to monitor risks and adherence to
market conditions and the Company’s activities.

Credit risk:

Credit risk is the risk of financial loss to the Company if a customer to a financial instrument fails

to meet its contractual obligations, and arises principally from the Company’s receivables from
petroleum and natural gas marketers and joint venture partners.
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Financial risk management (continued)

Substantially all of the Company’s petroleum and natural gas production is marketed under
standard industry terms. The industry has a pre-arranged monthly settlement day for payment of
revenues from all buyers or crude oil and natural gas. This occurs on the 25" day of the following
month in which the production is sold. The Company’s policy to mitigate capital risk associated
with these balances is to establish marketing arrangements with large purchasers. The Company
has historically not experienced any collection issues with its petroleum and natural gas marketers.
Where Second Wave has activities with joint venture partners it collects Company share of net
revenues, and partners share of capital expenditures. Collection of joint venture receivables are
typically received one to three months subsequent to the date of billing to partners. These amounts
are typically subject to normal industry risk. Second Wave attempts to mitigate risk from joint
venture receivables by partnering with and obtaining partner approval prior to expenditure and
collects in advance for significant amounts related to partners’ share of capital expenditures in
accordance with normal operating procedures. Collection of outstanding balances from joint
venture partners is dependant on industry factors such as commaodity price fluctuations, escalating
costs and the risk of unsuccessful drilling, in addition further risk exist with joint venture partners
as disagreements occasionally arise that increase the potential for non-collection. The Company
does not typically obtain collateral from petroleum and natural gas marketers or joint venture
partners; however the Company does have the ability to withhold production from joint venture
partners in the event of non-payment.

The Company’s credit risk is limited to the carrying value of its accounts receivable, which are
primarily due from entities involved in the oil and gas industry. At December 31, 2009, the
Company had $91,000 of allowance for doubtful accounts for accounts receivable deemed
uncollectible. There were no write-offs any receivables during either of the periods ended
December 31, 2009 and 2008.  The aging of accounts receivable, after taking into account the
allowance for doubtful accounts is as follows:

Less than 60 Greater than 60 days Total
days
Accounts receivable $ 2,604,996 $ 28,156 $ 2,633,152

Liquidity risk:

Liquidity risk is the risk that the Company will not be able to meet its financial obligations as they
become due. The Company’s approach to managing liquidity is to ensure that, as far as possible,
that it will have sufficient liquidity to meet its liabilities when due under both normal and stressed
conditions without incurring unacceptable losses or risking harm to the Company’s reputation.

The Company prepares an annual budget for operations and capital, which is monitored and
updated as considered necessary.
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The financial liabilities on its balance sheet consist of accounts payable and loans payable.
Accounts payable consist of invoices to trade suppliers relating to the Company’s capital

expenditure program, field operations and office expenses.

As at December 31, 2009 the timing of cash outflows related to financial liabilities are outlined in

the table below:

Less than 1 year

Greater than 1 year

Accounts payable and accrued liabilities $ 12,521,773  $ -

Financial derivative contracts 444,182 -

Loans payable 4,267,605 -

Convertible debenture - 4,000,000

Total $ 17,233,560 $ 4,000,000
Market risk:

Market risk is the risk that changes in market prices, such as changes in foreign exchange rates,
commodity prices and interest rates will affect the Company’s net earnings or the value of financial
instruments.  The objective of market risk management is to manage and control market risk
exposures within acceptable limits, while maximizing returns.

Second Wave uses financial derivatives to manage market risk. All such transactions are conducted

in accordance with the risk management policy that has been approved by the Board of Directors.

(i)  Commodity price risk:

Commodity price risk is the risk that the fair value or future cash flows will fluctuate as a
result of changes in commodity prices. Commodity prices for petroleum and natural gas
are impacted not only by the relationship between the Canadian and United States dollar, as
outlined below, but also global economic events that dictate the levels of supply and
demand. During 2009, the Company has attempted to mitigate commodity price risk
through the use of a financial derivative contract as indicated above. If commodity prices
were $1.00 per barrel and $0.10 per mcf higher with all other variables held constant, net
loss for the year ended December 31, 2009 would have been $297,000 (2008 - $251,000)

lower.
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The Company had the following fixed price crude oil and natural gas contracts outstanding
as at December 31, 2009:

Daily
guantity Term of contract Price Fair value

Qil (bbls) Fixed per bbl (WTI)
300 January 1, 2010 — March 31, 2010 CDN#$71.85 $ (340,227)
200 January 1, 2010 — March 31, 2010 CDN$82.90 (28,179)
500 April 1, 2010 - June 30, 2010 CDN$85.15 (46,230)
300 July 1, 2010 — September 30, 2010 CDN$86.90 (18,339)
1,300 $ (432,975)

Fixed per GJ

Gas (GJs) (AECO Monthly)
1,200 November 1, 2009 — March 31, 2010 CDN$5.16 $ (22,856)
600 April 1, 2010 — October 31, 2010 CDN$5.42 11,649
1,800 $ (11,207)

Total $ (444,182)

No fixed price crude oil or natural gas contracts were outstanding as at December 31, 2008.

Foreign currency exchange rate risk:

Foreign currency exchange rate risk is the risk that the fair value of future cash flows will
fluctuate as a result of changes in foreign exchange rates. The Company does not sell or
transact in any foreign currency, however the United States dollar influences the price of
petroleum and natural gas sold in Canada. The Company’s financial assets and liabilities
are not affected by a change in currency rates. The Company had no foreign exchange
contracts in place as at or during the year ended December 31, 20009.

Interest rate risk:

Interest rate risk is the risk that future cash flows will fluctuate as a result of changes in
market interest rates. The Company is exposed to interest rate risk to the extent that
changes in market interest rates will impact the Company’s debts that have a floating
interest rate. The Company had no interest rate swaps or contracts in place as at or during
the year ended December 31, 2009. If interest rates rise by 100 basis points with all other
variables held constant, using the December 31, 2009 balance of variable rate debt, interest
expense would increase by $42,000.
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Subsequent events

(@)

(b)

(©

On January 11, 2010, the Company disposed of certain oil and gas properties for total
consideration of approximately $8,920,000, comprised of $5,432,000 cash plus $3,488,000 of
common shares of the purchaser. The common shares are considered to be held-for-trading,
and all were disposed of prior to the end of the April 2010 for gross proceeds of
approximately $3,483,000.

On January 22, 2010, the Company entered into the following fixed price natural gas
contracts:

Daily guantity Term of contract Price
Fixed per GJ
Gas (GJs) (AECO Monthly)
1,200 April 1, 2010 — June 30, 2010 CDN$5.36
1,200 July 1, 2010 — September 30, 2010 CDN#$5.46

On February 12, 2010, the Company closed a private placement equity financing of
5,000,000 common shares with its majority shareholder for aggregate gross proceeds of
$10,000,000 and through a public offering by prospectus, the Company raised an additional
$10,000,000 through the issuance of 5,000,000 common shares.

Second Wave Petroleum Inc. | 31



