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Directors’ report

The directors of Vostok Energy Limited (“the Company”) present their report and financial statements for
the year ended 31 December 2006

Principal activities

The principal activities of the Company and its subsidiaries (“the Group”) during the year were o1l and gas
exploration, development and production The Group’s operating activities during 2006 were 1n Russia
where the Group holds a sub-soil license for geological exploration and production of hydrocarbons

Review of the business

The Company was incorporated in Great Britain on 4 May 2006 as Atlantic Energy Group Limited The
name was changed to Vostok Energy Limited on 4 August 2006 The address of the registered office 15
Masters House, 107 Hammersmith Road, London, England, W14 DQH

The Group was established on 25 May 2006 through the acquisition of Royal Atlantic Energy (Cyprus)
Limited (“RAECL”) from Royal Atlantic Energy Corporation (“RAEC”), a Canadian company controlled
by Alex Capelson, the Group's founder and Chief Executive Officer This acquisition entitled Vostok to
the assets and habihties of RAECL, and a 75% mnterest in Zhaikinvest LTD LLP (“Zhatkinvest”), n
exchange for 46,500,000 shares in the Company The acquisition has been accounted for under the
pooling of interests method, as 1t represents the combination of companies all under the common control
of Alex Capelson As a result of this pooling of nterests, results of these compames are disclosed since
thewr incorporation — RAECL on 21 February 2006, and Zhaikinvest on 16 March 2006

Zhatkmvest held a right to acquire an expleration and development license i Kazakhstan Subsequent 10
the acquisition of Zhaikinvest, the Company made the dectsion not to exercise the right which legally
expired 1n 2006 However management 1s confident an extension to the option can be obtained and 1s
currently looking for a partner to cover the costs of developing the license or to dispose of the right

On 1 June 2006 the Company acquired an effective 70% mterest in Diall Alhance LLC (‘DIALL™),
through its subsidiary RAECL, 1n exchange for cash and a 30% interest in RAECL DIALL 1s a Russian
company that holds a hydrocarbon license covering an area of 3,215 square kilometers in the Saratov
region (the Bortovoy hcense) The 25 year heense 1s valid until January, 2025

On 8 August 2006 the Company acquired a controlling 93% interest in Logan Neftegas CISC (“Logan™),
a Russian incorporated company Logan employed locally based experts used by the Group to assist m
evaluating opportunities in Russia and former CIS countries The Group subsequently changed the name
of Logan to Vostok Energy Company CISC (“VEC") By virtue of commeon control, VEC 15 viewed as
being part of the Group since its ncorporation, and results have therefore been presented since § June
2005

On 1 October 2006 the Company acquired 100% of Royat Atlantic Energy Company, a Delaware
corporation (“RAECD”) RAECD was used to faciitate and coordinate activities between the CEO and
US based non-executive directors with Group operations The Group subsequently changed the name of
RAECD to Vostok Energy Ltd (“VEL”) By virtue of the common contro! VEL and the Company, VEL 15
viewed as being part of the Group since incorporation on 19 June 2006
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Review of the business (continued)
The Company had the following subsidiaries at 31 December 2006

Effective
ownership
Subsidary Nature of operations percentage
Royal Atlantic Energy (Cyprus)  Intermediate holding company for DIALL 70%
Limited (Incorporated in Cyprus 21/02/06)
Diall Alhance LLC (100% O1l and gas exploration, development and production
subsidiary of RAECL) company in Russia (Incorporated in Russia, acquired 70%
01/06/06)
Zhaikmvest LTD LLP Partnership set up for operations in Kazakhstan 75%
(Incorporated 1n Kazakhstan 16/03/06)
Vostok Energy Company, CJSC ~ Management company for Russian operations and 93%
acquisition evaluation (Incorporated in Russia
08/06/05)
Vostok Energy Ltd Management company 1n United States (Incorporated in 100%
US 19/06/06)
Vostok Energy Resources UK based holding Company, currently mactive 100%

Lamited (Incorporated in UK 16/11/06)

Results of operations for the penod

The Group s focused on adding value through increasing reserves and production During 2006, the
Group put forth an aggressive programme designed to prove up existing assets and bring them to
commercial production in the shortest possible time Towards this end, the Group completed the
following work programme on the Bortovoy licensed area

Seismic

Completed processing and interpretation of 95 sq km of 3D seismic shot over two established gas fields
The results of interpretation will serve as a basis for the development plan

Made sigmficant progress 1n the re-interpretation of 700 km of old seismic as well as old well data to
better understand the acreage’s further potential

Commenced acquisition of 1400 km of new 2D seismic covering a number of very promising but under-
explored structures in the eastern part of the licence block which previously tested for o1l and/or gas

Drilling and re-entries

Completed re-entry of 4 wells and testing of 1 addittonal previously re-entered well on 3 different fields
The results confirmed significant potential of the fields for the forthcoming commercial development

Continued drilling of a deep exploration well targeting several horizons in Permian, Carboniferous and
Devoman formations At the end of 2006 the well was at 3200m and tested hydrocarbons 1n open hote at
shallower depths Following the completion of the well in 2007, the company will test all the well’s
targets and 1n conjunction with results of new seismic to be shot over the structure 1n 2007 incorporate
new reserves mto preliminary development planning
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Results of operations for the period (continued)
Development planning

As a result of the aggressive work programme combined with internal and external geological and
geophysical studies, the Group continues to improve their understanding of the potential of the Bortovoy
licence  Given the positive results of this work in 2006, the Group will continue its aggressive
development plans in addiion to acquiring 2D seismuc over the balance of the license as there are
significant regions n the central and eastern areas that remain virtually unexplored

From the date of acquisition of DIALL on | June 2006 to 31 December 2006, the Group brought into
production 2 new wells bringing the total number of wells available for production to 5 at the end of 2006
The average production during this period was 128 barrels of o1l per day

Financial review

The Annual Report and Accounts are prepared under International Financial Reporting Standards (IFRS)
The Group uses US dollars as 1ts presentation currency as this reflects the primary economic environment
under which the Group operates The Group revenue for 2006 was 587 thousand USD (2005 — USD NIL)
and the net loss on ordinary activities after taxation was 4 0 milhon USD (2005 — 37 thousand USD)
Detailed Group financial information 1s set out in the audited financial statements for 2006 on pages 10 to
35 of this report

Events since the end of the year

In January, 2007 directors exercised options to acquire 4,650,000 shares of the Company from Royal
Atlantic Energy Corporation The options were granted pursuant to an agreement entered nto 1n May,
2006 between the Company, Royal Atlantic Energy Corporation and three non-executive directors which
provided the directors the option to acquire up to 15,500,000 shares of the Company currently held by
Roya! Atlantic Energy Corporation All unexercised options expire on 26 May 2016

Effective 1 May 2007, the Company entered into an employment contract with the Finance Director It 1s
the Company’s policy to offer key employees incentives as part of their compensation plan The Fmance
Director will recerve up to 5 times his annual salary in shares of the Company by remaining mn full time
employment with the Company for the three year period ending 30 April 2010 The shares shall vest at
specified time ntervals or based upon the achievement of certam performance criteria A further contract
on similar terms was entered into effective 1 December 2007 with the Vice President of Exploration and
Development, granting 620,000 shares in the Company 1f he remains m full ume employment with the
Company for the next three years

On 17 July 2007, the Company closed a financing for 19 4 million USD through the 1ssue of 10,185,000
shares to existing shareholders The proceeds of the funds were used to acquire the 30% MI of RAECL
and to fund ongeing operations

A transaction to acquire the 30% Minority Interest shareholdings of RAECL (“MI”) closed on 24 July
2007 for a total cost of 28 0 million USD At closing, a cash payment of 8 0 milhion USD was made along
with a commitment to 1ssue 200 million USD of shares of the Company upon completion of the
Company’s Imtial Public Offering (“IPO”) at a 15% discount to the IPO price, if and when an 1PO were to
occur At the Company’s option, the commitment to issue the shares can be fulfilled through a cash
payment of 23 ¢ miihon USD at any time prior to the possible IPO Under the terms of the agreement, 1f
an [PO 1s not completed prior to 24 January 2009, the former MI holders have up to 30 days to demand
the immediate cash payment of 23 ¢ million USD The Company then has 14 days to pay the demand or
the former MI holders have the option to buy back the 30% mnterest in RAECL for the price of 80 million
UsD

On 16 October 2007, the Group entered into an agreement to acquire a gas processing facility through
Ventech Engineers International Corporation which mncludes re-engineenng, refurbishment and
procurement of specified components to make the plant operational to Russian standard The plant, which
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15 currently non-operational, 1s located i the western United States and will be disassembled, modified
and shipped to Russia for use by DIALL The plant 15 expected to be operational in the first half of 2009
and will enable the Company to produce gas from the reserves situated in the fields in the western portion
of the licensed area The total contract for the plant acquisition, dismanthing, transportation and
reassembly m Russia 1s estimated to cost 35 ¢ milhon USD The plant capacity 1s approximately 50
milhon cubic feet per day or 540 million cu meters per year

On 24 October 2007, the Company signed a Mandate Letter with the International Finance Corporation
(“IFC™) for a financing package of up to 50 million USD comprising equuty, senior and mezzanine debt to
finance the acquisition and installation of a gas processing plant, associated facihities and ongoing
operating and capital expenditures The first tranche of financing, for an equity investment of 20 milhion
USD, was received on 19 December 2007

Future developments

The Company 1s currently in negotiations to sell their 75% interest 1n Zhaikinvest LTD LLP No final
agreement has been reached, however there 1s a reasonable expectation that the Company will recover
50% of their investment relating to this project Refer to Note 8 for further details

Risk management
Financial

The Finance Director 1s responsible for the Company’s financial risk management function and the Audit
Commuittee provides oversight of this while ultimate approval on financial decisions remains with the
Board of Directors A review of risks and their management follows

Operations and commercial

The Group sells production at “spot” rates and does not mamntain any fixed price or long term marketing
contracts Although o1l prices may fluctuate, as a general policy, the Group does not hedge crude ol sales
However, under appropniate circumstances such as taking advantage of attractive o1l prices, the Group
may engage 1in hmited price hedging

The Group maintains insurance over operations as required by local regulations As operations expand,
the Group will review overall insurance requirements to ensure a proper balance between exposure and
coverage Primary operations are in Russia and while the Group recognizes the mmherent pohtical and
economic risks the Group has made the decision not to carry any political nsk or assoctated business
interruption coverage The analysis of risks relating to the operating environment and taxation are
included on pages 20-22 of this report

Strategic and reputational

The Company 1s committed to promoting and developing high standards of corporate responsibility
Responsibility for ensuring that these are followed lies with the Board of Directors and senior executive
officers and staff The Company believes that by incorporating high standards into 1ts corporate culture,
the Company’s risk profile 1s reduced

A comprehensive set of procedures and policies 1s maintamed at the operational level to ensure effective
operations The Company reviews the Group's policies and procedures on an ongoing basis including
environmental policies to ensure compliance with local and international standards When required, the
Company employs independent advisors to ensure good practise 1S achieved

Financial results and dividends
The Group loss for the period, afier taxation, amounted to 4 0 milhon USD

The directors do not recommend a dividend for the period
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Directors
The directors at 31 December 2006 are given below

Alexander Abraham Capelson appomted on 4 May 2006

Robert Maitland Cathery appointed on 10 May 2006
Roger Dale Cagle appointed on 26 May 2006
Ronald A Harris appointed on 26 May 2006
Charles James Auldjo Jamieson appointed on 26 May 2006
Mark Sadykhov appointed on 26 May 2006

Subsequent to 31 December 2006, Blaine Edward Karst was appoimted a director on 21 February 2007
Directors are not required to retire by rotation and there 1s no fixed term for the appointment

The interests of directors 1n the share capital of the Company (all beneficially held, other than as noted),
are as follows

At 25 January 2008 At 31 December 2006

Ordinary shares Ordinary shares
Roger Dale Cagle 1,500,000 -
Alexander Abraham Capelison* 22,100,000 22,100,000
Ronald A Hammis 10,850,000 10,850,000
Charles James Auldjo Jamieson 3,100,000 -
Mark Sadykhov (held by MMS Holding Group LLC) 2,000,000 2,000,000

Robert Maitland Cathery - _
Blaine Edward Karst - -

* Of the shares in which Mr Capelson has an interest, 21,100,000 are held by Commonwealth American
Partners GP, LLL.C

Statement as to disclosure of information to auditors

The directors who were in office on the date of approval of these financial statements have confirmed, as
far as they are aware, that there 1s no relevant audit information of which the auditors are unaware Each
of the directors have confirmed that they have taken all the steps that they ought to have taken as directors
in order to make themselves aware of any relevant audit mformation and to establish that 1t has been
communicated to the auditor

Auditors
A resolution to reappoint Emst & Young as auditors will be put to the members at the forthcoming
Annual General Meeting

25 Januéry 2008
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Statement of directors’ responsibilities

The directors are responsible for preparing the Report and the Financial Statements m accordance with
applicable law and regulations The directors have elected to prepare financial statements for the Group tn
accordance with International Financial Reporting Standards (“IFRS”) as adopted by the European Union
(“EU”) Company law requires the directors to prepare such financial statements in accordance with [FRS
and the Companies Act 1985

International Accounting Standard 1 requires that financial statements present fairly for each financial
year the Company's financial position, financial performance and cash flows This requires the faithful
representation of the effects of transactions, other events and condstions in accordance with the definitions
and recognition criteria for assets, habilities, income and expenses set out in the International Accounting
Standards Board's “Framework for the preparation and presentation of Financial Statements”  In virtually
all circumstances, a fair presentation will be achieved by compliance with all applicable International
Fimancial Reporting Standards

Directors are also required to
(a) properly select and apply accounting policies,

(b) present information, including accounting policies, 1n a manner that provides relevant, rehable,
comparable and understandable information, and

(c) provide additional disclosures when compliance with the specific requirements in IFRS 15
msufficient to enable users to understand the impact of particular transactions, other events and
conditions on the entity's financial position and financial performance
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Independent auditor’s report
to the members of Vostok Energy Limited

We have audited the group financial statements of Vostok Energy Limuted for the year ended 31
December 2006 which comprise the Consohdated Income Statement, the Consolidated Balance Sheet, the
Consohtdated Statement of Changes i Equity and the Consolidated Statement of Cash Flows and the
related notes 1 to 28 These group financial statements have been prepared under the accounting policies
set out therein

We have reported separately on the parent company financial statements of Vostok Energy Limited for the
year ended 31 December 2006

This report 1s made solely to the company's members, as a body, m accordance with Section 235 of the
Companies Act 1985 Our audit work has been undertaken so that we mught state to the company's
members those matters we are required to state to them 1n an auditors' report and for no other purpose  To
the fullest extent permitted by law, we do not accept or assume responsibility to anyone other than the
company and the company's members as a body, for our audit work, for this report, or for the opinions we
have formed

Respective responsibihities of directors and auditors

The directors’ responsibilities for preparing the Annual Report and the group financial statements n
accordance with applicable United Kingdom law and International Financial Reporting Standards (IFRSs)
as adopted by the European Union are set out in the Statement of Directors’ Responsibilities

Our responstbility 1s to audst the group financial statements n accordance with relevant legal and
regulatory requirements and I[nternational Standards on Auditing (UK and Ireland)

We report to you our opinton as to whether the group financial statements give a true and fair view and
whether the group financial statements have been properly prepared in accordance with the Companies |
Act 1985 We also report to you whether in our opmion the information given in the directors’ report 1
consistent with the financial statements

In addition we report to you if, 1n our opinion, we have not received all the information and explanations
we require for our audit, or 1f information specified by law regarding director’s remuneration and other
transactions 15 not disclosed

We read the directors’ report and consider the implications for our report 1f we become aware of any
apparent misstatements within it

Basis of audit opinton

We conducted our audit in accordance with International Standards on Auditing (UK and Ireland) 1ssued
by the Auditing Practices Board An audit includes examination, on a test basis, of evidence relevant to
the amounts and disclosures n the group financial statements It also includes an assessment of the
significant estimates and judgments made by the directors in the preparation of the group financial
statements, and of whether the accounting policies are appropriate to the group’s circumstances,
consistently applied and adequately disclosed

We planned and performed our audit so as to obtamn all the information and explanations which we
considered necessary 1n order to provide us with sufficient evidence to give reasonable assurance that the
group financial statements are free from material misstatement, whether caused by fraud or other
irregularity or error  In forming our opinion we also evaluated the overall adequacy of the presentation of
information 1n the group financial statements
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Independent auditor’s report
to the members of Vostok Energy Limited

Opinion

In our epinion

= the group financial statements give a true and fair view, 1 accordance with IFRSs as adopted by
the European Union as applied 1n accordance with the provisions of the Companies Act 1985, of
the state of the group’s affairs as at 31 December 2006 and of 1ts loss for the year then ended,

= the group financial statements have been properly prepared n accordance with the Companies
Act 1985, and

= the information given n the directors’ report 1s consistent with the group financial statements

Emphasis of matter

Without qualifying our opmion, we draw attention to Note 2 in the consoltdated financ:al statements
which indicates that the Company 1s dependent upon additional funding from investors in order to
continue as a going concern The Company raised 19 4 mullion USD on 17 July 2007 from investors, and
has a mandate agreement for 50 million USD equity and loans, of which 20 millhon USD has closed and
funded as equity, at the date of this report The consohdated financial statements do not include any
adjustments required 1f the Company was not able to obtain funding from investors or other sources and
was therefore not able to continue as a going concern

Erant & (/fov\.c) L

Ernst & Young LLP
Registered auditor
London

25 January 2008
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Consolidated income statement

for the year ended 31 December 2006

Revenue
Cost of sales

Gross profit

Other operating losses
Admutnistrative expenses

Operating loss
Non-operating losses

Investment income
Finance costs

Loss on ordinary actuvities before taxation

Taxation

Loss on ordinary activities after taxation

Equity shareholders 1n the parent
Minority interests

The operating loss for the year arises from the Company’s contimuing operations

Notes

6
7

2006 2005
USD000  USD'000
587 -
(368) -

219 -
(554) (3)
(3,332) (46)
(3,667) (49)
(529) -

70 -

(81) -
(4,207) (49)
202 12
(4,005) (7
(3,690) (34)
(315) 3)
(4,005) (37)

Losses per share for loss attributable to the equity holders of the Company (see note 13) during the year

- basic
- diluted

The notes on pages {4 to 35 are integral part of these financial statements

2006
Usp

007
007

2005
usb

926
926

10
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Consolidated balance sheet
at 31 December 2006

2006 2005
Notes USD'600 UsSD 000

Non-current assets

Intangible assets 15 41,257 -
Property, plant and equipment 16 2,275 52
Trade and other assets 17 2,255 -
Deferred tax 12 798 12
46,585 64
Current assets
Inventories 18 66 -
Trade receivables and other assets 19 1,531 27
Cash and cash equivalents 20 11,600 32
13,197 59
Total assets 59,782 123

Current liab!lities

The notes on pages 14 to 35 are an integral part of these financial statements

Trade and other payables 21 1,809 58
Non-current habilities
L.oans from related parties 22 1,930 100
Environmental provision 23 379 -
l 2,309 100
Total habiities 4118 158
: Net assets/(habilities) 55,664 (35)
|
‘ Equity
| Share capital 24 945 2
Share premium account 24 50,508 -
Accumulated losses (4,404) (34)
| Equity attributable to shareholders of parent 47,049 (32)
‘ Equty attributable to minority interests 8,615 3)
i Total equity 55,664 (33)
\
|
|

The financial statements on pages 10 to 13 were approved by the Board of Directors and authorised for
1ssue on 25 January 2008 and are signed on its behalf by

| Solourny (4T

Blaine Karst, Director
25 January 2008

11
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Consolidated statement of changes in equity
for the year ended 31 December 2006

Attributable to equity holders of the company

Share Share Accumulated Mnoruy Total
capnal premium defictt Sub-total interest equity
USD 000 USD’000 USD 000 USD'000 USD 009 USD 000
Balance at 8 June 2005
Share 1ssues 2 2 2
Net loss for the year (34) G4 (3) 37)
Balance at 31 December 2005 2 (34) (32) (3) (35)
Share issues 945 50,520 51,465 51,465
Share 1ssue costs (12) (i12) (12)
Legal acquisition of subsidiary @ (2) (2)
Distributton to shareholder (680) (680} (680)
Shares 1ssued by subsidiary
(RAECL) 8,933 8,933
Net loss for the year (3,690) (3,690) (315) (4,005)
Balance at 31 December 2006 945 50,508 (4,404) 47,049 8,615 55,664

The notes on pages 14 to 35 are an wntegral part of these financial statements

12
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Consolidated statement of cash flows
for the year ended 31 December 2006

Operating activities
Net cash flow used 1n operating activities

Net cash used 1n operating activities

Investing activities

Sale of property, plant and equipment

Purchase of intangible assets

Purchase of property, plant and equipment

Purchase consideration settled in cash, net of cash acquired

Net cash used 1in investing activities

Financing activities
Proceeds on 1ssue of share capital
{Decrease)/increase n long-term debt

Net cash provided by financing activities

Net increase 1n cash and cash equivalents

Cash and cash equivalents at beginming of year

Cash and cash equivalents at end of year

Notes

25

15
16
14

The notes on pages 14 to 35 are an integral part of these financial statements

2006 2005
USD'000  USD'000
(4,770 (70
(4,770} (70)
3 —_
(5,070) -
(558) -
(23,821) -
(29,446) -
49,202 2
(3,418) 100
45,784 102
11,568 32
32 -
11,600 32

13
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Notes to the consolidated financial statements
at 31 December 2006

Organisation and principal activities

The Company was incorporated in Great Britain on 4 May 2006 under the Companies Act of 1985 as
Atlantc Energy Group Limited The Company changed 1ts name to Vostok Energy Limited on 4 August
2006 The principal activities of the Company and us subsidianes (the “Group™) are the exploration,
development, and production of hydrocarbons The Group’s operating activities durtng 2006 were n
Russia, where the Group holds a sub-soil hcense for geological exploration and production of
hydrocarbons The registered office of the Company 1s Masters House, 107 Hammersmith Road, London,
England, W14 0QH

Basis of preparation and significant accounting policies
Basis of preparation

The consolidated financial statements of the Company and its subsidiaries have been prepared on a
historical cost basis n accordance with International Financial Reporting Standards (“IFRS”) as adopted
by the European Union (EU) and the International Accounting Standards Board (‘‘lASB’’) and
interpretations 1ssued by the International Financial Reporting Interpretations Commuttee of the IASB as
adopted by the European Union up to 31 December 2006

The consolidated financial statements are presented in US dollars

The Company 1s dependent upon the financial support of its mvestors until revenues from primary
business activiies are sufficient to satisfy its obligations and fully-finance its exploration and
development programs The Company believes that 1t has the necessary capital resources at the balance
sheet date to continue as a going concern when taking nto account the financings completed subsequent
to year-end and the commitment of the mvestors to continue to fund future operations until the Company
can fund 1ts own operations through internaltly generated cash flow Accordingly, the financial statements
have been prepared on the going concern basis, which assumes that the Company and 1is subsidianies will
continue 1n operational existence for the foreseeable future

Basis of consofidation

The consolidated financial statements include the accounts of the Company and its subsidiaries
Subsidharies are those entities controlled by the Group The Group was established on 25 May 2006
through the transfer of ownership of Royal Atlantic Energy (Cyprus) Limited (RAECL) and a 75%
interest in Zhakinvest LTD LLP from Royal Atlantic Energy Corporation, a Canadian company
controlled by Alex Capelson, the Group’s founder and Chief Executive Officer, to the Company This
transfer of ownership was accounted for as a business combination involving entities under common
control as 1t falls outside of the scope of IFRS 3

Consequently, the consohidated financial statements for the Group include the following

Vostok Energy Limited from 4 May 2006 (date of incorporation)

Royal Atlantic Energy Cypress from 21 February 2006 (date of incorporation)
Diall Alhance LLC from | June 2006 {date of acquisition)

Zhaitkinvest LTD from 16 March 2006 (date of incorporation)

Logan Neftegas CJSC from 8 June 2005 (date of incorporatton)

Royal Atlantic Energy Company from 19 June 2006 {date of incorporation)
Vostok Energy Resources Limited from 16 November 2006 {date of incorporation)

The Group subsequently changed the name of Logan to Vostok Energy Company CJSC

14
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Notes to the consolidated financial statements
at 31 December 2006

Basis of preparation and significant accounting policies (continued)
Basis of consoldation (continued)

All inter-company balances and transactions have been elimmated upon consolidation  As a consohdated
mcome statement 1s published, a separate income statement for the parent company s not presented by
virtue of Section 230 of the Companies Act 1985

Minority interests represent the portion of profit or loss and net assets in subsidiaries that are not held by
the Group and are presented separately within equity in the consolidated balance sheet

Business combinations

Business combinations are accounted for using the purchase method of accounting The assets and
liabilities of the acquiree are measured at far value on the date of acquisition The results of acquired
operations are included n the consohidated ncome statements from the date on which control was
obtamned The acquisition of Dhall Alliance LLC has been accounted for using the purchase method of
accounting

Transactions between businesses under common control have been accounted for using the pocling of
interests method

Foreign currency

The US Dollar 15 the functional and presentation currency of the Group Each subsidiary determines its
own functional currency, based on the currency of the primary economic environment in which it
operates [n the individual Group companies, transactions 1n currencies other than US dollars are recorded
in the local currency at actual exchange rates at the date of the transaction Monetary assets and habilities
denominated in foreign currencies at the balance sheet date are translated to US dollars at actual exchange
rates at the period end

Income and expenses
Revenue recogmition
Revenue represents the Group’s share of o1l and gas sales recognised to the extent that it 1s probable that

the economic benefits will flow to the Group and the revenue can be rehably measured Revenue
excludes any applicable sales taxes

Investment income and finance costs

Investment income comprises of interest income on funds nvested Interest income 1s recognised as it
accrues, calculated in accordance with the effective interest method

Fmance costs comprise of interest expense on borrowmgs  All borrowing costs are recognised n the
mncome statement using the effective interest method  Any interest payable for funds borrowed for the
purpose of obtamning a qualifying asset will be capitalized as a cost of that asset No iterest was
capitalized 1n the period

15
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Notes to the consolidated financial statements
at 31 December 2006

Basis of preparation and significant accounting policies (continued)

Taxation

Current tax assets and fiabilities are measured at the amount expected to be recovered from or paid to the
taxation authorities, based on tax rates and laws that are enacted or substantively enacted by the balance
sheet date

Deferred income tax 1s recogmsed on all temporary differences ansing between the tax bases of assets and
liabihties and their carrying amounts in the financial statements, with the following exceptions

¢+  where the temporary difference arises from the mmitial recognition of goodwill or of an asset or
hability in a transaction that 1s not a business combination that at the time of the transaction affects
neither accounting nor taxable profit or loss,

* 1n respect of taxable temporary differences associated with investments i subsidiaries, where the
nming of the reversal of the temporary differences can be controlled and it 1s probable that the
temporary differences will not reverse in the foreseeable future, and

e  deferred income tax assets are recogmsed only to the extent that it 1s probable that taxable profit will
be available against which the deductible temporary differences, carried forward tax credits or tax
losses can be utihsed

Deferred income tax assets and habilities are measured on an undiscounted basis at the tax rates that are
expected to apply when the related asset 1s realized or Liability 1s settled, based on tax rates and laws
enacted or substantively enacted at the balance sheet date

Income tax 1s charged or credited directly to equity 1If it relates to items that are credited or charged to
equity Otherwise income tax 1s recognised n the income statement

Pension cosis

The contrbutions payable 1n the year in respect of defined contnibution schemes for pension costs and
post-retirement benefits are charged to the income statement Differences between contributions payable
n the year and contributions actually paid are shown either as accruals or prepayments 1n the balance
sheet

16
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Vostok Energy Limited

Notes to the consolidated financial statements
at 31 December 2006

2. Basis of preparation and significant accounting policies (continued)
Oil and gas assets

The Group has adopted the successful efforts method of accounting for o1l and gas assets, with regard to
the requirements of IFRS 6 “Exploration for and Evaluation of Mineral Resources”

Costs ncurred prior to the award of oil and gas licenses, concessions and other exploration rights are
expensed m the income statement Cost incurred on the acquisition of a hcense interest Is imitially
capitalised on a hicense by license basis  Cost are capitalised within intangible fixed assets and held un-
depleted until the exploration phase on the license 1s complete or commercial reserves have been
discovered Costs are stated at cost less accumulated amortisation and 1mpairment losses and are
amortised on a straight line basis over their estimated useful lives

Extraction License 25 years
Other License 5 years

All costs mcurred 1n technical services, seismic data, and for exploration and appraisal acuvities are
mitially capitalised as intangible assets on a well by well basis until the results of the drilling have been
determmed  If commercial reserves have been discovered and development has been approved, the
carrying value of the related intangible assets 1s reclassified as development and production assets If
commercial reserves have not been found, the costs are charged to expense after appraisal activities are
completed

Exploration and evaluation assets are assessed for impairment when facts and circumstances suggest that
the carrying amount of an exploration and evaluation asset may exceed 1ts recoverable amount When
facts and circumstances suggest that the carrying amount exceeds the recoverable amount, then the
impairment will be measured, presented and disclosed 1 accordance with [AS 36 Impairment of assets’

Development and production assets

Costs incurred to develop the reserves and bringing them mto production together with exploration and
evaluation costs are capitalised within property, plant and equipment on a field by field basis  Subsequent
expenditure 1s capitalised only if it erther enhances the economic benefits of the development/preducing
asset or replaces part of the existing development/producing asset  Any costs remaining assoclated with
the part replaced are expensed Durectly attributed overheads and finance costs are capitahised where they
relate to specific exploration and development activities

Development and production assets are carnied on the balance sheet at cost less accumulated depreciation
and 1mpairment allowances

Depletion

Depletion 1s provided on o1l and gas assets i production using the unit of producuon method, based on
proven reserves, applied to the sum of the total capitalized exploration, evaluation and development costs,
together with estimated future development costs at current prices

Environmental restoration

The environmental restoration provision 1s calculated at the net present value of the total costs expected to
be incurred at the end of the producing life of each field in the removal and decommissioning of the
production, storage and transportation facilities currently in place  The cost of recognmazing the
environmental restoration provision 1s included as part of the cost of the relevant property, plant and
equipment and 1s charged to the ncome statement on a umt of production basts
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Notes to the consolidated financial statements
at 31 December 2006

Basis of preparation and significant accounting policies (continued)
Development and production assets (continued)

Inventories

Inventories represent unsold o1l in storage and consumables and are recorded at the lower of cost or net
realizable value on a first-in first-out basis Net realizable value 1s the estimated selling price m the
ordinary course of business, less the estimated costs of completion and selling expenses

Property, plant and equipment- other

Property, plant and equipment are stated at cost less accumulated depreciation and 1mpairment losses
Such cost includes costs directly attributable to making the asset capable of operating as intended

Depreciation 1s provided on all property, plant and equipment, other than freehold land, at rates calculated
to write off the cost, less estimated residual value based on prices prevailing at the balance sheet date, of
each asset evenly over its expected useful life as follows

Office equipment § years
Furniture and fixtures 5 years
Motor vehicles and machinery 5 years

impairment of assets

Imparrment of non-current assets

The carrying amounts for non-current assets are reviewed for impairment 1f events or changes mn
circumstances idicate the carrying value may not be recoverable If there are indicators of impairment,
an exercise 15 undertaken to determine whether the carrying values are in excess of their recoverable
amount Such review 1s undertaken on an asset by asset basis, except where such assets do not generate
cash flows independent of other assets, 1n which case the review 1s undertaken at the cash generating unit
level

If the carrying amount of an asset or its cash generating unit exceeds the recoverable amount, a provision
15 recorded to reflect the asset at the lower amount Impairment losses are recogmised n the income
statement

Calculation of recoverable amount

The recoverable amount of assets 15 the greater of ther value in use and fair value less costs to sell In
assessing value mn use, the estimated future cash flows are discounted to their present value using a pre-tax
discount rate that reflects current market assessments of the time value of money and the risks specific to
the asset For an asset that does not generate cash inflows largely independent of those from other assets,
the recoverable amount 1s determmed for the cash generating umit to which the asset belongs The
Group’s cash generating units are the smallest 1dentifiable groups of assets that generate cash inflows that
are largely independent of the cash inflows from other assets or groups of assets

Reversals of tmparrment

An impairment loss 1s reversed if there has been a change n the estimates used to determine the
recoverable amount An impairment loss 1s reversed only to the extent that the asset’s carrying amount
does not exceed the carrying amount that would have been determined, net of depreciation or
amortization, 1f no impairment loss had been recognised
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Notes to the consolidated financial statements
at 31 December 2006

Basis of preparation and significant accounting policies (continued)
Financial instruments

The Group’s financial instruments include cash and borrowings together with various items such as other
receivables and trade payables, which arise directly from its operations The main purpose of these
financial instruments 1s to provide working capital

Financial assets and financial habilities are recognised on the Group’s balance sheet when the Group
becomes a party to the contractual provisions of the instrument There are no material financial assets and
lhabilities for which differences between carrying amount and fair value are required to be disclosed

Loans and convertible loans

Loans are recognised in the balance sheet at nominal value, any nterest 1s put through the ncome
statement as and when 1t 1s charged

Borrowings are recognised mitially at fair value, net of transaction costs incurred Borrowings are
subsequently stated at amortized cost, any difference between the proceeds (net of transaction costs) and
the redemption value 1s recogmised in the income statement over the period of the borrowings using the
effective interest method

Trade receivables

Trade and other receivables do not carry any interest and are recognised and carried at therr nominal value
less an allowance for any uncollectible amounts Bad debts are written off when 1denufied

Cash and cash equivalents

Cash and cash equivalents include balances with banks and short-term nvestments with maturities of
three months or less at the date acquired

Trade payables

Trade payables are stated at their nominal value

Share capttal

Share capital 1ssued by the Company 1s recorded at the proceeds received net of 1ssue costs

Use of estimates and judgments

The preparation of financial statements in conformity with generally accepted accounting practice requires
management to make judgments, esumates and assumptions that affect the application of policies and
reported amounts of assets and liabilities as well as the disclosure of contingent assets and habilities at the
balance sheet date and the reported amounts of revenues and expenses during the reporting period  Actual
outcomes could differ from those estimates

In the process of applying the Group's accounting policies described above, management has made
judgments that have a significant effect on the amounts recognised 1n the financial statements
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at 31 December 2006

Basis of preparation and significant accounting policies (continued)
Use of estimates and judgments (continued)

Fair value of acquisttion (see note 14)

Upon acquisition, assets and habilites, including exploration and evaluation assets, are to be mmcluded in
the financial statements at their fair market value The actual value that will be realized from these assets
1 nherently uncertain and reflects a wide range of factors including but not limited to geographical and
geophysical factors, future costs and commodity prices, the duration of the license and its term and the
availabihity of financial and other resources need to progress exploration and development activities

Impawrment review of intangible assets (see note 15)

Management 1s required to assess the level of the Company’s commercial reserves, which are utilised n
determining the amortization and depreciaion charge for the period and assessing whether any
impairment charge 15 required The Company utilizes independent experts and therr own internal
expertise to assess the commercial viability of reserves and any future capital expenditures, on a field by
field basis

Sub-soil hcenses (see note 15)

The Group 1s subject to periodic reviews of its activities by governmental authorities with respect to the
requirements of its sub-soil Licenses and seeks amendments to the licenses when supported by the results
of ongoing exploration and development activitties The requirements under the hcenses are subject to
nterpretation and enforcement policies of the relevant authorities In management’s opinion, as of 31
December 2006, there are no serious non-compliance issues that will have an adverse effect on the
financial position or the operating resuits of the Company

Environmental restoration (see note 23)

The Group operates in the upstream o1l industry 1n the Russian Federation and 1ts activities may have an
impact on the environment The enforcement of environmental regulations n the Russian Federation 1s
evolving and the enforcement posture of government authorities 1s continually being reconsidered The
Group periodically evaluates its obligation related thereto  The outcome of environmental habihties under
proposed or future legislation, or as a result of stricter interpretation and enforcement of existing
legisiation, cannot reasonably be estimated at present, but could be material Under the current levels of
enforcement of existing legislation, management believes there are no significant Labilities m addition to
amounts which are already accrued and which would have a material adverse effect on the financial
position of the Group

Fnancial nsk management

Currency risk

The Group’s primary operations are within Russia and the combination of Russian Ruble (“RUR”)
denominated costs and sales and US dollar denominated debt gives nise to foreign exchange exposure
For the past several years the risk has been minimized due to the stability of the RUR to the US dollar

Cash balances n the Group are usually held in US dollars, but smaller amounts may be held in British
Sterhing or local currencies to meet operating and administrative expenses or to comply with local
legislation The Group does not have formal arrangements to mitigate foreign exchange risks at this ime
however should circumstances dictate, the Group may constder hedging positions to protect the value of
any cash balances it holds 1n non-US dollar currency

20




Vostok Energy Limited

Notes to the consolidated financial statements
at 31 December 2006

Basis of preparation and significant accounting policies (continued)
Financial nsk management (continued)

Currency risk (continued)

The following table demonstrates the sensitivity to a reasonably possible change in the Russian ruble
compared to the US dollar exchange rates on the Group's loss before tax and equuty respectively

Effect on loss Effect on

for period Equity

Increase/ Increase/

Increase/  (decrease)  (decrease}
(decrease) USD000's USDGOR's

2006 5% (54) 46
(5%) 54 (46)

Commodity price risk

Currently production 15 sold on near term contracts, with prices fixed at the time of a transfer of custody
or as agreed 1n the contract  As the license area 1s developed and production increases, consideration will
be given to entering nto fixed price, long term market contracts The Group’s policy 1s not to hedge
commodity prices unless hedging 1s required to mitigate financial risks associated with debt financing of
1ts assets or to meet 1ts commitments

Interest rate and hquidity risk

Given the early stages of developing its o1l and gas licensed area, management 15 continually monitoring
cash requirements for the Group and evaluating potential sources to fund its operating and capital
expenditures It 1s the goal of management to ensure adequate funding 1s available through an appropniate
mix of debt and equity mstruments To limit hquidity nisk, all sigmificant cash and cash equivalents are
deposited with banks with hugh credit-ratings assigned by international credit-rating agencies

The Group has himited borrowings with floating rates as at 31 December 2006 and any reasonable change
in interest will not have a significant impact on the Group loss or equity

Operating and financial risks

Operating environment

Ongomg operations and those of similar companies in Russia are subject to the prevailing economuic,
political and regulatory uncertainties

The Russian economy, while deemed to be of market status beginning 1n 2002, continues to display
certain traits consistent with that of a market n transition  These characteristics have in the past included
higher than normal histornc nflation, lack of hquidity in the capital markets, and the existence of currency
controls which cause the national currency to be illiquid outside Russia  The continued success and
stability of the Russian economy will be significantly impacted by the government’s continued actions
with regard to supervisory, legal and economic reforms
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Basis of preparation and significant accounting policies (continued)
Operating and financial nsks (continued)

Taxation (continued)

Russian tax, currency and customs legislation is subject to varying nterpretations and changes which can
occur frequently Management’s interpretation of such legislation as applied to the transactions and
activity of the Group n Russia may be challenged by the relevant regional and federal authorities Based
on reviews performed to date by the relevant authorities, there have been no significant tax fines or
penalties incurred and management believes that as at 31 December 2006, its interpretation of the relevant
legislation 15 appropriate and the Group’s tax and currency positions will be sustained

New standards and interpretations not apphed

At the date of authorization of these financial statements the following Standards and Interpretations
which have not been applied in these financial statements were n 1ssue but not yet effective 1n respect of
the year being reported on

IFRS 7 Financial instruments Disclosures, and the related amendments to IAS 1 on capital
disclosures (effective 1 January 2007)

IFRS 8 Operating segments (effective | January 2009)

IFRIC 8 Scope of IFRS 2 Share-based payments (effective 1 May 2006)

IFRIC 9 Reassessment of Embedded Derivatives (effective 1 June 2006)

IFRIC 10 Interim Financial Reporting and Impairment {effective | November 2006)

IFRIC 1] IFRS 2 ~ Group and Treasury Share Transactions (effective 1 March 2007)

IFRIC 12 Service Concession Arrangements (effective 1 January 2008)

IFRIC 13 Customer Loyalty Programmes {(effective 1 July 2008)

IFRIC 14 IAS 19 — The Limt on a Defined Benefit Asset, Mimmum Funding Requirements

and their Interaction (effective 1 January 2008)

The directors anticipate that the adoption of these Standards and Interpretations mn future periods will have
no material impact on the financial statements of the Group when the relevant standards come nto effect
for the periods commencing on or after dates shown above

Segment information

The Group’s operations comprise one class of business being o1l and gas exploration, development and
production

The pnimary Group operation 1s 1n one geographical region which 1s Russia  Companies mcorporated
outside of Russia are mainly admimstrative centers which primarily support the Company operations in
Russia
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at 31 December 2006

Loss on ordinary activities before taxation

Loss from operations after charging
Net foreign exchange losses
Depletion
Depreciation
Amortisation
Impairment of intangibles
Staff costs
Administrative
Cost of sales
Audntors’ remuneration for audit services
Statutory audit
Other services

Cost of sales

Mineral extraction tax
Direct labour

Subsoil usage royalties
Subcontracting costs
Depletion and amortisation
Land rental

Other

Other operating expenses

Repair and maintenance
Rental, heating, other
Other taxes

Exploration

2006
UsSD 000

28
18
22

500

1,338
72

192
24

e N

2005
UsSD 000

2006
USD 000

184
72
48
33
20

8
3

2005
UsbD'000

368

2006
USD'000

337
153
54
10

2005
UsD 000

|

5354

Other taxes of 54 thousand USD are comprised of property, transport, environmental and water utihzation

taxes
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at 31 December 2006

Administrative expenses

2006 2005
Usp 600 UspD 060
Professional fees 1,448 -
Salanes and benefits 1,338 40
Travel and training 238 -
Office 246 5
Depreciation 22 i
Insurance 40 -
3,332 46

Non-operating losses
2006 2005
UsSD000 USD 000
Impairment provision for Zhaikinvest 500 -
Exchange losses 28 -
Other | —
529 -

An impairment provision has been recorded for the mvestment in Zhaikinvest (see Note 15) given the
uncertainty as to the recoverability of the carrying value of the investment The investment has been
written down to 1its expected net realizable value and the impairment losses recognised wn the income

statement

Investment tncome

2006 2005

UsSD'000 USD 000

Interest on short-term deposits 70 -
Finance costs

2006 2005

USD'000 UsD 000

Interest on non-current habilities 68 -

Interest on short term borrowings 8 -

Unwinding of discount of provsions 5 -

81 -
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at 31 December 2006

Salaries and directors’ emoluments
(a) Staff costs

2006 2005

Usb 000 USD'000

Admunistrative wages and salaries 1,306 40
Social costs and other benefits 104 -
1,410 40

Total salaries for the Group for the year ending 31 December 2006 includes 72 thousand USD (2005 $mt)

recorded as direct labor costs included 1n cost of sales

The average monthly number of employees (including executive directors) for the year for the Group was

as follows
2006 2005
No No
Operations 30 -
Head office and administration 23 4
53 4

The Group does not have any employee retirement or pension benefit plan however funds are paid into the
required government pension funds or social benefit programs for all its employees as they arise No

significant post retirement benefits were paid during the year

(b)  Directors’ emoluments

Included in staff costs, 1s director compensation of 196 thousand USD No compensation was paid to non-

executive directors during the period
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Notes to the consolidated financial statements
at 31 December 2006

Taxation

The income tax credit for the period of 202 thousand USD arises from the Group’s Russian operations and
all relates to deferred tax The taxation recovery can be reconciled to Loss per the Income Statement as
follows

2006 2005
USD'000 UsD'600

Loss before taxation (4,207) (48)
Tax at applicable rate of tax (30%) (1,262) (14)
Tax affect of

— UK losses not recognised 625 -

— foreign losses not recognised 145 -

— effect of different foreign tax rates 116 2

- items which are not deductible for tax 174 -

Current year taxation provision (202) (12)

The applicable rate of tax 1s assumed to be the UK corporation tax rate of 30% The effect of different
foreign tax rates 1s the result of the losses incurred in Russia where the corporate tax rate 15 24%

Deferred tax

The following deferred tax has been recognised

2006 2005

USD’ 000 USD 000
Deferred tax assets

— tax losses carmed forward 761 12
— impairment aliowances 193 -
— other allowances 22 -

Deferred tax habilities

— prepaids and other current assets (125%) -
— property, plant and equipment (53) -
798 12

A net deferred tax asset has been recognised on the basis of future profit projections, which show that
sufficient taxable profit 15 expected to anse against which these losses can be utilised

In additzon, the group has tax losses which arose n the UK of 2 083 million USD, in Kazakhstan of 211
thousand and n the US of 246 thousand USD, n respect of which deferred tax assets have not been
recogmised This 1s on the basis that 1t 1s not sufficiently certan that taxable profits will arise against
which to offset these tax losses The UK tax losses are available to be carried forward indefinstely, to be
offset against future profits 1n the same company m which the loss arose Russian tax losses expire after
i0 years
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The amount of deferred 1ax that has been recogmsed 1n the income statement 1s as follows

2006 2005
USD 000 USD000
Deferred tax assets

- tax losses carmed forward 165 12
— impawrment allowances 193 -
— other allowances 22 -

Deferred tax habilities

— prepaids and other current assets (125) -
~ property, piant and equipment (53) -
202 12

Loss per share

The calculation of basic loss per ordinary share 1s based on the loss for the pertod and the weighted
average number of shares n 155ue

2006 2005
Loss for the purposes of basic loss per share (USD’000) 3,690 34
Weighted average number of ordinary shares for the purposes of
basic loss per share 49,383,691 3,673
Basic 007 926
Dhiluted 007 926

As the Group has made a loss mn the period, basic and diluted LPS are equal
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at 31 December 2006

Business acquisitions
DIALL

On 25 May 2006 the Group completed a transaction with RAEC to acquire RAECL which held the nght
to acquire DIALL, a company owning o1l and gas rights in the Saratov region of Russia

2006

USD 000
Analysis of acquisitions costs and net assets acquired in DIALL
Purchase consideration
— cash paid including commissions 21,843
— stock 1ssued from RAECL 8,933
— other costs 2,068
Total acquisition costs 32,844
Fair market value of net assets acquired
- intangible assets 3,581
~ property, plant and equipment 1,704
- trade and other assets — long term 364
— inventories 60
— deferred tax asset 582
— trade and other assets — current 717
- cash and cash equivalents 93
— non-current habilities (5,728)
— environmental provisions (139)
- trade and other payables — current (1,289)
Net habilities acquired (55)
Total acquisition costs 32,844
Intangible asset uplift 32,899

Upon review of the fair market value of the assets at the time of acquisitron, 1t was determined that there
were no significant differences between the net book value of the assets and their fair market value except
for the intangible assets whose book value was 3 581 million USD on closing The ncrease of 32 899
million USD reflects the difference between the purchase consideration paid and the fair market value of
the net assets which has been allocated to the sub-soil license rights and mcluded as part of intangible
assets (see note 15)

In the period since acquisition, DIALL has contributed a net loss of 514 thousand USD after tax to the
Group result If DIALL had been acquired as at 1 January 2006, revenue recognised in the year to 31
December 2006 for the Group would have increased by 99 thousand USD, to 686 thousand USD, and the
net loss would have ncreased by 305 thousand USD, to 4 310 muilion USD
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15. Intangible assets

Sub-soil
Development Sub-soil licence
Seismic costs costs licences rights Total
: USD'000 USD 000 USD 000 UsD'e0o USD 000
\ Cost
| Beginning of period - - - - -
‘ Acqusition of subsidiaries 986 2,537 58 — 3,581
| Uplift on acquisition - - 32,899 - 32,899
Additions 680 3,599 - 1,000 5,279
At 31 December 2006 1,666 6,136 32,957 1,000 41,759
Amortisation and impairment
Beginning of period - - - - -
Amortisation for the year - - 2 - 2
Impairment charge - - - 500 500
At 31 December 2006 - - 2 500 502
Carrying amount
At beginnung of period - - - - -
At 31 December 2006 1,666 6,136 32,955 500 41,257

Sub-soil licences acquired through acquisition and the related acquisition costs are from the acquisition of
DIALL Sub-son licence nghts were acquired through the acquisition of Zhaikinvest for 1 0 mullion USD
which, upon impairment review, was written down to 500 thousand USD as at 31 December 2006

There were no ntangible assets in 2005
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at 31 December 2006

Property, plant and equipment

Historical cost:
Opening balance at 8 June 2005
Additions

At 31 December 2005
Acquisition of subsidiaries
Additions

Disposal

At 31 December 2006

Depreciation:

Opening accumulated depreciation at
8 June 2005

Depreciation and depletion

At 31 December 2005

Depreciation and depletion
Disposal

At 31 December 2006

Net book value
At 31 December 2005

At 31 December 2006

Office
Ol and gas equipment
plant and Motor and
equipment vehicles Jurniture Total
USD 060 USD'000 usb'ooo USD'000
- 53 - 53
- 53 - 53
1,675 26 3 1,704
452 31 79 562
- %) (n (6}
2,127 105 81 2,313
- (1) - )]
- (1} - ey
(18) (16} Q) {40}
- 3 - 3
(18) (14) (6) (38)
- 52 - 52
2,109 91 75 2,275

There are no restrictions on the use or sale of the property, plant and equipment nor have any of the assets
been pledged on debt or used as security during the period
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Trade and other assets — non current

2005
UsSD'000

2006

UsD'o00

Prepayments 1,262
Other receivables 993
2,255

The prepayments are advance payments on contracts for capital projects (on capital expansion and
developments of the wells) and are therefore classified as a non-current asset Other receivables are for
value added taxes which wili be used as an offset agamst future value added tax habthties but are not

expected to be recovered within the next twelve month period

Inventories
2006 2005
USD’'000 USD 000
Crude ol 35 -
Other materials 31 -
66 -
Crude o1l inventory represents amounts held n storage pending sales to customers
Trade and other assets — current
2006 2005
USD'000 UspD'o00
Trade receivables 6 -
Tax receivables 740 -
Prepayments 751 25
Other 34 2
1,531 27

Tax receivables relate to value added tax payments that are expected to be recovered within the next
twelve months Prepayments are advance payments on contracts for services to be rendered within the

next twelve months

As at 31 December 2006 and 2005 no provision was provided for impairment of current assets

No trade receivables have been pledged as security for any credit facihties
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Cash and cash equivalents

Cash 15 kept on deposit and earns interest at floating rates at the daily bank deposit rates  Short-term
deposits are made for varying periods based on immediate cash requirements but normally for periods of
30 days or less At 3] December 2006 the cash and cash equivalents of 11 6 million USD were on deposit

at banks

Current financial liabilities

Trade payables
Accruals and other payables
Short term borrowings

The short-term borrowings are a series of promissory notes due 1n 2007

Non-current liabilities
Interest rate

Charged
Amounts due 1n less than 5 years
Energy Growth Management Services (see note 28) 6%
Logan Energy Resources Inc (sce note 28 LIBOR + 3%

Royal Atlantic Energy Corporation

LIBOR is the British Bankers Association London Interbank Offered Rate

2006 2005
USD'000  USD’000
907 54

340 4

562 -
1,809 58
2006 2005
USD'000  USD'000
1,578 -
352 -

- 100

1,930 100

The obhigation to RAEC was settled when ownership of Logan was transferred to the Company on 8

August 2006

Environmental provisions

Beginning of period
Assumed on acquisition
New or increased provision
Unwinding of discount

2006
UsSD'000

139
235
5

2005
Uusnooo

379

The provision for environmental restoration includes the decommissioning and restoration habihty

relating to hquidation of wells The provision recorded for the period was 240 thousand USD
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Share capital

2006
Authorised USD 000
200,000,000 ordinary shares of USD 0 01 each 2,000
Ordmary shares Share Share
Shares Amount capttal premium
Issued and fully paid No USD 000 USD'000 uspD'oo0
Share 1ssue 25 May 2006 46,500,000 465 465 -
Share 1ssue 27 June 2006 40,000,000 40,000 400 39,600
Share 1ssue 26 July 2006 1,000,000 1,000 10 990
Share 1ssue 22 December 2006 7,000,000 10,000 70 9,930
94,500,000 51,465 945 50,520

Share 15sue costs (12)
50,508

In 2005, the share capital (2 thousand USD) represented the share capital of Logan Nefiegas CJSC, a
company under common control  On transformation of the Group n 2006, the shares in this company
were acquired by Vostok Energy Limited in a common contro] transaction, and are therefore ehminated
upon consohdation

Upon the formation of the Company on 25 May 2006, RAEC received 46,500,000 shares 1in the Company
Of these shares, 15,500,000 were held as Option Securities by RAEC, which were granted to three non-
executive directors of Vostok The options are valued at 30 01 per share

Reconcihiation of loss from operations to net cash used in operating activities
2006 2005
UsD 600 UsD 000
Loss from operations before taxation (4,207 (49)
Adjustments for
Depreciation, depletion and amortisation 41 ]
Impairment provision 500 -
Accrued interest 69 -
Increase in trade and other receivables (1,394) 27
Increase in inventories (6) -
Increase in trade and other payables 213 5
Increase in short-term borrowings 14 -
Net cash flow used n operating activities 4,770) (70)
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Operating lease obligations

Operating lease payments mamnly represent rentals payable by the Group for land, office space and
equipment required for use on a temporary basis Land leases for well sites are normally 10 years, while
other teases are normally negotiated on a short term basis of one to two years with options to extend
Longer term office leases will be done 1f terms are favourable but would include break clauses by
providing one to two year notice period

Lease payments under operating leases recogmsed in income for the year were 142 thousand USD (2005
- USD ml)

At the balance sheet date, the Group had outstanding commitments for future minimum lease payments
under non-cancellable operating leases, which fall due as follows

2006 2005

USD’000 USD 000

Within one year 157 -
In two to five years 5 -
Later than five years 5 -

Related party transactions

The acquisition of the 70 per cent ownership interest in Royal Atlantic Energy (Cyprus) Ltd, the 100%
owner of DIALL and the acquisition of the 75% ownership interest in Zhaikinvest completed on 25 May
2006, were effected through the issuance of 46,500,000 shares of Vostok Energy Limted to the
shareholders of Royal Atlantic Energy Company thereby making the majonity shareholders of Royal
Atlantic Energy Company the majority shareholders of the Company upon completion of the transaction

In addition to 1ssuing the shares, the Company assumed certain benefits and obligations as per the terms of
the agreement As at 31 December 2006 the Company had a promissory note for 1 578 million USD due
to Energy Growth Management Services, a company owned and controlled by shareholders of Vostok
(see Note 22) The promissory note plus accumulated nterest 1s due on 15 May 2008

On 8 August 2006, Vostok Energy Company, CJSC was acquired from Logan Energy Resources Inc

(“Logan Inc ™), a company controiled by shareholders of Vostok Energy Limited As per the terms of the
acquisition agreement, Vostak 1ssued a demand promissory note for 340 thousand USD to Logan Inc The
amount plus nterest of 12 thousand USD 1s outstanding as at 31 December 2006 and the principles of
Logan have agreed that the no demand shall be made for payment pricr to 31 December 2007 (see note
22)

Based on remuneration packages for key staff, the Company may agree to reimburse employees for
accommodation costs when the employee 1s required to live or work for extended periods outside their
country of principle residency During 2006, the Company incurred expenses of 29 thousand USD relating
to accommodation costs for their Chief Operating Officer who 15 also a shareholder of the Company

During 2006 the Group utilised a sub-contractor to supervise dritling activities in Russia A semior officer
of the sub-contractor 1s a director and has an ownership interest 1n Vostok Energy Limited




Vostok Energy Limited
-

Notes to the consolidated financial statements
at 31 December 2006

28. Capital commitments

The Group has commitments pursuant to 1ts sub-soil license agreements to continue to explore and
develop the hcense area Management estimates that at 31 December 2006 the above non accrued license
commutments totaled approximately 12 5 milhon USD

Prior to 31 December 2006, the Group entered nto several contracts for dnlling, work-over and seismic
services as part of the normal business activity Pursuant to these contracts, there were outstanding work
commitments still to be delivered of 4 1 mullion USD as at 31 December 2006

No such contracts existed in 2005
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Vostok Energy Limited

Independent auditor’s report
to the members of Vostok Energy Limited

We have audited the parent company financial statements of Vostok Energy Limiied for the year ended 31
December 2006 which comprnise the Balance Sheet, the Statement of Changes in Equity and Statement of
Cash Flows and the related notes 1 to 8 These parent company financial statements have been prepared
under the accounting policies set out theren

We have reported separately on the group financial statements of Vostok Energy Limited for the year
ended 31 December 2006

Thus report 1s made solely to the company's members, as a body, 1n accordance with Section 235 of the
Companies Act 1985 Our audit work has been undertaken so that we might state to the company's
members those matters we are required to state to them 1n an auditors’ report and for no other purpose To
the fullest extent permatted by law, we do not accept or assume responsibility to anyone other than the
company and the company's members as a body, for our audit work, for this report, or for the opmions we
have formed

Respective responsibihities of directors and auditors

The directors’ responsibilities for preparing the Annual Report and the parent company financial
statements in accordance with applicable United Kingdom law and International Financial Reporting
Standards {IFRSs) as adopted by the European Union are set out n the Statement of Directors’
Responsibilities

Our responsibihity 1s to audit the parent company financial statements in accordance with retevant legal
and regulatory requirements and International Standards on Auditing (UK and Ireland)

We report to you our opinion as to whether the parent company financial statements give a true and fair
view and whether the parent company financial statements have been properly prepared in accordance
with the Companies Act 1985 We also report to you whether 1n our opinion the information given in the
directors' report 15 consistent with the parent company financial statements

In addition we report to you if, m our opinion, the company has not kept proper accounting records, if we
have not received all the information and explanations we require for our audit, or 1f information specified
by law regarding directors’ remuneration and other transactions 15 not disclosed

We read the directors’ report and consider the imphications for our report if we become aware of any
apparent misstatements within it

Basis of audit opmion

We conducted our audit 1n accordance with International Standards on Auditing (UK and Ireland) tssued
by the Auditing Practices Board An audit meludes examination, on a test basis, of evidence relevant to
the amounts and disclosures 1n the parent company financial 1t also includes an assessment of the
sigmificant estimates and judgments made by the directors in the preparation of the parent company
financial statements, and of whether the accounting policies are appropriate to the company’s
circumstances, consistently applied and adequately disclosed

We planned and performed our audit so as to obtain all the information and explanations which we
considered necessary 1n order to provide us with sufficient evidence to give reasonable assurance that the
parent company financial statements are free from material misstatement, whether caused by fraud or
other rregularity or error In forming our opinion we also evaluated the overall adequacy of the
presentation of information in the parent company financial statements
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Vostok Energy Limited

Independent auditor’s report
to the members of Vostok Energy Limited

Opmmion

In our opinion

e the parent company financial statements give a true and fair view, 1n accordance with IFRSs as
adopted by the European Union as applied in accordance with the provisions of the Companies
Act 1985, of the state of the company's affairs as at 31 December 2006,

e  the parent company financial statements have been properly prepared in accordance with the
Companies Act 1985, and

e the information given in the directors' report 1s consistent with the parent company financial
statements

Emphasis of matter

Without qualhifying our opinion, we draw attention to Note 2 in the consclidated financial statements
which indicates that the Company 1s dependent upon additional funding from nvestors in order to
continue as a going concern The Company raised 19 4 million USD on 17 July 2007 from investors, and
has a mandate agreement for 50 millhion USD equity and loans, of which 20 million USD has closed and
funded as equity, at the date of this report The consolidated financial statements do not include any
adjustments required 1f the Company was not able to obtain funding from investors or other sources and
was therefore not able to continue as a going concern

Ernst & Young LLP
Registered auditor
London

25 January 2008
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Vostok Energy Limited

Parent company financial statements of Vostok Energy
Limited

Company balance sheet as at 31 December 2006

2008

Notes USD'000
Non-current assets

Property, plant and equipment 2 4
‘ Investments 1n subsidiaries 3 3,188
Intercompany advances 4 37,159
40,351
Current assets
[ Trade and other assets 3 249
‘ Cash and cash equivalents 11,252
11,501
Total assets 51,852
Current iabilities
Trade and other payables 6 558
Non-current liabihties 7 1,930
Total habihities 2,488
Net assets 49 364
Equity
Share capital 945
Share premium account 50,508
Accumulated losses (2,089)
Total equity 49,364

! The notes on pages 41 to 43 are an integral part of these financial statements

The financial statements on pages 38 to 40 were approved by the board of directors and authorised for
1ssue on 25 January 2008 and are signed on 1ts behalf by

Sloiu [

Blaine Karst, Director
25 January 2008
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Parent company financial statements of Vostok Energy
Limited

Company statement of changes in equity for the year ended 31 December 2006

Attributable to equity holders of the company
Share Share Accumufated Total
capital premium deficit equity
UsD'eo0 USD 000 UsD 000 UsDo00

1 Balance at 4 May 2006 - - -
| Share 1ssues 945 50,520 - 51,465
! Share 1ssue costs - (12) - (12)
Net loss for the year - - (2,089) (2,089)

Balance at 31 December 2006 945 50,508 (2,089) 49,364
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Vostok Energy Limited

Parent company financial statements of Vostok Energy

Limited

Company statement of cash flows for the year ended 31 December 2006

Operating activibes
Net cash flow used in operating activities

Net cash used in operating activities

Investing activities

Investments n subsidiaries

Purchase of property, plant and equipment
Loans to subsidianes

Net cash used in investing activities

Financing activities
Proceeds on issue of share capital

Net cash provided by financing activities

Net increase/(decrease) in cash and cash equivalents

Cash and cash equivalents at beginning of year

Cash and cash equivalents at end of year

The notes on pages 41 to 43 are an integral part of these financial statements

Notes

8

2006
USD 000

(1,423}

(1,423)

(1,594)
(5)
(34,929)

(36,528)

49,203

49,203

11,252

11,252
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Vostok Energy Limited

Parent company financial statements of Vostok Energy

Limited

Notes to the company financial statements at 31 December 2006

Basis of preparation

The Company 1s dependent upon the financial support of its nvestors until revenues from primary
business activities are sufficient to satisfy 1ts obhgations and fully-finance its exploration and
development programs The Company believes that 1t has the necessary caputal resources at the balance
sheet date to continue as a going concern when taking nto account the financings completed subsequent
to year-end and the commitment of the mvestors to continue to fund future operations until the Company
can fund 1ts own operations through nternally generated cash flow Accordingly, the financial statements
have been prepared on the going concern basis, which assumes that the Company and 1ts subsidiaries will

continue 1n operational existence for the foreseeable future

Property, plant and equipment

Office
equipment and
Surniture Total
USD 060 USD 000
Historical cost-
Opening balance at 4 May 2006 - -
Additions 4 4
At 31 December 2006 4 4
Depreciation:
Opening accumulated depreciation at 4 May 2006 - -
Depreciation - -
At 31 December 2006 - -
Net book value
Opening at 4 May 2006 - -
At 31 December 2006 4 4
Investments in subsidiaries
2006
USD'000
RAECL and DIALL 2,537
Vostok Moscow 151
Zhaikinvest 500
3,188
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Parent company financial statements of Vostok Energy

Limited

Notes to the company financial statements at 31 December 2006

4 Intercompany advances

RAECL

DIALL

Vostok Moscow
Zhaikinvest
Vostok US

5. Trade and other assets

Prepayments
Other recetvables

6. Trade and other payables

Trade payables
Accruals

7. Non-current liabilities

Amounts due 1n less than 5 years
Energy Growth Management Services
Logan Energy Resources Inc

LIBOR 1s the British Bankers Association London Interbank Offered Rate

2006
UsnD o0

Interest rate 2006
Charged USD 000

6% 1,578
LIBOR + 3% 352
1,930
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Vostok Energy Limited

Parent company financial statements of Vostok Energy
Limited

Notes to the company financial statements at 31 December 2006

Reconciliation of loss from operations to net cash used In operating activities

2006
UsD'000
Loss from operations (2,089)
Adjustments for
Depreciation, depletion and amortisation -
Impatrment 500
Interest 69
Increase n trade and other receivables (229)
Increase m trade and other payables 326
Net cash flow used in operating activities (1,423)
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