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AUDITORS'REPORT 

To the Shareholders 

We have audited the balance sheet of Hydroxyl Systems Inc. as at December 31,2007 and the 
statements of loss, deficit, and cash flows for the year 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. . 

Except as explained in the following paragraph, 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 ofmaterial 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. 

The Company recognizes revenue from contracts in progress under the percentage-of-completion 
method. Under this method, the proportion of contract revenue that is recognized is based on the total 
forecasted costs to complete each project. The subjective nature of estimating remaining costs on 
ongoing projects, coupled with a lack of history of accurate estimates, does not allow us to determine 
the reasonableness of such estimates. Accordingly, we were not able to determine whether any 
adjustments might be necessary to revenue, cost ofgoods sold, unbilled progress payments, deferred ( 
revenue, or accrued liabilities. 

As outlined in note 11, the Company granted stock options during the year and did not charge 
operations with the value of these options, ifany. Canadian generally accepted accounting principles 
require that difference between the fair market value and the exercise price of the options be recorded 
in the financial statements. Since the value ofthe Company's shares are unknown as of the grant date 
of the options, we are unable to determine What, if any, adjustments are necessary to operations and 

. contributed surplus for this issuance ofoptions. 

In our opinion, except for the effects of adjustments, if any, which we might have determined to be 
necessary had we been able to determine the accuracy of revenue and expenses recognized for 
contracts in progress, and the fair value of options issued, as described in the preceding paragraphs, 
these financial statements present fairly, in all material respects, the financial position of the Company 
as at December 31, 2007 and the results of its operations and its cash flows for the year then ended in 
accordance with Canadian generally accepted accounting principles. 

The comparative figures are unaudited. 
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HYDROXYL SYSTEMS INC. 
Balance Sheet 
December 31, 2007 

2007 2006 
(unaudited) 

ASSETS 

Current assets 
Cash 
Accounts receivable (notes 9, 17) 
Unbilled progress payments 
Inventory 
Prepaid expenses 
Investment tax credits receivable 
Current portion of future income taxes recoverable 

$ 998,809 
3,646,875 

567,258 
150,470 
59,163 
35,000 

5,457,575 

$ 539,237 
2,511,007 

108,259 
170,422 
678,000 

4,006,925 

Non-current assets 
Future income tax asset 2,442,000 

Property and equipment (note 3) 371,412 322,103 

( 
­

Other assets 
Deferred charges (note 4) 

$ 

96,648 

5,925,635 

184,814 

$ 6,955,842 

(see accompanying notes) 
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HYDROXYL SYSTEMS INC. 
Statement of Deficit 

C Year ended Decem ber 31, 2007 

2007 2006 
(unaudited) 

Deficit, beginning of year $ (24,198,392) $ (25,042,767) 

Prior period adjustment (note 18) (62,478) (55,101) 

Deficit, as restated (24,260,870) (25,097,868) 

Net (loss) income for the year (5,997,361) 836,998 

Deficit, end of year $ (30,258,231) $ (24,260,870) 

c 

(see accompanying notes) 
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HYDROXYL SYSTEMS INC. 
Statement of Loss 

(- Year ended Decem ber 31, 2007 

2007 2006 
(unaudited) 

( 

Revenue 

Cost of goods sold 

Gross profit 

Other income (note 13) 

Gross profit after other income 

Expenses 
Loss on foreign exchange 
Research and development 
Marketing and selling 
Operations, general, and administration 

(Loss) income before the following: 

Amortization 
Finance interest 
Other expenses (note IS) 

(Loss) income before income taxes 

Income taxes 
Investment tax credit recovery 
Future income tax (expense) (note 14) 

Net (loss) income for the year 

$ 

$ 

11,153,271 

8,470,318 

2,682,953 

39,221 

2,722,174 

122,349 
137,246 
922,640 

2,542,021 
3,724,256 

(1,002,082) 

205,096 
217,150 

1,488,033 
1,910,279 

(2,912,361) 

35,000 
(3,120,000) 
(3,085,000) 

(5,997,361) 

$ 13,073,880 

8,401,859 

4,672,021 

40,127 

4,712,l'48 

107,124 
174,452 
813,432 

2,098,193 
3,193,201 

1,518,947 

141,907 
133,812 
444,170 
719,889 

799,058 

67,940 
(30,000) 
37,940 

$ 836,998 

(see accompanying notes) 

ff&l

@J
 



(see accompanying notes) 
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HYDROXYL SYSTEMS INC. 
Notes to the Financial Statements 
December 31, 2007 

1. Significant accounting policies 

These financial statements have been prepared in accordance with Canadian generally accepted 
accounting principles. A summary of significant accounting policies is presented below to assist the 
reader in evaluating the company's financial statements: . 

Continuing operations 

The financial statements of the Company have been prepared on a basis which presumes the 
realization of assets and discharge of liabilities at their carrying values in the normal course of 
business for the foreseeable future. The Company has sustained significant recurring losses and will 
have to maintain financing and achieve profitability in order to continue operations. 

Economic dependence 

The company's operations consist of designing and supplying wastewater management systems. The 
. Company recognized revenue generated from contracts with Royal Caribbean Cruises Ltd. of 
$4, t 09,207 for the year, representing approximately 37% (2006 - 79%) of the Company's total 
revenue. Management is ofthe opinion that they will secure future contracts with this customer and a 
diverse group of additional customers. 

Use of estimates 

( 
The preparation of financial statements in accordance with Canadian generally accepted accounting 
principles requires the use of estimates and assumptions that affect (i) the reported amounts of assets 
and liabilities, and (ii) the reported amounts of revenues and expenses recognized during each period 
presented. The Company reviews all significant estimates affecting its financial statements on a 
recurring basis and records the effect of any necessary adjustments. Significant areas requiring the 
use of estimates include revenue and expense recognition, the determination of the value of stock­
based a\y~rds, the determination of the allowance for doubtful accounts, the provision for warranty 
expenses, valuation of deferred revenue, valuation of inventory, valuation of unbilled progress 
payments, rates for amortization of property and equipment and valuation of future income taxes. 
Actual results may differ from those estimates. 

Inventory 

Inventory is valued on,a specific item basis at the lower of cost or net realizable value. 

Deferred charges 

Deferred charges are recorded at cost and are amortized annually over three year periods. 
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HYDROXYL SYSTEMS INC. 
Notes to the Financial Statements 
December 31, 2007 

1. Significant accounting policies, continued 

Amortization 

Property and equipment are recorded at cost and are being amortized over their estimated useful lives 
using t?e following rates and methods: 

Computer hardware 30% Declining balance 
Computer software 30% and 100% Declining balance 
Laboratory equipment 20% Declining balance 
Assets under capital lease 30% Declining balance 
Marketing equipment 30% Declining balance 
Furniture and equipment 20% Declining balance 
Tools and equipment 20% Declining balance 
Leasehold improvements 10% Straight line 

Research and development 

Research and development costs are expensed as incurred unless certain criteria for deferral, as 
specified by the Canadian Institute of Chartered Accountants, have been met. These criteria relate to 
the establishment of technical feasibility, identification of specified markets, and availability of 
adequate resources to complete the project under development. 

Revenue recognition 

The company records profits or losses on contracts using the "percentage of completion method". 
Under this method, progress billings and costs incurred are accumulated during the period of work 
and a percentage of these revenues and costs are recognized in the financial statements as the work 
progresses. 

Income taxes 

Income taxes are recognized for the expected future tax consequences of differences between the 
carrying amount of balance sheet items and their corresponding tax values. Future income taxes are 
computed using the enacted corporate income tax rates for the years in which the differences will 
reverse. Future income taxes arise primarily from the estimated tax savings on tax losses carried 
forward and from the temporary differences between the accounting and tax values of property and 
equipment on hand. 

Foreign currency transactions 

The Company's functional currency is the Canadian dollar. Any monetary assets and liabilities in a 
foreign currency are translated to Canadian dollars using the prevailing exchange rate at the balance 
sheet date. Revenues and expenditures are translated at rates in effect at the time of the transaction. 
Foreign exchange gains (losses) are recognized in the year in whichthey arise. 
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HYDROXYL SYSTEMS INC. 
Notes to the Financial Statements 
December 31, 2007 

1. Significant accounting policies, continued 

Changes in accounting policies 

Commencing with the fiscal year beginningJanuary 1,2008, the Company will be adopting CICA 
Handbook Section 3855 "Financial Instruments - Recognition and Measurement" and Section 3861, 
"Financial Instruments - Disclosure and Presentation". 

Section 3855 prescribes when a financial asset, financial liability or non-financial derivative is to be 
recognized on the balance sheet and at what amount, requiring fair value or cost-based measures 
under different circumstances. Under Section 3855, financial instruments must be classified into one 
of these five categodes: held-for-trading, held-to-maturity, loans and receivables, available-for-sale 
financial assets or other financial liabilities. All financial instruments are initially recorded at fair 
value and are continued to be measured in the balance sheet at fair market value except for loans and 
receivables, held to maturity investments and other financial liabilities which are measured at 
amortized cost. Subsequent measurement and changes in fair value will depend on their initial 
classification, as follows: held-for-trading financial assets are measured at fair value and changes in 
fair value are recognized in net eainings, available-for-sale financial instruments are measured at fair 
value with changes in fair value recorded in other comprehensive income until the investment is 

.derecognized or impaired at which time the 'amounts would be recorded in net earnings. Under 
adoption ofthese new standards, the Company will be reclassifying its financial instruments in 
accordance with the above section. 

f Section 3861 establishes standards for presentation of financial instruments. 

2. Subsidiaries 

Three wholly owned subsidiaries, Hydroxyl Systems Corporation, Canada Water Works Inc., and 
HSI Technologies Ltd. were struck from the corporate record on September I and October 3, 2007. 
These companies have been inactive and considered dormant since 2003. Investments and advances 
related to these Companies have been previously written off. 

3. Property and equipment 

Computer hardware 
Computer software 
Laboratory equipment 
Assets under capital lease 
Leasehold improvements 
Marketing equipment 
Furniture and equipment 
Tools and equipment 

Cost 
Accumulated 
Amortization 

$ 89,594 
213,876 

84,957 
27,744 
56,706 
66,742 
75,235 
10,950 

$ 31,811 
73,680 
61,902 

5,549 
8,312 

30,366 
39,977 

2,795 

$ 625,804 $ 254,392 

Net Book Value 
2007 2006 

$ 57,783 
140,196 
23,055 
22,195 
48,394 
36,376 
35,258 

8,155 

$ 22,623 
116,228 
28,819 
27,744 
52,030 
37,886 
27,038 

9,735 

$ 371,412 $ 322,103 
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HYDROXYL SYSTEMS INC. 
Notes to the Financial Statements 
December 31,2007 

4. Deferred charges 
Accumulated Net Book Value 

Cost Amortization 2007 2006 

Deferred charges $ 272,397 $ 175,749 $ 96,648 $ 184,814 

Deferred charges consist of engineering and certification costs that are amortized to income based on 
expected future value. 

5. Bank indebtedness and pre-shipment financing 

The Company has an operating overdraft facility with the Royal Bank of Canada with a maximum 
limit of $500,000. This overdraft is secured by accounts receivable, net of any accounts receivable 
separately secured for the pre-shipment financing. 

The Company also has a revolving credit facility with the Royal Bank of Canada for pre-shipment 
financing with a maximum credit limit of $1,800,000. This facility is to be used exclusively for 
meeting cash requirements on projects with foreign customers. It is secured by the accounts 
receivable .and inventory of the export contract for which the funds were drawn. Export 
Development Canada has provided a Performance Security Guarantee for up to 75% of the balance 
of this facility under its pre-shipment financing program. 

( 
Interest on the above facilities is charged at prime + I% per annum. Security is also provided by a 
general security agreement over all assets of the Company. 

There is an additional $1,500,000 revolving facility by way of Letters of Guarantee available to the 
Company through the Royal Bank of Canada. At December 31, 2007, $1,000,000 of this facility 
was in use. 

The loan agreements with Royal Bank of Canada contain certain financial covenants that must be 
maintained by the Company. 
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HYDROXYL SYSTEMS INC. 
Notes to the Financial Statements 
December 31, 2007 ( 

6.	 Obligation under capitall,eases 

The following is a schedule of future minimum lease payments for office equipment under capital 
leases. 

2007 2006 

MCAP Leasing: Lease secured by leased equipment, repayable 
monthly at $722, plus interest. 
Final payment December, 2009 $ 17,049 $ 26,097 

Less current portion (9,275) (9,185) 

$ 7,774 $ 16,912 

Estimated principal repayments for the next two years are: 

Year 2008 .	 $ 9,275 
Year 2009	 7.774 
Total:	 $ 17049 

( 7. Due to Falcon Pacific Financial Corporation 

Falcon Pacific Financial Corporation is a significant shareholder of the company. Amounts due to 
Falcon Pacific Financial Corporation are subject to interest at the prime rate as posted by TD Canada 
Trust from time to time. The amounts due to Falcon Pacific Financial Corporation are due on 
demand. As a condition of Business Development Bank of Canada (BDC) financing subsequent to 
the end of the year (see note 20) $4,032,000 of these amounts due were assigned and postponed in 
favour of the BDC debt. As a result, this amount of the due to Falcon Pacific Financial Corporation 
has been presented as long~term. Of the $549,328 current portion of the amount due, $500,000 was 
repaid subsequent to year-end. 

Security consists of a first general security agreement charge on all the property ofthe Company. 

The loan agreement with Falcon Pacific Financial Corporation contains certain financial covenants 
that must be maintained by the Company. 
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HYDROXYL SYSTEMS INC. 
Notes to the Financial Statements 
December 31,2007 

8. Long-term debt 
2007 2006 

Seaspan International Ltd: Repayable at $81,605 per quarter 
plus interest at rates equal to the highest rate charged by other 
lenders of the Company, secured by a second general security 
agreement charge on all property of the Company including 
accounts receivable, property and equipment. 
Due December 31, 2008 $ 326,421 $ 652,842 

Less current portion (326,421) (326,421) 

$ $ 326,421 

The loan agreement with Seaspan International Ltd contains certain financial covenants that must be 
maintained by the Company. 

9. Financial instruments 

a) Foreign exchange risk 

The Company is exposed to the risk of exchange fluctuations for cash, bank indebtedness, 
(	 accounts receivable, and accounts payable in foreign currencies. The Company does not 

manage this risk through the use of foreign exchange contracts. Exposed bank indebtedness, 
accounts receivable, and accounts payable at December 31, 2007, translated at the spot rate on 
that date were $420,306, $3,165,892 and $860,414 respectively. 

b) Credit risk 

There is an accounts receivable related to a contract with Aker Yards Oy of Finland of 
$2,826,343, representing approximately 77% of the Company's total accounts receivable as at 
December 31, 2007. Aker Yards Oy is an internationally recognized publicly traded company 
(OSEBX:AKY). The full payment of this account receivable was received February28,2008. 

c) Fair values 

The carrying amounts of the Company's cash, accounts receivable, bank indebtedness, accounts 
payable and other non-current liabilities approximate their fair value due to the immediate or 
short-tenn maturities of these financial instruments. 
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HYDROXYL SYSTEMS INC. 
Notes to the Financial Statements 
December 31, 2007 

10. Share capital 
2007 2006 

Authorized 
Unlimited voting common shares 

Issued and fully paid 
14,747,493 common shares $ 25,705,249 $ 25,705,249 

11. Stock options 

During the year a stock-option agreement was signed giving the President an option to purchase up 
to 1,474,749 common shares for an exercise price of$O.OI per share. The vesting period is one year 
from the grant date of December 13,2007. 

Under Canadian generally accepted accounting principles, stock-based awards made to employees 
are to be measured and recognized using a fair value based method. The fair value of the options is 
detennined at the grant date. The difference between the fair value and the exercise price of the 
options is accrued and charged to operations, with the offsetting credit to contributed surplus, on a 
straight-line basis over the vesting period. If and when the stock options are exercised, the 
applicable amounts of contributed surplus are transferred to share capital. 

( 
Since the estimated value of the shares as of the grant date is indetenninable, no amount has been 
recorded in the financial statements for compensation expense for employment services to be 
rendered by the President during the vesting period. Depending on the value of the shares as at the 
grant date, the charges not made to operations could be significant. 

12. Lease commitments 

The Company has entered into operating lease agreements for premises, computer equipment and 
vehicles which commit the company to the following minimum payments over the next four years: 

Premises 
Computer 
Equipment Vehicle Total 

2008 
2009 
2010 
2011 

$ 120,264 
125,654 
129,594 
132,542 

$ 30,203 
23,278 

$ 8,400 
2,100 

$ 158,867 
151,032 
129,594 
132,542 
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HYDROXYL SYSTEMS INC.. 
Notes to tbe Financial Statements 
December 31, 2007 

16. Related party transactions 

Falcon Pacific Financial Corporation is a significant shareholder of the Company. 

Cash advances and capitalized interest totaling $2,856,183 
Financial Corporation during the fiscal year. 

were received from Falcon Pacific 

Management is of the opinion that these transactions were undertaken under the same terms and 
conditions as with non-related parties. 

17. Contingencies 

There is an outstanding and overdue accounts receivable related to a contract with Kan-Pak LLC of 
Kansas, USA, of $494,966, which is the subject of a legal arbitration in the courts of British 
Columbia. It is the opinion of management that the company complied with all the terms of the 
contract and that the amount is due and payable in full. Nevertheless the company has accrued 50% 
of the total amount in the provision for doubtful debts. The ultimate balance collected could differ 
significantly from this estimate. 

c 
18. Prior period adjustment 

The balance of retained earnings at December 31, 2006 has been restated to accrue payroll expenses 
of $62,478 payable as at that date. The restatements to the 2006 financial statement accounts are 
shown below: 

2006 
(As reported) 

2006 
(As restated) 

Accounts payable and accrued liabilities 
Net income 
Deficit, end of year 

1,764,888 
899,476 

(24,198,392) 

1,792,987 
836,998 

(24,260,870) 

19. Comparative figures 

Certain comparative figures have been reclassified to conform to the method of presentation adopted 
in the current year. 
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HYDROXYL SYSTEMS INC. 
Notes to the Financial Statements 
December 31, 2007 

20. Subsequent events 

On January 25, 2008 the Company entered into a loan financing agreement with the Business 
Development Bank of Canada. The maximum loan amount is Cdn $2,000,000. The loan agreement 
with the Business Development Bank of Canada contains certain financial covenants that must be 
maintained by the Company. 
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