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Auditors' Report

To the Shareholders of
Baden Technologies Inc.

We have audited the balance sheets of Baden Technologies Inc. as at December 31, 2007 and 2006 and the statements
of earnings, retained earnings and cash flows for the years then ended. These financial statements are the responsibility
of the Company's management. Our responsibility is to express an opinion on these financial statements based on our
audit.

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

In our opinion, these financial statements present fairly, in all material respects, the financial position of the Company as
at December 31, 2007 and 2006 and the results of its operations and its cash flows for the years then ended in
accordance with Canadian generally accepted accounting principles.

oot ek
Chartered Accountants

Calgary, Alberta
April 24, 2008

RSM Richter is an independent member firm of RSM International,
an affiliation of independent accounting and consulting firms.



Baden Technologies Inc.

Consolidated Balance Sheets
December 31, 2007 and 2006

2007 2006
$ $
Assets
Current
Cash 2,293,779 100,189
Accounts receivable 852,987 1,113,023
Inventories (Note 5) 362,938 1,531,273
Prepaid expenses 117,574 125,696
3,627,278 2,870,181
Property, plant and equipment (Note 6) 812,359 794,724
Other assets 15,681 21,016
4,455,318 3,685,921
Liabilities and Shareholders' Equity
Current
Bank loan (Note 7) 1,237,687 1,016,614
Accounts payable and accrued liabilities 2,068,601 1,284,836
Customer deposits 247,512 244,327
Current portion of long term debt (Note 8) 23,708 46,054
Current portion of obligations under capital lease (Note 9) 8,385 13,580
3,585,893 2,605,411
Long term debt (Note 8) - 23,708
Obligations under capital lease (Note 9) 4,324 12,969
3,590,217 2,642,088
Shareholders' equity
Share capital (Note 11) 2,215,560 1,767,691
Warrants (Note 11) - 74,000
Contributed surplus (Note 11) 71,778 70,114
Deficit (1,422,237) (867,972)
865,101 1,043,833
4,455,318 3,685,921

Going concern (Note 2)

Commitments (Note 13)

ON BEHALF OF THE BOARD

(signed) “Dennis L. Nerland”, Director

(signed) “Michael Edwards”, Director




Baden Technologies Inc.

Consolidated Statements of Income (Loss) and Deficit
For the Years Ended December 31, 2007 and 2006

2007 2006
$ $
Revenue 13,876,971 8,717,693
Expenses
Cost of sales 12,334,790 6,603,423
Selling, general and administrative 1,812,789 1,389,152
Amortization 193,695 124,053
Foreign exchange loss (gain) 86,918 (7,224)
Interest on long term debt 1,903 1,615
Interest on obligations under capital lease 1,141 2,065
14,431,236 8,113,084
Net income (loss) and comprehensive income (loss) (554,265) 604,609
Deficit — beginning of year (867,972) (1,472,581)
Deficit - end of year (1,422,237) (867,972)
Earnings (loss) per share
Basic (0.03) 0.04
Diluted (0.03) 0.03




Baden Technologies Inc.

Consolidated Statements of Cash Flows
For the Years Ended December 31, 2007 and 2006

2007 2006
$ $
Operating activities
Net income (loss) (554,265) 604,609
Items not affecting cash:
Amortization 193,695 124,053
Stock-based compensation expense (Note 11) 3,033 6,483
Gain on sale of property, plant and equipment (836) (7,994)
(358,373) 727,151
Changes in non-cash working capital (Note 15) 2,274,271 (1,037,952)
Other assets 5,335 (14,156)
1,921,233 (324,957)
Investing activities
Purchase of property, plant and equipment (274,058)  (487,245)
Proceeds on sale of property, plant and equipment 12,736 37,500
(261,322)  (449,745)
Financing activities
Proceeds received on exercise of warrants (Note 11) 370,000 10,000
Proceeds received on exercises of stock option plan (Note 11) 2,500 14,000
Issuance of warrants (Note 11) - 76,000
Issuance of share capital (Note 11) - 9,000
Bank loan — net 221,073 571,625
Repayment of obligations under capital lease (13,840) (12,691)
Repayment of long-term debt (46,054) (22,363)
Proceeds on long-term debt - 92,125
533,679 737,696
Increase (decrease) in cash flow 2,193,590 (37,006)
Cash - beginning of year 100,189 137,195
Cash - end of year 2,293,779 100,189
Supplemental cash flow information:
Interest paid 69,293 39,305

Income taxes paid




Baden Technologies Inc.

Notes to Consolidated Financial Statements
For the Years Ended December 31, 2007 and 2006

1. Description of operations

The Company is located in Calgary, Alberta and develops, manufactures, produces, installs, sells
and rents various product groups intended to satisfy the filtration needs of the petrochemical, power
generation, pulp and paper and environmental industries. The Company currently markets its
product group in Canada and in Russia.

2. Going concern assumption

The accompanying consolidated financial statements have been prepared on a going concern basis,
which contemplates the realization of assets and the satisfaction of liabilities in the normal course of
business. The Company has accumulated losses amounting to $1,422,237 (2006 - $867,972). The
current year net loss was $554,265 (2006 — net income of $604,609). The Company's ability to
continue as a going concern is dependant upon its ability to generate sufficient cash flow to meet its
obligations as they come due, to obtain additional financing as may be required, and ultimately to
obtain successful operations. However, no assurance can be given at this time as to whether the
Company will achieve any of these conditions. These consolidated financial statements do not
include any adjustments relating to the recoverability and classification of recorded asset amounts or
the amounts and classification of liabilities that might be necessary should the Company be unable
to continue as a going concern for a reasonable period of time.

3. Summary of significant accounting policies
Basis of presentation

The consolidated financial statements include the accounts of the Company and its wholly owned
subsidiary, FSI International Services Ltd. All inter-company transactions and balances have been
eliminated on consolidation.

Inventories

Inventory of parts and materials are valued at the lower of cost and net realizable value. Costs are
determined on a first-in, first-out basis. Work in progress is stated at the lower of cost and net
realizable value.

Long-lived assets

Long-lived assets, which comprise property, plant and equipment, are reviewed for impairment if
events or changes in circumstances indicate that the carrying value may not be recoverable. If the
sum of the undiscounted future cash flows expected from use and residual value is less than the
carrying amount, the long-lived asset is considered impaired. An impairment loss is measured as
the amount by which the carrying value of the long-lived asset exceeds its fair value.



Baden Technologies Inc.

Notes to Consolidated Financial Statements
For the Years Ended December 31, 2007 and 2006

3. Summary of significant accounting policies — continued
Property, plant and equipment

Property, plant and equipment are recorded at cost less accumulated amortization. Amortization is
based on the assets' estimated useful lives.

Filtration equipment 20% declining balance method
Computer equipment 30% declining balance method
Office equipment 20% declining balance method
Automotive 30% declining balance method
Portable building 10% declining balance method
Manufacturing and installation equipment 20% declining balance method
Leasehold improvements straight-line method over life of the lease

Artwork, signs, re-usable sea containers and spare tanks manufactured for assembly into brine
plants are not amortized as in the opinion of management; their cost is equal to their estimated
salvage value.

Revenue recognition

Manufacturing revenues and product sales are recognized when the products are delivered to the
customer providing that collection is reasonably assured. Revenue from installation of products is
recognized on a percentage of completion method of accounting for contracts. Under such contracts,
revenue is recognized as services are performed and as each milestone in the contract is achieved
and accepted by the customer. Provisions for estimated losses on contracts are recognized when
identified.

Rental revenue is recognized when the equipment's service is provided.

Parts sales revenue is recognized when the goods are shipped.
Income taxes

Income taxes are recorded using the liability method of accounting. Under this method, future
income tax assets and liabilities are measured using the substantially enacted tax rates and laws
that will be in effect when the differences are expected to reverse. The future benefit of current and
past tax losses is recognized whenever it is more likely than not that the Company will be able to
generate sufficient future taxable income to utilize the tax losses before they expire.

Earnings per share

Basic net earnings (loss) per share is computed by dividing the net income (loss) by the weighted
average number of common shares outstanding during the period. Diluted earnings (loss) per share
information is calculated using the treasury stock method. The treasury stock method assumes the
notional exercise of all in-the-money stock options and that all notional proceeds to the Company are
used to repurchase the Company's stock at the average market price during the period. No
adjustment to diluted earnings (loss) per share is made if the result of this calculation is anti-dilutive.



Baden Technologies Inc.

Notes to Consolidated Financial Statements
For the Years Ended December 31, 2007 and 2006

3.

Summary of significant accounting policies — continued
Stock based compensation

The Company uses the fair value method to account for options to be granted to employees,
directors and officers. All options and similar instruments that are granted to non-employees are
also accounted for at fair value.

The fair value method recognizes the computed fair value of the options granted in expense with a
corresponding increase to contributed surplus over the vesting period. At the time of exercise, the
consideration and the related contributed surplus recognized to the exercise date are credited to
share capital.

Foreign currency translation

Transactions originating in foreign currencies are translated into Canadian dollars at the exchange
rate at the date of the transaction. Monetary assets and liabilities are translated at the year-end rate
of exchange and non-monetary assets are translated at historic exchange rates. The net foreign
exchange loss or gain recognized on the translation and settlement of current monetary assets and
liabilities is included in Foreign exchange loss (gain).

Use of estimates

The preparation of financial statements in conformity with Canadian generally accepted accounting
principles (GAAP) requires management to make estimates and assumptions that affect the reported
amounts of assets and liabilities and disclosure of contingent assets and liabilities at the date of the
financial statements and the reported amounts of revenues and expenses during the reported period.
The most significant of these estimates are related to the recording of inventory and property, plant
and equipment and the recognition of revenue under the percentage of completion method. Actual
results could differ from these estimates. Income taxes payable are included on tax returns which
are subject to assessment and approval by the Canada Revenue Agency. By their nature, these
amounts are subject to measurement uncertainty and changes in such estimates may affect the
financial statements in future years.

Changes in accounting policies, including initial adoption
During the period, the Company adopted the following accounting policies:
Accounting Changes

Effective January 1, 2007, the Company adopted the amended Handbook Section 1506 “Accounting
Changes”. Under these new recommendations, voluntary changes in accounting policy are permitted
only when they result in the financial statements providing reliable and more relevant information,
requires changes in accounting policy to be applied retrospectively unless doing so is impracticable,
requires prior period errors to be corrected retrospectively and requires enhanced disclosures about
the effects of changes in accounting policies, estimates and errors on the financial statements.
These recommendations also require the disclosure of new primary sources of generally accepted
accounting principles that have been issued but not yet effective.

The impact of the adoption of the amended Section by the Company will have depend on future
accounting changes and the required additional disclosure on Primary sources of GAAP that have
been issued but have not yet come into effect is disclosed in this Note.



Baden Technologies Inc.

Notes to Consolidated Financial Statements
For the Years Ended December 31, 2007 and 2006

4,

Changes in accounting policies, including initial adoption - continued

Financial Instruments

Effective January 1, 2007, the Company adopted the new recommendations of the Canadian Institute
of Chartered Accountants Handbook Section 1530, Comprehensive Income, Section 3855, Financial

Instruments, and Section 3865, Hedges.

These changes in accounting policy have been adopted retroactively without restatement.

These recommendations establish standards for recognizing and measuring financial instruments,
which include financial assets, financial liabilities, derivatives and embedded derivatives. Under these
recommendations, all financial instruments are to be recorded initially at fair value and subsequently
measured by the Company as follows, unless exempted from derivative accounting treatment as

normal purchases and sales:

generating profits in the near term and derivative
contracts that are financial assets, except for a

contracts that
are not cash

As

classified Subsequent measurement of

by the gains or losses at each period-
Financial Instrument Classification Company end
Assets held for trading: Cash and | Fair value; unrealized gains or losses
Financial assets that are held with the intention of | derivative recognized in net income

derivative that is designated and effective hedging | flow hedges
instrument, are classified as held for trading. In
addition, any other financial assets can be
designated by the Company upon initial recognition
as held for trading.
Held to maturity investments None Amortized cost using the effective
Loans and receivables Accounts interest rate method; recognized in net
receivable income, if asset/liability is
derecognized or asset is impaired
Held for trading liabilities: None Fair value; unrealized gains or losses
Financial liabilities that are held with the intention of recognized in net income
generating profits in the near term and derivative
contracts that are financial liabilities, except for a
derivative that is a designated and effective hedging
instrument, are classified as held for trading. In
addition, any other financial liabilities can be
designated by the Company upon initial recognition
as held for trading.
Other financial liabilities: Bank loan, | Amortized cost using the effective
Non-derivative financial liabilities that have not been | accounts interest rate method; recognized in net
designated as held for trading are classified as | payable and | income, if liability is derecognized or
other liabilities. accrued asset is impaired.
liabilities and
long-term
debt




Baden Technologies Inc.

Notes to Consolidated Financial Statements
For the Years Ended December 31, 2007 and 2006

4. Changes in accounting policies, including initial adoption - continued

CICA Handbook Section 3865, Hedges, replaces CICA Handbook Accounting Guideline 13, Hedging
Relationships, which establishes standards for when and how hedge accounting may be applied.
Consistent with financial instruments, it requires that all derivatives, including those designated as
hedges, be measured at fair value. Changes in the fair value of a derivative which hedges the
Company’s exposure to changes in the fair value of an asset or liability, a fair value hedge, are
recognized in net income together with those of the respective offsetting hedged item. Changes in the
fair value of a derivative which effectively hedges the Company’s exposure to changing cash flows, a
cash flow hedge, are accumulated in other comprehensive income until the transaction being hedged
affects net income.

CICA Handbook Section 1530, Comprehensive Income, establishes new measurements of earnings
in the financial statements. Other comprehensive income consists of changes to unrealized gains
and losses on available-for-sale financial assets, changes to unrealized gains and losses on the
effective portion of cash flow hedges and changes to foreign currency translation adjustments of self-
sustaining foreign operations during the period. Comprehensive income measures net income for
the period plus other comprehensive income. Amounts reported as other comprehensive income are
accumulated in a separate component of shareholders’ equity as accumulated other comprehensive
income.

As a result of adopting these new recommendations as of January 1, 2007, the Company had no
changes to its existing financial assets and liabilities, no changes to retained earnings, beginning of
year and no accumulated other comprehensive income.

Primary sources of GAAP that have been issued but have not yet come into effect
Capital Disclosures

CICA Handbook Section 1535, Capital Disclosures, requires disclosure of an entity's objectives,
policies and processes for managing capital, quantitative data about what the entity regards as
capital and whether the entity has complied with any capital requirements and, if it has not complied,
the consequences of such non-compliance. This standard is effective for the Company for interim
and annual financial statements beginning on January 1, 2008. The Company has not yet
determined the impact that the adoption of this change on the disclosure in its financial statements.

Financial Instruments Disclosures

CICA Handbook Section 3862, Financial Instruments — Disclosures, increases the disclosures
currently required that will enable users to evaluate the significance of financial instruments for an
entity's financial position and performance, including disclosures about fair value. In addition,
disclosure is required of qualitative and quantitative information about exposure to risks arising from
financial instruments, including specified minimum disclosures about liquidity risk and market risk.
The quantitative disclosures must also include a sensitivity analysis for each type of market risk to
which an entity is exposed, showing how net income and other comprehensive income would have
been affected by reasonably possible changes in the relevant risk variable. This standard is effective
for the Company for interim and annual financial statements beginning on January 1, 2008. The
Company has not yet determined the impact that the adoption of this change on the disclosure in its
financial statements.



Baden Technologies Inc.

Notes to Consolidated Financial Statements
For the Years Ended December 31, 2007 and 2006

4. Changes in accounting policies, including initial adoption — continued
Primary sources of GAAP that have been issued but have not yet come into effect - continued
Financial Instruments Presentation

CICA Handbook Section 3863, Financial Instruments — Presentation, replaces the existing
requirements on presentation of financial instruments which have been carried forward unchanged to
this new section. This standard is effective for the Company for interim and annual financial
statements beginning on January 1, 2008. The Company does not expect the adoption of this
standard to have a material impact on presentation in its financial statements.

Inventories

CICA Handbook Section 3031, Inventories, replaces the former Handbook Section 3030, Inventories
and contains requirements on measurement and disclosure of inventories to converge with
international financial reporting. This standard is effective for the Company for interim and annual
financial statements beginning on January 1, 2008. The Company has not yet determined the
impact of the adoption of this standard on its financial statements.

General Standards on Financial Statement Presentation

CICA Handbook Section 1400, General Standards on Financial Statement Presentation, has been
amended to include requirements to assess and disclose an entity’s ability to continue as a going
concern. The changes are effective for the Company for interim and annual financial statements
beginning on January 1, 2008. The Company does not expect the adoption of these changes to
have an impact on its financial statements.

International Financial Reporting Standards (IFRS)

The CICA plans to converge Canadian GAAP with IFRS effective January 1, 2011. The impact of
the transition to IFRS on the Company's financial statements is not yet determinable.

5. Inventories

2007 2006
$ $
Parts and materials 316,497 421,614
Work in progress 46,441 1,109,659

362,938 1,531,273

10



Baden Technologies Inc.

Notes to Consolidated Financial Statements
For the Years Ended December 31, 2007 and 2006

6. Property, plant and equipment

2007
Accumulated Net Book
Cost amortization value
$ $ $

Filtration equipment 700,742 444,419 256,323
Computer equipment 228,367 165,414 62,953
Office equipment 83,807 65,727 18,080
Office equipment under capital lease 25,619 13,935 11,684
Automotive 220,567 73,562 147,005
Automotive under capital lease 24,004 14,007 9,997
Portable building 106,384 15,300 91,084
Manufacturing and installation equipment 318,705 145,486 173,219
Leasehold improvements 45,438 23,274 22,164
Spare tanks and sea containers 19,850 — 19,850

1,773,483 961,124 812,359

2006
Accumulated Net Book
Cost amortization Value
$ $ $

Filtration equipment 693,740 381,643 312,097
Computer equipment 194,393 145,714 48,679
Office equipment 78,047 63,149 14,898
Office equipment under capital lease 25,619 11,014 14,605
Automotive 185,330 27,947 157,383
Automotive under capital lease 24,004 9,722 14,282
Portable building 43,618 8,667 34,951
Manufacturing and installation equipment 187,255 120,913 66,342
Leasehold improvements 28,840 6,760 22,080
Spare tanks and sea containers 109,407 — 109,407

1,570,253 775,529 794,724

11




Baden Technologies Inc.

Notes to Consolidated Financial Statements
For the Years Ended December 31, 2007 and 2006

7. Bankloan

2007 2006
$ $
Demand operating loan with HSBC Bank Canada bears interest at prime plus
1.25% (2006 — prime plus 1.5%) on Canadian dollar advances and U.S. base
rate plus 1.75% on US dollar advances. The maximum authorized limit for the
loan is $600,000 (2006 - $600,000), limited to an amount determined by
formula applied to certain assets and liabilities. - 443,913

Project financing loan with HSBC Bank Canada bears interest at prime plus
1.75% (2006 - prime plus 1.5%). The project financing loan is to be used for
a specific foreign project and is due at the earlier of the date of receipt of
proceeds on the project and demand by the bank. The maximum authorized
limit for the loan is $1,750,000 (2006 — $900,000), limited to an amount
determined by a formula applied to certain assets. 1,237,687 572,701

1,237,687 1,016,614

Interest incurred during the year on bank loans amounted to $66,249 (2006 - $35,626). The effective
interest rate on the demand operating loan was 7.39% (2006 — 7.14%). The effective interest rate on
the project financing loan was 7.81% (2006 — 7.14%).

The Company has a credit facility arrangement with the HSBC Bank which governs the terms of the
above-mentioned demand operating loan and project financing loan. It also governs a foreign
exchange loan and letters of credit. The credit granted under the arrangement is secured by a
general security agreement in favour of the bank creating a floating first charge over all present and
after acquired property of the Company.

The aforementioned foreign exchange loan bears interest at U.S. base rate plus 1.75%. The
demand loan is be used for the purchase of foreign forward exchange contracts up to an aggregate
of US $1,500,000, with a maximum maturity of three months, in order to hedge against currency
fluctuations in connection with import purchased by the Company. The maximum authorized limit for
the loan is US $135,000, limited by formula applied to outstanding forward foreign exchange
contracts. No amounts are outstanding under this loan as of December 31, 2007 and December 31,
2006.

As at December 31, 2007, the Company has outstanding standby letters of credit totaling US
$1,361,658 (December 31, 2006 - $ nil) to assist with performance guarantees for specific foreign
projects. The letters of credit, which are subject to an issuance fee of 1.5% per annum, shall be
satisfied by the Company on demand by the Bank and is insured by the Economic Development
Corporation of Canada against wrongful call by the beneficiary (client).

Covenants
The Company and its subsidiary have undertaken to maintain covenants on a monthly basis in

respect of the bank loans described above. The Company and its subsidiary were in breach of
certain covenants at December 31, 2007 but have received a waiver for this breach from the lender.

12



Baden Technologies Inc.

Notes to Consolidated Financial Statements
For the Years Ended December 31, 2007 and 2006

8. Long term debt

A finance contract, repayable in monthly installments of $3,996 including
principal and interest charged at 3.9% per annum, due June 2008. The
finance contract is secured by the title to specified equipment.

Less current portion

9. Obligations under capital lease

A finance contract, repayable in monthly installments of $573 including
principal and interest charged at 2.9% per annum, due August 2009. The
finance contract is secured by the title to the vehicle.

A finance contract, repayable in quarterly installments of $1,952 including
principal and interest charged at 11.2% per annum, due March 2008. The
finance contract is secured by the title to specified equipment.

Current portion

Capital lease repayment terms are approximately:

$
2008 8,829
2009 4,585
Total minimum lease payments 13,414
Less: amount representing interest at 9.0% 705
12,709

13

2007 2006
$ $
23,708 69,762
23,708 46,054
- 23,708
2007 2006
$ $
10,810 17,556
1,899 8,993
12,709 26,549
8,385 13,580
4,324 12,969




Baden Technologies Inc.

Notes to Consolidated Financial Statements
For the Years Ended December 31, 2007 and 2006

10.

Income taxes

The components of the future income tax liability at December 31, 2007 and 2006 are as follows:

2007 2006
$ $
Future income tax assets:
Non-capital losses carried forward 562,785 384,945
Property, plant and equipment 18,487 -
Share issue costs - 1,182
Eligible capital expenditures 128 154
581,400 386,281
Future income tax liabilities:
Property, plant and equipment - 10,542
Unrealized foreign exchange gain - working capital 31,397 -
Net future income tax asset before valuation allowance 550,003 375,739
Valuation allowance (550,003) (375,739)

Net future income tax liability

The provision for income taxes differs from the amount computed by applying the combined
Canadian federal and provincial statutory income tax rates to income before income taxes for the
following reasons:

2007 2006
$ $
Income (loss) before provision for income taxes (554,265) 604,609
Expected expense (recovery) at 32.12% (2006 — 32.49%) (178,030) 196,437
Change in valuation allowance 174,264 (209,347)
Originating temporary differences recorded at future tax rates
expected to be in effect when realized 33,157 -

Other (29,391) 12,910
Income tax recovery - —

The Company has $1,857,044 in non-capital losses available to claim against future taxable income.
The future income tax benefit of these losses has not been recognized in the accounts of the
Company. The non-capital losses expire as follows:

$

2009 112,871
2010 4,839
2014 418,834
2015 505,631
2026 168,628
2027 646,241

1,857,044

14



Baden Technologies Inc.

Notes to Consolidated Financial Statements
For the Years Ended December 31, 2007 and 2006

1.

Share capital

Authorized share capital:

Unlimited common shares
Unlimited preferred shares

Issued:
2007 2006
Number of Number of
shares $ shares $
Common shares
Balance, beginning of year 17,096,501 1,767,691 13,056,501 1,620,026
Issued in respect of private placement:
Cash received - - 3,800,000 9,000
Application of share capital
Subscriptions - - - 105,000
Stock option plan exercises:
Issued for cash 25,000 2,500 140,000 14,000
Transferred from contributed surplus - 1,369 - 7,665
Warrant exercises:
Issued for cash 3,700,000 370,000 100,000 10,000
Transferred from warrants — 74,000 — 2,000
Balance, end of year 20,821,501 2,215,560 17,096,501 1,767,691

In January 2006, the Company issued on a private placement basis, 3,800,000 units to directors of
the Company at $0.05 per unit for total cash proceeds of $85,000 and the application of $105,000 of
share capital subscriptions received the previous year. Each unit consisted of one common share
and one warrant. Each warrant entitled the holder to acquire one common share at an exercise price
of $0.10 per common share at any time on or before December 31, 2007. The Company allocated
$76,000 or $0.02 per unit to the warrants and $114,000 or $0.03 per unit to common shares. During
2007, four directors exercised 3,700,000 warrants for $370,000 cash (2006 — one director exercised
100,000 warrants for $10,000 cash). Upon exercise of the warrants, $74,000 (2006 - $2,000) was

transferred from the amounts originally assigned to the warrants to share capital.

Warrants:
2007 2006
Number $ Number $
Balance, beginning of year 3,700,000 74,000 - -
Issued in respect of private placement - - 3,800,000 76,000
Warrant exercises (3,700,000) (74,000) (100,000) (2,000)
Balance, end of year — — 3,700,000 74,000

15



Baden Technologies Inc.

Notes to Consolidated Financial Statements
For the Years Ended December 31, 2007 and 2006

1.

Share capital — continued

Stock options:

The Company maintains a stock option plan (the “Plan”) for directors and certain officers, employees
and consultants of the Company. Each option entitles the holder to acquire one share of the
Company. The Board of Directors has reserved a total of ten percent (10%) of the issued and
outstanding common shares of the Company for issuance of stock options. The options must be
issued with an exercise price not less than the fair market value of the shares at the date of grant.
Stock options granted under the Plan may not be outstanding for a period of more than five years
and the exercise price must be paid in full upon exercise of the option.

A summary of the status of the Company's Plan and other options as of December 31, 2007, and
changes during the period is presented below:

2007 2006
Weighted Weighted
Number of average Numberof average
options exercise options exercise
price price
$ $
Outstanding, beginning of year 925,000 0.12 1,205,000 0.13
Granted - - 50,000 0.52
Exercised (25,000) 0.10 (140,000) 0.10
Expired - - (150,000) 0.30
Cancelled (115,000) 0.28 (40,000) 0.40
Outstanding, end of year 785,000 0.10 925,000 0.12
Exercisable, end of year 785,000 0.10 875,000 0.10
Options outstanding:
2007 2006
Weighted Weighted
Number average Number average
Exercise price outstanding remaining life outstanding remaining life
$ in years in years
0.10 785,000 2.70 875,000 3.71
0.40 - - 20,000 2.27
0.60 — - 30,000 3.36
785,000 2.70 925,000 3.66

On August 10, 2006, the Company issued 50,000 options to a consulting company to purchase
20,000 common shares of the Company at $0.40 per share and 30,000 common shares at $0.60 per
share. The options were cancelled in 2007, but would have vested between February 10, 2007 and
July 10, 2008 and expired between February 10, 2009 and January 10, 2011. The Company
recorded non-cash stock option compensation costs in the amount of $3,033 (2006 - $6,483) with a
corresponding addition to contributed surplus. The fair value of share options was estimated using
the Black-Scholes option-pricing model with the following assumptions: dividend yield (nil), expected
volatility (199%), risk-free interest rate (4%), and weighted average life of 4.4 years. The weighted
average grant-date fair value of the options granted in 2006 was $0.31.

16



Baden Technologies Inc.

Notes to Consolidated Financial Statements
For the Years Ended December 31, 2007 and 2006

1.

12

13.

Share capital — continued

Weighted average number of common shares

Earnings per share have been calculated based on the weighted average number of common shares
outstanding during the year of 17,509,172 (2006 — 16,851,898).

In 2006, diluted earnings per share was calculated by increasing the weighted average number of
common shares for only those stock options and warrants which were anti-dilutive. The diluted
weighted average number of common shares outstanding during 2006 was 19,927,519. As the
Company incurred losses in 2007, the outstanding stock options were excluded from the diluted
earning per share calculation for 2007.

Contributed surplus:
2007 2006
$ $
Balance, beginning of year 70,114 71,296
Stock-based compensation 3,033 6,483
Options exercised during the year (1,369) (7,665)
Balance, end of year 71,778 70,114

Related party transactions

During the year, the Company purchased office supplies and marketing materials in the amount of
$8,208 (2006 - $3,375) from a company controlled by a director of the Company. Legal services in
the amount of $23,690 (2006 - $14,774) were purchased from a partnership deemed to be a related
party by virtue of a director's ability to exercise significant influence over the partnership. At
December 31, 2007, $1,649 was owing to this related party (2006 - $2,598).

During the year, financial advisory services in an amount of $28,500 were purchased from a
company controlled by a director of the Company. During 2006, the Company advanced $23,500 for
these services. At December 31, 2007, no balance was outstanding due from this related party
(2006 - $23,500).

In 2006, property, plant and equipment with a net book value of $25,575 were sold to an officer and
a director of the Company for proceeds of $20,000, resulting in a gain of $5,575.

These transactions are in the normal course of operations and are recorded at their exchange
amounts.

Commitments

The Company has operating leases on its office building, vehicles, and office equipment. The future
minimum annual payments under the leases are as follows:

$
2008 159,134
2009 110,151
2010 12,358
2011 5,149
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14. Financial instruments
Foreign Currency Risk

Foreign currency risk is the risk that a variation in exchange rates between the Canadian dollar and
foreign currencies will affect the Company’s operating and financial results. The Company enters
into significant sales and purchase agreements with companies outside of Canada which are subject
to these foreign exchange risks. As of December 31, 2007, the resulting US dollar denominated
balances in accounts receivable, and accounts payable and accrued liabilities, were US $160,485
and US $592,751, respectively, representing 19% and 28% of the respective balances. Over the
past couple of years, due to the variability of timing of receipts from foreign customers, the Company
found it impractical to enter into forward currency purchase contracts that would remain effective. To
help manage foreign exchange risk going forward, effective 2008, the Company, to the extent
possible, will negotiate foreign contracts in Canadian dollars. For the remaining sales and purchase
contracts denominated in foreign currencies, the Company will assess the outstanding sales and
purchase contracts in relation to one another, and on a case-by-case basis, to determine whether it
will enter into forward currency purchase contracts to manage fluctuations in exchange rates.

Fair values

Fair value represents the price at which a financial instrument could be exchanged in an orderly
market, in an arm’s length transaction between knowledgeable and willing parties who are under no
compulsion to act. Independent quoted market prices in active markets, if they exist, are the best
evidence of fair value. In the absence of an active market, the Company estimates fair value using
valuation techniques such as discounted cash flow analysis, making maximum use of market-based
inputs including interest rates, and foreign exchange rates, and makes assumptions about the
amount and timing of estimated future cash flows. Fair value estimates are made at a point in time
and may not be reflective of future fair values.

Accounts receivable, bank loan, and accounts payable and accrued liabilities are all short term in
nature and as such, their carrying values approximate fair values. The fair values of long term debt
and obligations under capital lease are based on discounted cash flow analysis and approximate
their carrying values as management believes that the fixed interest rates are representative of
current market rates. While this valuation technique is based on assumptions that are not supported
by observable market prices or rates, the changing of any such assumption to a reasonably possible
alternative would not result in a significantly different fair value. Unless otherwise noted, it is
management's opinion that the Company is not exposed to significant interest, currency or credit
risks arising from these financial instruments.

Interest risk
The Company is exposed to interest rate risk due to the floating rate of the bank loan.
Credit risk

The Company is exposed to credit risk on the accounts receivable from its customers. In order to
reduce its risk, the Company requires bank letters of credit on all foreign sales. Established credit
approval practices helps mitigate credit risk from its domestic customers. As such, the Company
does not have significant exposure to any individual customer.
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15.

16.

17.

Changes in non-cash working capital

2007 2006
$ $
Accounts receivable 260,036 (937,071)
Inventories 1,219,163 (1,123,355)
Prepaid expenses 8,122 (91,596)
Accounts payable and accrued liabilities 783,765 984,974
Customer deposits 3,185 129,096
2,274,271 (1,037,952)
Segmented information
The Company operates in the following segments:
2007
Other foreign
Canada Russia countries Total
$ $ $ $
Revenue 4,411,921 9,465,050 — 13,876,971
Property, plant and
equipment 728,714 83,645 — 812,359
2006
Other foreign
Canada Russia countries Total
$ $ $ $
Revenue 4,666,477 3,872,685 178,531 8,717,693
Property, plant and
equipment 785,524 9,200 — 794,724

The Company derives significant revenue from large projects and, therefore, revenues from
individual customers can exceed 10% of total revenues for the year. For the year ended December
31, 2007, three customers operating in the Russian segment accounted for $3,513,594 (25%),
$2,961,436 (21%) and $2,219,519 (16%) of consolidated revenue, respectively. In 2006 one
customer operating in the Canadian segment accounted for $1,987,687 (23%) of consolidated
revenues and another customer operating in the Russian segment accounted for $3,857,873 (44%)

of consolidated revenues.

Comparative consolidated financial statements

Certain of the comparative figures have been reclassified to conform to the presentation adopted in

the current year.
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e Through its subsidiary FSI International Services Ltd., Baden’s core business is the development, marketing,
manufacture, production, and installation of filtration and filtration-related products for the petrochemical,
utilities and environmental industries. FSI currently markets its product group in Canada and in international
markets such as Russia. FSI has been in the oil and gas services industry since 1987.

e Financial data has been prepared in accordance with Canadian Generally Acceptable Accounting Principles
(“GAAP”) with the exception of Non-GAAP measures specifically identified. All figures are stated in Canadian
dollars, unless explicitly identified as otherwise.

This management discussion and analysis focuses on key statistics from the consolidated interim financial statements and
pertains to known risks and uncertainties relating to Baden Technologies Inc. This discussion should not be considered all-
inclusive, as it excludes changes that may occur in general economic, political and environmental conditions. This
discussion also includes various forward-looking statements regarding Baden Technologies and its future activities and
financial results. These statements are based on certain assumptions that are considered reasonable by management.
Prospective investors are cautioned that any such forward-looking statements are not guarantees of future performance and
involve a number of risks and uncertainties and actual results could differ materially from those indicated by such forward-
looking statements. This discussion and analysis of the financial condition and results of operations for the year and three-
month period ended December 31, 2007 should be read in conjunction with the audited December 31, 2007 consolidated
financial statements of Baden Technologies Inc. and related notes contained in other parts of this report.
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1. Selected Annual Information

Year ended

Dec 31, 2007 Dec 31, 2006 Dec 31, 2005
Total Revenues 13,876,971 8,717,693 1,361,648
Total Assets 4,455,318 3,685,921 1,223,063
Net Income (loss) (554,265) 604,609 (625,822)
Net Income (loss), (0.03) 0.04 (0.05)
per share, basic
Net Income (loss), (0.03) 0.03 (0.05)
per share, fully diluted
Total long-term financial liabilities 4,324 36,677 26,621
Cash dividends declared per-share for each class of Nil Nil Nil
share
Shares outstanding (weighted average, basic) 17,509,172 16,851,898 13,056,501
Shares outstanding (weighted average, diluted) 17,509,172 19,927,519 13,056,501

2. Overall Performance and Results of Operations

Overall, 2007 was marked by both the Company’s success in gaining major inroads into the Russian market and
the unfortunate market circumstance of the strengthened Canadian dollar and weakened US dollar. Success in
the Russian market bolstered revenue to $13,876,971 or 59% over last year's total of $8,717,693. Despite this
tremendous growth, the strengthened Canadian dollar contributed largely to this year’s net loss of $554,265 or
$0.03 per share compared to net income of $604,609 or $0.04 per share last year. Likewise, earnings before
interest, taxes, depreciation and amortization (‘EBITDA™) was negative $309,799 compared to the prior year's
positive amount of $762,413.

! EBITDA does not have a standard definition prescribed by GAAP and therefore may not be comparable to similar measures disclosed by
other companies. The Company utilizes these measures in making operating decisions and assessing the Company’s financial performance
and as an indicator of its ability to service its liabilities. This non-GAAP measure has not been presented as an alternative to net income (loss)
or any other measure of performance or liquidity prescribed by GAAP. EBITDA is calculated as follows:

December 31, 2007 December 31, 2006

Net income (loss) (554,265) 604,609
Add back:
Interest on bank loan included in

selling, general and administrative

expenses 47,727 30,071
Interest on obligations under capital
lease 1,141 1,615
Interest on long term debt 1,903 2,065
Amortization 193,695 124,053
EBITDA (309,799) 762,413
Baden Technologies Inc. Page 2 of 11
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The robust revenue growth reflects the Company’s position as the market leader for the provision of turnkey,
custom-designed Brine Plants for a variety of repeat clients in Russia, where revenue in that segment increased
by 144% to $9,465,050 from $3,872,685 one year ago. Although the Company focused on growth in the Russian
segment, its presence in the Canadian market remained relatively intact with revenue of $4,411,921, down slightly
(5%) from $4,666,477 last year. In 2008, the Company plans to expand its domestic sales presence. It has hired
a new sales manager for domestic sales and marketing, and has contracted a business consultant to assist in
development and implementation of corporate growth strategies. In addition, the Company is presently in contract
negotiations for a project utilizing FSI equipment fabrication and deployment, field plant development and field
equipment with field personnel for introduction and development of a new proprietary technology for heavy oil
production. The following table provides a complete summary of revenue by geographic segment year over year.

Geographic Area Revenue
Year ended December 31,
2007 2006
Canada $4,411,921 $4,666,477
Russia 9,465,050 3,872,685
Other - 178,531
Total $13,876,971 $8,717,693

The growth in the Russian segment is largely attributable to significant contracts for brine plants with three
separate oil and gas companies. The brine plants were delivered in the first, second and fourth quarter of this
year. The fourth quarter delivery marked the Company’s first release of its third generation of plants designed by
FSI, which incorporated the most advanced use of automation and solids separation technology to date. Final
installation and commissioning of this brine plant should commence April 1, 2008. In addition, the Company
entered a new phase in the normal life cycle of its existing Brine Plants, and has experienced increased demand
for refurbishment parts and services resulting from continuous operation of the Company’s brine plants, of which
there are currently 21 in operation in West Siberia.  Accordingly, this quarter, the Company completed and
shipped equipment for original brine plant spare parts to a long time Russian client for refurbishment of two brine
plants which have been in continuous service for 12% years.

FSI International is presently working on revised technical proposals and contract preparations on three brine
plants (two larger models and one smaller plant) for 2008 delivery. Based on ongoing discussions with its existing
Russian clients, the Company forecasts three brine plants to be produced in 2008, with a similar number for 2009.

Cost of sales increased to $12,334,790 or 89% of revenue compared to $6,603,423 or 76% of revenue last year.
The increase in cost of sales as percentage of revenue is partially due to higher material costs which are primarily
comprised of steel and direct labour. The increase is also attributable to the strengthened Canadian dollar relative
to the US dollar subsequent to the negotiation of contracts. As was common in its industry, the Company
negotiated its foreign contracts in US dollars. Due to the long term nature of these contracts, and the uncertainty
regarding timing of delivery of products and timing of payments, the Company found it impractical to hedge its
exposure to foreign exchange fluctuations from the point of negotiation to the actual payment of the contract. Last
year, the foreign exchange rate from the time that revenue was recognized upon delivery of brine plants did not
fluctuate significantly from the time the contract was negotiated. However; this year, revenue recognized on three
major contracts, based on the foreign exchange rate at the time the brine plants and installation services were
delivered, was approximately 8.65% lower than the revenue anticipated at the time of negotiation of the contracts
(based on foreign exchange at that date).

To combat this exposure to the fluctuation of the US dollar, the Company now quotes export contracts in either
Canadian dollars or Euros and limits the validity period of quotes to no more than 60 days. In light of this change,
and in anticipation of continued success in the Russian market, the Company expects that its profit margins will
start to improve in 2008. While the Company will negotiate certain future foreign contracts based on the current
and anticipated strength of the Canadian dollar relative to the Euro, future revenue and foreign exchange gains
(losses) may fluctuate significantly in relation to changes in the foreign exchange rate.
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Operating Costs and Expenses

Selling, general and administrative expenses (“SGA”) increased by 30% to $1,812,789 from $1,389,152 in 2006.
The majority of the increase was sales driven as the Company incurred increased compensation expense,
including additional personnel and commissions, and marketing expenses to service the significant growth in
revenue this year. Most of the remaining increase was attributable to increased professional fees primarily in
respect of both the assessment of design of internal controls over financial reporting and related costs of
improvements thereto.

Amortization increased by 56% to $193,695 compared to $124,053 last year. The increase reflects the
Company'’s continued investment in property, plant and equipment over the past few years.

The Company incurred foreign exchange losses of $86,918 on translation and realization of working capital
balances denominated in US dollars. This compares to foreign exchange gains of $7,224 last year. This total
fluctuation of $94,142 was caused by the increase of the Canadian dollar relative to the US dollar over the past
year (from $0.8581 US for $1 CDN to $1.0120 US for $1 CDN at the end of this year.) Last year the opening and
closing foreign exchange rates were $0.8577 and $0.8581, respectively.

Cash flow

Summary

2007 2006 Cashflow
$ $ Increase
(Decrease)
Operating activities:
Cash flow before changes in non-cash working capital and other assets (358,373) 727,151  (1,085,524)
Changes in non-cash working capital and other assets 2,279,606 (1,052,108) 3,331,714
Cash flow after changes in non-cash working capital and other assets 1,921,233 (324,957) 2,246,190

As outlined in the table above, the decrease in cash flow from operations before changes in non-cash working
capital and other assets was $1,085,524 year over year. This decrease primarily reflects reduced net income over
last year of $1,158,874. Cash flow from operations, after changes in non-cash working capital and other assets,
was $1,921,233 or up $2,246,190 from last year. The increase arose primarily in respect of realization of
investment in inventory as major projects were completed this year.
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3. Summary of Quarterly Results

Three months ended
Dec 31, Sep 30, Jun 30, Mar 31, Dec 31, Sep 30, Jun 30, Mar 31,
2007 2007 2007 2007 2006 2006 2006 2006

Total Revenues 5,393,245 | 1,199,475 | 3,549,469 | 3,734,782 | 1,645,269 | 2,922,848 | 2,784,318 | 1,365,258
Net Income (loss) (497,373) | (279,201) | (103,075) 325,384 | (282,862) 224,727 464,274 198,470
EBITDA" (432,623) | (214,303) (39,276) 376,403 | (230,742) 276,471 491,812 224,872
Net Income (loss) (0.03) (0.02) (0.01) 0.02 (0.02) 0.02 0.03 0.01
(per share, basic)
Net Income (Loss) (0.03) (0.02) (0.01) 0.02 (0.02) 0.01 0.02 0.01
(per share, diluted)
Shares outstanding 18,071,501 17,721,501 17,134,138 17,096,501 17,089,979 16,996,501 16,996,501 16,434,279
(weighted average,
basic)
Shares outstanding 18,071,501 | 17,721,501 | 17,134,138 | 20,718,376 | 17,089,979 | 19,836,049 | 19,320,434 | 18,630,688
(weighted average,
diluted)

Revenues and associated income fluctuate greatly due to the typically large scale of export projects. These
projects vary in size between US $1,000,000 and US $4,000,000. For this reason, and because revenue is
recognized on a project-completion basis, revenues fluctuate from quarter to quarter, and year-over-year
comparisons are often not useful for performance analysis. However, from a general trending perspective, year
over year and for most comparative quarters, revenue has grown through increased sales in the Russian market
segment. In addition, net income of the last three quarters has been negatively impacted by the weakened US

dollar.

2 EBITDA does not have a standard definition prescribed by GAAP and therefore may not be comparable to similar measures disclosed by
other companies. The Company utilizes these measures in making operating decisions and assessing the Company’s financial performance
and as an indicator of its ability to service its liabilities. This non-GAAP measure has not been presented as an alternative to net income (loss)
or any other measure of performance or liquidity prescribed by GAAP. EBITDA is calculated as follows:

Three months ended
Dec 31, Sep 30, Jun 30, Mar 31, Dec 31, Sep 30, Jun 30, Mar 31,
2007 2007 2007 2007 2006 2006 2006 2006

Net Income (Loss) (497,373) (279,201) (103,075) 325,384 | (282,862) 224,727 464,274 198,470
Interest on bank loan
included in selling,
general and
administrative
expenses 10,456 9,722 17,343 10,206 957 17,062 4,062 7,990
Interest on long term
debt and obligations
under capital lease 501 676 849 1,018 2,422 116 545 597
Amortization 53,793 54,500 45,607 39,795 48,741 34,566 22,931 17,815
EBITDA (432,623) (214,303) (39,276) 376,403 | (230,742) 276,471 491,812 224,872
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4. Liquidity and Capital Resources

Working capital, including current portions of both obligations under capital lease and long term debt, was
$41,385 at December 31, 2007, compared to $264,770 last year. Current ratio (current assets divided by current
liabilities) as at December 31, 2007 is 1.01 (1.10 at December 31, 2006). The decrease in working capital of
$223,385 partially funded the net cash outflow before changes in non-cash working capital and other assets for
the year of $358,373 and net investment in property, plant and equipment (net of proceeds thereon) of $261,322.
Proceeds of $372,500 from the issuance of shares via stock option and warrant exercises funded the excess
thereof. At December 2007, the Company had unsecured customer deposits in the amount of $247,512
($244,327 — December 31, 2006). These deposits relate to projects being fabricated at the respective year-ends.

The Company currently has minimal long-term obligations with $4,324 at December 31, 2007 compared to
$36,677 last year.

The Company amended its outstanding credit facilities with HSBC Bank Canada (“HSBC”) March 7, 2007, May
29, 2007 and November 19, 2007. The aggregate amendments increased the limit on the project financing loan
from $900,000 at December 31, 2006 to $1,750,000. This enhancement provided the Company with greater
opportunity to extend its services to Russian customers for a nominal cost which included a slight interest rate
increase of 0.25% to prime plus 1.75% effective March 7, 2007. Effective January 2008, the Company repaid the
project loan which was $1,237,687 at December 31, 2007.

Also effective March 7, 2007, the interest rate on Canadian dollar advances on the demand operating loan
decreased to prime plus 1.25% from prime plus 1.50% at December 31, 2006. The interest rate on US dollar
advances on the demand operating loan is US base rate plus 1.75%.

Effective November 2007, as part of its outstanding credit facilities with HSBC, the Company negotiated access to
a foreign exchange loan which bears interest at U.S. base rate plus 1.75%. The demand loan is be used for the
purchase of foreign forward exchange contracts up to an aggregate of US $1,500,000, with a maximum maturity
of three months, in order to hedge against currency fluctuations in connection with imports purchased by the
Company. The maximum authorized limit for the loan is US $135,000, limited by formula applied to outstanding
forward foreign exchange contracts. No amounts were outstanding under this loan as of December 31, 2007.
Based on the maximum authorized limits of the operating, project and foreign exchange loans as at December 31,
2007, the Company had access to $1,245,707 of unused loan facilities at that date.

The Company and its subsidiary have undertaken to maintain covenants on a monthly basis in respect of the
bank loans described above. The Company and its subsidiary were in breach of certain covenants at December
31, 2007 but have received a waiver for this breach from the lender.

The Company anticipates with existing working capital, the amended credit facilities, minimal long term debt and
obligations and existing and pending contracts for supply of its products and services, that it will be able to meet
both its short-term and foreseeable long-term operating activities, including its future lease commitments. As in
the past, the Company has successfully funded its growth strategies on an as-needed, project-financing basis and
expects to do in the future. All domestic sales are conducted on a maximum net-30 payment cycle. The Company
currently has no requirements for extended inventories for clients.

While the Company anticipates that it will be able to generate sufficient cash flow and capital to finance future
operations, there are a number of risk factors that could affect its liquidity. These include, but are not limited to the
following:

« The majority of the products provided by Baden are supplied to clients within the oil and gas industries, both
in Canada and internationally. Many of these products are of sufficient size that they are included in the
capital spending budgets of Baden'’s clients. These budgets are directly influenced by the world market price
of oil, and for this reason, the purchase decisions of our clients are often beyond influence on the part of
Baden'’s salespersons.
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« The extended cycle of contract negotiation, production, and delivery of products such as the Brine Plant
means that operating results may fluctuate significantly between financial reporting periods. These
fluctuations may result due to changes in fabrication costs, primarily steel and labour, and changes in foreign
exchange rates on contracts denominated in non-domestic currencies.

To help mitigate these and other risks, Baden maintains its commitment to deliver value to its shareholders by
maintaining operational efficiency and strong cost controls during periods of reduced market activity. The
Company also maintains a strong personal sales presence in its markets, both through its senior management
team’s client visits and through Baden’s agents. To combat its exposure to the fluctuation of the US dollar, the
Company now quotes export contracts in either Canadian dollars or Euros and limits the validity period of quotes
to no more than 60 days. Finally, the Company maintains public liability insurance, work-in-progress and
inventory insurance, and foreign liability insurance. In all areas of operations, the Company attempts to protect
both its shareholders and valued employees. In terms of mitigating payment risk from foreign clients, Baden
(through its subsidiary FSI International) has developed a strong working relationship with Export Development
Corporation (“EDC"). The government agency provides project-specific work-in-progress financing for many of
FSI's foreign export contracts. EDC also supplies various forms of export insurance for FSI transactions. In over
thirteen years of export sales, FSI has encountered no problems related to non-payment or bad debts on the part
of our foreign clients.

5. Off-Balance Sheet Arrangements

The Company does not normally enter into off-balance sheet arrangements; however, it does enter into
performance guarantee contracts with certain of its foreign clients. The performance guarantees are secured by
the issuance, under the Company’s existing credit facilities, of letters of credits in favour of the particular client.
The letters of credit, which are subject to an issuance fee of 1.5% per annum, shall be satisfied by the Company
on demand by the bank and are insured by the Economic Development Corporation of Canada against wrongful
call by the beneficiary (client). The letters of credit are secured under the same terms as the Company’s bank
loans. As at December 31, 2007, the Company had outstanding performance guarantees of US $1,361,658
(2006 - $nil), of which US $1,167,435 expired March 31, 2008. Management believes that the remaining
performance guarantee will be satisfied through the delivery of goods and services pursuant to the related
contract.

6. Transactions with Related Parties

During the year, the Company purchased office supplies and marketing materials in the amount of $8,208 (2006 -
$3,375) from a company controlled by a director of the Company. Legal services in the amount of $23,690 (2006
- $14,774) were purchased from a partnership deemed to be a related party by virtue of a director’s ability to
exercise significant influence over the partnership. At December 31, 2007, $1,649 was owing to this related party
(2006 - $2,598).

During the year, financial advisory services in an amount of $28,500 were purchased from a company controlled
by a director of the Company. During the year ended December 31, 2006, the Company advanced $23,500 for
these services. At December 31, 2007, no balance was due from this related party (2006 - $23,500).

In 2006, property, plant and equipment with a net book value of $25,575 were sold to an officer and a director of
the Company for proceeds of $20,000, resulting in a loss of $5,575. These transactions were in the normal
course of operations and are recorded at their exchange amounts, which in management’s opinion approximate
fair value.

7. Critical Accounting Estimates

The preparation of financial statements in conformity with Canadian generally accepted accounting principles
requires management to make estimates and assumptions that affect the reported amounts of assets and
liabilities and disclosure of contingent assets and liabilities at the date of the financial statements and the reported
amounts of revenues and expenses during the reported period. Actual results could differ from these estimates.
Income taxes payable are included on tax returns which are subject to assessment and approval by the Canada
Revenue Agency. By their nature, these amounts are subject to measurement uncertainty and changes in such
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estimates may affect the financial statements in future years.

8. Changes in Accounting Policies including Initial Adoption
During the period, the Company adopted the following accounting policies:

Accounting Changes

Effective January 1, 2007, the Company adopted the amended Handbook Section 1506 “Accounting Changes”.
Under these new recommendations, voluntary changes in accounting policy are permitted only when they result in
the financial statements providing reliable and more relevant information, requires changes in accounting policy to
be applied retrospectively unless doing so is impracticable, requires prior period errors to be corrected
retrospectively and requires enhanced disclosures about the effects of changes in accounting policies, estimates
and errors on the financial statements. These recommendations also require the disclosure of new primary
sources of generally accepted accounting principles that have been issued but not yet effective.

The impact of the adoption of the amended Section by the Company will have depend on future accounting
changes and the required additional disclosure on Primary sources of GAAP that have been issued but have not
yet come into effect as disclosed in Note 4 of the consolidated financial statements.

Financial Instruments

Effective January 1, 2007, the Company adopted the new recommendations of the Canadian Institute of
Chartered Accountants Handbook Section 1530, Comprehensive Income, Section 3855, Financial Instruments,
and Section 3865, Hedges. These changes in accounting policy have been adopted retroactively without
restatement.

These recommendations establish standards for recognizing and measuring financial instruments, which include
financial assets, financial liabilities, derivatives and embedded derivatives. Under these recommendations, all
financial instruments are to be recorded initially at fair value and subsequently measured by the Company as

follows, unless exempted from derivative accounting treatment as normal purchases and sales:

derivative contracts that are financial assets, except for a
derivative that is designated and effective hedging

contracts that are
not cash flow

Classified by Subsequent measurement of gains
Financial Instrument Classification the Company | or losses at each period-end
Assets held for trading: Financial assets that are held Cash and Fair value; unrealized gains or losses
with the intention of generating profits in the near term and derivative recognized in net income

liabilities that have not been designated as held for trading
are classified as other liabilities.

accounts payable
and accrued
liabilities and
long-term debt

instrument, are classified as held for trading. In addition, hedges

any other financial assets can be designated by the

Company upon initial recognition as held for trading.

Held to maturity investments None Amortized cost using the effective interest

Loans and receivables Accounts rate method; recognized in net income, if
receivable asset/liability is derecognized or asset is

impaired

Held for trading liabilities: Financial liabilities that are held | None Fair value; unrealized gains or losses

with the intention of generating profits in the near term and recognized in net income

derivative contracts that are financial liabilities, except for a

derivative that is a designated and effective hedging

instrument, are classified as held for trading. In addition, any

other financial liabilities can be designated by the Company

upon initial recognition as held for trading.

Other financial liabilities: Non-derivative financial Bank loan, Amortized cost using the effective interest

rate method; recognized in net income, if
liability is derecognized or asset is
impaired.
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8. Changes in accounting policies, including initial adoption — continued

CICA Handbook Section 3865, Hedges, replaces CICA Handbook Accounting Guideline 13, Hedging
Relationships, which establishes standards for when and how hedge accounting may be applied. Consistent with
financial instruments, it requires that all derivatives, including those designated as hedges, be measured at fair
value. Changes in the fair value of a derivative which hedges the Company’s exposure to changes in the fair
value of an asset or liability, a fair value hedge, are recognized in net income together with those of the respective
offsetting hedged item. Changes in the fair value of a derivative which effectively hedges the Company’s
exposure to changing cash flows, a cash flow hedge, are accumulated in other comprehensive income until the
transaction being hedged affects net income.

CICA Handbook Section 1530, Comprehensive Income, establishes new measurements of earnings in the
financial statements. Other comprehensive income consists of changes to unrealized gains and losses on
available-for-sale financial assets, changes to unrealized gains and losses on the effective portion of cash flow
hedges and changes to foreign currency translation adjustments of self-sustaining foreign operations during the
period. Comprehensive income measures net income for the period plus other comprehensive income.
Amounts reported as other comprehensive income are accumulated in a separate component of shareholders’
equity as accumulated other comprehensive income.

As a result of adopting these new recommendations as of January 1, 2007, the Company had no changes to its
existing financial assets and liabilities, no changes to retained earnings, beginning of year and no accumulated
other comprehensive income.

Primary sources of GAAP that have been issued but have not yet come into effect
Capital Disclosures

CICA Handbook Section 1535, Capital Disclosures, requires disclosure of an entity's objectives, policies and
processes for managing capital, quantitative data about what the entity regards as capital and whether the entity
has complied with any capital requirements and, if it has not complied, the consequences of such non-
compliance. This standard is effective for the Company for interim and annual financial statements beginning on
January 1, 2008. The Company has not yet determined the impact that the adoption of this change on the
disclosure in its financial statements.

Financial Instruments Disclosures

CICA Handbook Section 3862, Financial Instruments — Disclosures, increases the disclosures currently required
that will enable users to evaluate the significance of financial instruments for an entity's financial position and
performance, including disclosures about fair value. In addition, disclosure is required of qualitative and
guantitative information about exposure to risks arising from financial instruments, including specified minimum
disclosures about liquidity risk and market risk. The quantitative disclosures must also include a sensitivity
analysis for each type of market risk to which an entity is exposed, showing how net income and other
comprehensive income would have been affected by reasonably possible changes in the relevant risk variable.
This standard is effective for the Company for interim and annual financial statements beginning on January 1,
2008. The Company has not yet determined the impact that the adoption of this change on the disclosure in its
financial statements.

Financial Instruments Presentation

CICA Handbook Section 3863, Financial Instruments — Presentation, replaces the existing requirements on
presentation of financial instruments which have been carried forward unchanged to this new section. This
standard is effective for the Company for interim and annual financial statements beginning on January 1, 2008.
The Company does not expect the adoption of this standard to have a material impact on presentation in its
financial statements.
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Primary sources of GAAP that have been issued but have not yet come into effect - continued
Inventories

CICA Handbook Section 3031, Inventories, replaces the former Handbook Section 3030, Inventories and contains
requirements on measurement and disclosure of inventories to converge with international financial reporting.
This standard is effective for the Company for interim and annual financial statements beginning on January 1,
2008. The Company has not yet determined the impact of the adoption of this standard on its financial
statements.

General Standards on Financial Statement Presentation

CICA Handbook Section 1400, General Standards on Financial Statement Presentation, has been amended to
include requirements to assess and disclose an entity’s ability to continue as a going concern. The changes are
effective for the Company for interim and annual financial statements beginning on January 1, 2008. The
Company does not expect the adoption of these changes to have an impact on its financial statements.

International Financial Reporting Standards (IFRS)

The CICA plans to converge Canadian GAAP with IFRS effective January 1, 2011.. The impact of the transition
to IFRS on the Company's financial statements is not yet determinable.

9. Financial Instruments and Other Instruments

The Company enters into significant sales and purchase agreements in foreign currencies with companies
outside of Canada, therefore, the Company is at risk that a variation in exchange rates between the Canadian
dollar and foreign currencies will affect the Company’s operating and financial results. As of December 31, 2007,
the resulting US dollar denominated balances in accounts receivable, and accounts payable and accrued
liabilities, were US $160,485 and US $592,751, respectively, representing 19% and 28% of the respective
balances. The net foreign exchange loss or gain recognized on the translation and settlement of current
monetary assets and liabilities arising from these transactions are recorded as foreign exchange loss (gain) on
the income statement and amounted to a loss of $86,918 in 2007 and a gain of $7,224 in 2006. Over the past
couple of years, due to the variability of timing of receipts from foreign customers, the Company found it
impractical to enter into forward currency purchase contracts that would remain effective. To help manage foreign
exchange risk going forward, effective 2008, the Company, to the extent possible, will negotiate foreign contracts
in Canadian dollars. For the remaining sales and purchase contracts denominated in foreign currencies, the
Company will assess the outstanding sales and purchase contracts in relation to one another, and on a case-by-
case basis, to determine whether it will enter into forward currency purchase contracts to manage fluctuations in

exchange rates.

Accounts receivable, bank loan, accounts payable and accrued liabilities are all short term in nature and as such,
their carrying values approximate fair values. The fair values of long term debt and obligations under capital
lease are based on discounted cash flow analysis and approximate their carrying values as management believes
that the fixed interest rates are representative of current market rates. Unless otherwise noted, it is management's
opinion that the Company is not exposed to significant interest or credit risks arising from these financial
instruments.

The Company is exposed to interest rate risk due to the floating rate of the bank loan. Based on the outstanding
balance of the bank loans at December 31, 2007, a 1% increase (decrease) in the prime rate would increase
(decrease) interest expense including in selling, general and administration expense by $12,377.

The Company is exposed to credit risk on the accounts receivable from its customers. In order to reduce its risk,
the Company requires bank letters of credit on all foreign sales. As such, the Company does not have significant
exposure to any individual customer.
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10. Other Information

Additional information related to the Company is available on SEDAR at www.sedar.com

11. Summary of securities as at the end of the reporting period:

a. Authorized:
unlimited common shares, no nominal or par value
unlimited preferred shares

b. Issued:
Type of Security Number of Shares Amount (Cdn$)
Common shares 20,821,501 2,215,560
Preferred shares Nil Nil

c. Options, warrants and convertible securities outstanding:

Type of Security Exercise
Number Price (Cdn$) Vesting Date Expiry Date
Stock options 40,000 0.10 May 11, 2005 May 11, 2010
Stock options 745,000 0.10 September 20, 2005 September 20, 2010
785,000 0.10

d. There are no shares escrowed as at December 31, 2007.

12. List of officers and directors:

Name Position
Richard Ball Director, President and Chief Executive Officer
lan R. Ball Director and Chief Financial Officer
Michael Edwards Director
Dennis L. Nerland Director and Secretary
Gerald Olson Director
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