President’s Message

In 2007 we continued to see the benefits of a portfolio approach with our high impact projects developed primarily with partner capital.

We drilled four wells for our high-risk high-reward projects in 2007.  Two shale gas wells in Quebec were encouraging. Our partner Forest Oil elected to carry out a $10 million program based on the results.  Our first discovery well for the Trenton Black-River play with Talisman led to a seismic acquisition program to firm up drilling prospects for 2008.  At Beaver River disappointing drilling results were tempered by our farm-in agreement with our partner. 

We continued to build our portfolio of conventional projects. We have had initial success in two new core areas in 2007.  In the Bakken/Torquay light oil play in southeast Saskatchewan we have drilled seven successful wells and plan to continue growing this high netback production throughout 2008.  Our first two wells in the established Jean Marie gas play in northeast BC were also successful. With significant acreage positions and encouraging early results, we expect strong growth from these areas in the coming years. 

Production and cash flow grew significantly this year - We averaged 1,390 boe/d and $9.7 million in cash flow up from 778 boe/d and $5.08 million in 2006. We had hoped to grow our production more than this.  The two non-commercial wells at Beaver River were the main reason we fell short of our production goals.  Secondarily we spent $10 million less than our budget for drilling which deferred some production growth to 2008. 

2007 Highlights

*
Two wells drilled to test emerging shale gas play in St. Lawrence Lowlands, Quebec

*
Talisman acquired 2-D seismic to follow-up Gentilly #1 discovery well in Quebec

*
Acquired a light oil resource style play through the purchase of Magnus Energy Inc.

*
Concluded a 54 square mile farm-in with EnCana for established Jean Marie play in BC

*
Drilled two non-commercial gas wells at Beaver River

*
Cash flow from operations increased to $9.7 million from $5.08 million in 2006

*
Established reserves of 2.34 mmboe in 2007 - replaced 100% of 2007 production volumes with higher value oil reserves

St. Lawrence Lowlands, Quebec

Notwithstanding the non-commercial test rates, the discovery well, Gentilly #1, was an important technical success substantiating our exploration model for the Trenton Black-River ("TBR") in the Lowlands.

Based on the well results, together with Talisman we reprocessed and interpreted existing seismic data over two of our other TBR prospects, Duchene and Yamaska. Talisman subsequently elected to acquire additional data over these prospects and completed the 2-D seismic acquisition program in early 2008. 

Our technical work over the last three years has identified several different TBR prospects, including those analogous to TBR reservoirs in Ontario and the Appalachian basin. We expect that future wells will target these different prospects to expand our knowledge of the play in the Lowlands. Of interest, the Gentilly #1 well was designed to test multiple prospects but its primary target was a deeper anticline structure and so it was not optimally located to test a TBR prospect.

Gentilly #1 also provided valuable data on the Lorraine and Utica shales, the other zone of interest in the Lowlands. Extensive core studies and other technical work completed by Talisman support this prospectivity. Drilling activity in 2008 will be important to validate the shale gas plays in Quebec.

Interest in the unconventional shale gas potential of the Lowlands appears to be growing. Our partner, Gastem spud two wells on the Yamaska acreage primarily targeting the shale sequences. An analysis of the core data led Forest Oil to elect to stimulate and test the wells. We believe these results will provide the impetus for further work, including possibly additional shale gas wells this year.

The unconventional shale gas in Quebec could have significant potential exceeding the potential of the TBR. A recent report published by Canada's largest E&P company indicates the discovered shale resource in the Lowlands could range between 35Tcf -163 Tcf with an estimated 24 Tcf recoverable.  Based on this report the Lowlands has the potential to rival the biggest shale gas plays in North America.

Antler, Saskatchewan

The acquisition of Magnus Energy Inc. gave us a land base of over 80 gross square miles in the Antler area for the emerging Bakken/Torquay light oil play. 

The opportunity at Antler lies in maximizing the recovery factor of the oil in place. Based on the success of other operators in the area, we believe that horizontal wells and selective fracture stimulation could play a vital role in developing this acreage. Current estimates of recoverable reserves are between 70,000 and 90,000 per unstimulated horizontal well and represent a recovery factor of 8-10%.

To date, we have participated in the drilling of seven (4.5 net) horizontal wells. We recently fracture stimulated two of the wells. The preliminary results are consistent with other operators and could result in stabilized rates of double to triple the original rate and ultimate recoveries 20%-50% higher. Subject to the final results from these wells, we will evaluate drilling additional wells on this land after spring breakup in 2008.

Northeast British Columbia

Greater Sierra

The Greater Sierra project was the second new project we added in 2007.

The partnership with EnCana, the established nature of the Jean Marie resource play, and the multiple secondary targets made this a natural addition to our portfolio. 

In December, we farmed-in on a portion of EnCana's extensive land holdings in region. Leveraging our experience operating in this area, we successfully drilled two horizontal wells this winter targeting natural gas in the Jean Marie formation and placed them on production in early 2008. To earn our 50% interest in 52 sections, we also financed the acquisition of a 46 square mile 3-D to identify drilling locations for the following winter season.

We are very excited about this new project and believe the 3-D survey will identify multiple locations for the coming years. We are also hopeful this will lead to further joint venture opportunities with EnCana.

Beaver River Field

The positive developments at our other projects were offset by the results from the Beaver River Field. 

We were unable to replicate the successful results from the producing A-2 well. Though neither of the two wells - A-7 and B-3 - had access to the same Mattson interval producing in the A-2 well, we expected that the other prospective intervals could produce similar results. Three different stimulation techniques were evaluated and the results were less than predicted.  

The A-8 Nahanni well was a disappointment for us, representing the culmination of six years' technical work. Despite these results, we were quite successful in mitigating the financial impact of this well. Over 80% of our share of the well costs was funded by the $10 million payment received from our partner to complete their earn-in obligations.

There remains significant gas in place and potential at Beaver River.  However, in light of current economics and the higher risk profile we currently do not plan to drill additional wells at Beaver River.

Southern & Central Alberta

Our original development plans for Vulcan in 2007 included the drilling of four horizontal wells into the Mannville I Pool. 

Drilling was subsequently postponed while the operator finalized its Good Production Practice Plan ("GPP") that included a secondary recovery scheme. With a change in operator during the third quarter, a new GPP plan, that did not necessitate a secondary recovery scheme, was completed and submitted for regulatory approval. We expect to receive this approval in late 2008. In the interim, we spud our first horizontal well in December. The well should be completed in the second quarter of 2008.

We made some headway in expanding our acreage in Vulcan through a farm-in and participation agreement.  A total of three wells were drilled resulting in two (0.66 net) successful gas wells and one (0.33 net) dry and abandoned well. The two gas wells discovered new smaller pools and we have identified four follow-on locations. 

We have put our smaller non-core areas including Westlock on the market and hope to sell them in 2008.

2008 Objectives

We have established the following objectives for the coming year

*
Participate in the drilling of several wells in the Lowlands to test the Trenton Black-River and shale gas prospects

*
Drill an additional 5 (2.5 net) wells in Antler and evaluate the PackersPlus stimulation technique to increase production and ultimate recovery

*
Commence full production from the Manville I Pool in Vulcan

*
Build inventory of over 50 drilling locations

*
Maintain similar production levels as 2007 with materially higher netbacks

Our capital budget for 2008 is just under $32 million. We expect approximately one-third will be spent in Antler, one-third in Greater Sierra with the balance on our other projects.

