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Auditors’ Report

To the shareholders of
Formation Metals Inc. (formerly Formation Capital Corporation)

We have audited the consolidated balance sheets of Formation Metals Inc. (formerly Formation Capital
Corporation) (“the Company”) as at February 28, 2010 and 2009 and the consolidated statements of
operations and comprehensive loss, shareholders’ equity and cash flows for each of 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 audits.

We conducted our audits 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 consolidated financial statements present fairly, in all material respects, the financial
position of the Company as at February 28, 2010 and 2009 and the results of its operations and its cash
flows for each of the years then ended, in accordance with Canadian generally accepted accounting
principles.

Duboi du o Taohe LLp

Chartered Accountants
May 14,2010

Membwe rde £ Member.of Dslnitle Toirke Tohimati



Formation Metals Inc.

(formerly Formation Capital Corporation)
Consolidated balance sheet -

(Stated in Canadian dollars)

Febi?uary 28,

February 28,

2010 2009
. $ $
Assets
Current assets
Cash and cash equivalents 750,484 1,490,765
Precious metals inventory (Note 4) 2,893,063 2,154,417
Amounts receivable - 55,350 . - 437,886
Prepaid expenses and deposits ... 52,253 73,249
- ' 3,751,150 4,156,317
Reclamation bond (Note 5) 654,893 -
Long term deposits (Note 7). . © 4,370,527 5,779,885
Mineral properties (Note 6) 57,437,167 53,612,710
Property, plant and equipment (Note 7) 10,048,153 8,011,438 .
L S 76,261,890 71,560,350 - -
Liabilities
Current liabilities ]
Accounts payable 1,524,967 1,912,360
Accrued liabilities 1,238,159 774,519
Total. current liabilities 2,763,126 2,686,879
Future income tax liability (Note 8) 746,927 111,158
: 3,510,053 2,798,037
Commitments (Note 16)
Shareholders’ equity
Share capital (Note 9)
Authorized
50,000,000 preferred shares without par value
Unlimited common shares without par value
Issued * ... ' . S :
34,503,617 common shares (2009 - 29,557,621
shares) . 80,720,170 74,232,732
Share purchase warrants 8,892,463 6,996,068
Contributed surplus 5,279,312 4,899,534
Deficit (22,140,108) (17,366,021)
72,751,837 68,762,313
76,261,890 71,560,350
Nature of operations and going concern (Note 1)
Subsequent events (Note 17)
Approved by the Board
& ]
WA
Director Director

See accompanying notes to the consolidated financial statements.




Formation Metals Inc.

(formerly Formation Capital Corporation)

Consolidated statements of operations and comprehenswe loss

(Stated in Canadian dollars)

Year ended Year ended
February 28, February 28,
2010 2009
$ $
Revenue - refinery 6,643,640 9,463,302
Cost of revenues (5,600,367) (9,993,839)
e 1,043,273 (530,537)
Expenses S
Bank charges, interest and ﬁnancmg costs 1,674,234 . 881,646 .
Foreign exchange loss (gain) - 1,533,378 (1,692,045)
Stock-based compensatlon - 401,204 - 120,049
Administration 351,626 . 311,070
Office 327,296 293,238
Accounting and audit 323,872 270,688
Depreciation 307,954 418,417
Shareholder information 131,925 116,767
Legal fees- : 77,450 - 151,230
Advertising and promotion 65,137 51,416
Listing and filing fees 49,266 44,286
Management fees 10,173 10,757
: 5,253,515 977,519
Loss before undernoted items (4,210,242) (1,508,056)
Write-down of mineral property (Note 6 (b)(ii)) - (348,535)
Other income, net (Note 10) 71,924 158,480
Loss before income taxes (4,138,318) (1,698,111)
Future income tax expense (Note 8) (635,769) (65,000)
Net loss and comprehensive loss for the year (4,774,087) (1,763,111)
Basic and diluted loss per share (0.14) (0.06)
Weighted average number of shares outstanding ,
Basic and diluted (Note 9 (c)) 33,665,324 29,224,311
See accompanying notes to the consolidated financial statements. Page 3



Formation Metals Inc.

(formerly Formation Capital Corporation)

Consolidated statements of shareholders' equity

(Stated in Canadian dollars) * -

Share‘

.Total
Common shares without par value purchase Contributed shareholders'
Shares* Amount warrants surplus Deficit equity
$ $ $ $ 8

Balance, February 29, 2008 29,124,645 71,169,516 * 9,564,643 : 4,812,126 (15,602,910) 69,943,375
Expiration of warrants - 2,548,727 (2,548,727) - . - ' .-
Issuance of common shares for cash 383,333 : 32_2;;;00'0' E P - - 322,000
Issuance of common shares on RO ook

exercise of stock options 22,857 97,641 - (32,641) - - 65,000
Issuance of common shares on exercise o

of share purchase warrants 26,786 94,848 (19,8&48)f; - - 75,000
Stock-based compensation (Note 9 (a)(jii) - - : 120,049 - 120,049
Net loss and comprehensive loss ; - _ - ) - (1,763,111) (1,763,111)
Balance, February 28, 2009 29,557,621 74,232,732 6,996,068 . 4,899,534 (17,366,021) 68,762,313
Issuance of common shares and : : . :

warrants for cash (net of share issue costs) 4,892,857 6,408,012 1,896,395 - - 8,304,407.
Issuance of common shares on . T Lo .

exercise of stock options 53,139 79,426 (21,426) - 58,000
Stock-based compensation (Note 9 (a)(iii)) - T - 401,204 - 401,204.
Net loss and comprehensive loss - o -~ = (4,774,087) (4,774,087)
Balance, February 28, 2010 34,503,617 80,720,170 8,802,463 : © 5,279,312 (22,140,108) 72,751,837.

*The number of shares bresented has been adjusted for a 7:1 share consolidation that occurred on November 9, 5609 (Né&e 9 (c)).

See accompanying notes to the consolidated financial statements.

Page 4



Formation Metals Inc.

(formerly Formation Capital Corporation)
Consolidated statements of cash ﬂows
(Stated in Canadian dollars)

Year énded

Year ended
February 28, February 28,
2010 : 2009
$ $
Operating activities S ;
Net loss for the year . [ (4,774,087) . (1,763,111)
ltems not involving cash ‘ : T
Depreciation . : 307,954 418,417
Write-down of mineral property (Note 6 (b)(ii)) ' - - 348,535
Mark to market adjustments (Note 10) ' ‘ . . jf' (44,400) 33,300
Future income tax expense (Note 8)- = - S ~ 635,769 65,000
Stock-based compensation - e 401,204 120,049
Change in working capital items (Note 12 (a)) : (627,469) 2,661,701
: (4,101,029) - 1,883,891
Investing activities L S
Reclamation bond R ’ (654,893) -
Deposits for property, plant and equment 1,265,442 ' (4,540,032)
Mineral property expenditures : o , ' - - (3,267,539) (6,205,341)
Purchase of property, plant and equment L . (2,344,669) (3,423,992)
S (5,001,659) (14,169,365)
Financing activities
Issuance of common shares and warrants for cash 8,562,500 397,000
Issuance of common shares on exercise of stock options - - 58,000 65,000
Share issue expenses - ~ (258,093) -
' 8,362,407 462,000
Net cash outflows (740,281) (11,823,474)
Cash and cash equivalents, beginning of year 1,490,765 13,314,239
Cash and cash equivalents, end of year 750,484 - 1,490,765
Cash and cash equivalents are comprised of; --
Cash A E 484 421,765
Short-term investments - ; 750,000 1,069,000
‘ 750,484 1,490,765
Supplemental non-cash investing and financing information (Note 12).
See accompanying notes to the consolidated financial statements. Page 5



Formation Metals Inc.

(formerly Formation Capital Corporation)
Notes to the consolidated financial statements .
February 28, 2010

(Stated in Canadian dollars)

1. Nature of operations and going concern- - - --i:fi -y

Formation Metals Inc. (formerly known as Formation Capital Corporation) (‘the Company”) was
incorporated on June 13, 1988 under the Company Act of British Columbia and commenced
operations-on_that. date..  The Company;: directly. and. through joint. exploration ventures, is in the
process of exploring its mineral properties and has determined, through a bankable feasibility study,

- that certain of these properties contain ore reserves which are economically recoverabie. None of the
Company s operatlons are conducted through Jornt venture ent;tles :

. The. Company also owns a hydrometallurglc,al fac:llty |n Northem Idaho ThIS facility was originally
- purchased by the Company in order to process the.cobalt concentrate from.its U.S. operations. It will
-have to be refurbished to process the cobalt concentrate: The.facility also contains-a precious metals

refinery, which the Company has refurbished to process third party precious metals material. Material

- is refined into high purity silver and gold bullion. During the year ended- February 28, 2010, this facility

processed high grade silver/copper material and doré.

The consolidated financial statements  have. been -prepared -on the  going concern basis which
contemplates the realization of assets and satisfaction of liabilities in the normal course of business.
For the year ended February 28, 2010, the Company had operating cash outflows of $4,101,029
(2009 - operating cash inflows of $1,883,891) and had not yet achieved consistently profitable

. operations. Asat February 28, 2010, the-Company has working capital of $988,024 (2009 -
$1,469,438) and has. accumulated losses from inception of $22,140,108 (2009 - $17,366,021) The
Company -is reliant on capital markets.to fund the completion of the Company's mineral property
developments. Ultimately, the Company's.- ability to continue as a going concern is dependent on
achieving sustained profitable operations” and/or -obtaining funds from other sources as required for
capital developments. If the Company were unable to continue as a going concern, then material
adjustments would be required .to the carrying value of assets and liabilities and balance sheet
classf catlons used. S

- Subsequent to year end the Company successfully closed financings totalling $10 million. The
proceeds of these financings are intended to be used to further develop the Idaho Cobalt Project and
for other general corporate purposes and working capital. The financings comprised a non-brokered
private placement of an unsecured convertible debenture and units comprised of common shares and
common share purchase warrants at $1.50 per unit. Management believes the Company has
sufficient cash flows to operate for the next twelve months. However, the Company anticipates further
financing activities in fiscal 2011 to commence construction of the Company’s Idaho Cobalt Project.

2. Summary of significant eccounting policies

These financial statements have been prepared in accordance with Canadian generally accepted
accounting principles ("Canadian GAAP").

(a)  Basis of consolidation

These consolidated financial statements include the accounts of the Company and either
directly or indirectly its wholly-owned subsidiaries: Formation Capital Corporation, U.S., a
Nevada corporation, Essential Metals Corporation, an ldaho corporation, Coronation Mines
Limited (“Coronation”), a Saskatchewan company, Minera Terranova S.A. de C.V., a Mexican
company, Formations Holdings US, Inc., an Idaho corporation, US Cobalt, inc. an ldaho
corporation and Formations Holdings Corp, a British Columbia corporation.

Page 6
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Formation Metals Inc.

(formerly Formation Capital Corporation)
Notes to the consolidated ﬁnan01al statements

February 28, 2010

(Stated in Canadian dollars)

2. Summary of significant accounting policies (continued})- = :

@

-(b)

(©

(d

Bas:s of consolrdatlon (confmded) i

Variable interest entltles (“VIEs ~wh|ch 1nclude but are not hmlted to;: spec|a| purpose
entities, trusts, partnerships,rand’ other -legal’ structure,- as ‘defined by the - Accounting
Standards Board in Accounting Guideline (“AcG”) 15, Consolidation of Variable Entities

- (*AcG15"), are.entities in :which -equity. investors do not have the' characteristics of a

“controlling financial interest™.or there is-notsufficient equity &t risk for the entity to finance its
activities without additional suboitlinated financial support. VIEs are subject to consolidation

- by the primary beneficiary who will absérb: the majority of the entities” expected losses and/or
. expected residual.returns.” The Company beheves that it does not have any VlEs subject to

consolidation.

All inter-company transactions and balances have been eliminated. -

. Measurement uncertainties colvmon

-The . preparation of ﬁnancial;statem%ntsfin cconformity - with Canadian generally accepted

accounting principles requires management to make -estimates-and assumptions that affect
the: reported amounts of . assets “and. fiabilities and disclosure of contingent: assets and
liabilities at the.date of the financial Statements and the reported amounts of revenues and
expenses during the reporting periods. - The .most significant areas where management
judgment is applied among others, the expected economic lives and. the future operating
results and net cash flows expected to result from exploitation of resource properties and
related assets, the amount of proven and probable mineral reserves and income tax
provisions. Significant items that require estimates as the basis for determining the stated
amounts include precious metals inventory, amounts receivable, mineral properties, property,
plant and equipment, revenue recognition and stock-based compensation. Actual results may
differ from those estimates.

Cash and cash equ)'valents

Cash and cash equivalents. consists of cash on hand, deposits in banks and highly liquid
short-term investments with an original maturity of three months or less. The Company does
not believe it is exposed to significant credit or interest rate risk although cash and cash
equivalents are held in excess of federally insured limits with major financial institutions.
Precious metals.inventory .

inventories of precious metals are stated at the lower of cost and net realizable value.

Inventories consist primarily of silver and gold metals and includes cost of materials and direct
processing costs.
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Formation Metals Inc.

(formerly Formation Capital Corporation) .
Notes to the consolidated financial statements. ...

February 28, 2010

(Stated in Canadian dollars)

2, Summary of significant accounting policies (continued) - ... .=~ oo o e

(e)

)

(9)

(h)

Mineral properties

- Acquisition- costs:of mineral properties -together with direct -exploration-and development

expenditures thereon are capitalized .in the:accounts. These costs will be-amortized using the

-runit-of-production method based on proven-and probable reserves.on the commencement of

commercial -production’ or written-off as-the. properties are sold, allowed to lapse or are
abandoned.” ‘Mineral property costs not drrectly attnbutabie to specn“ c properties are
expensed dunng the year . P . :

Management regularly reviews the carrylng value of mlneral propertles by comparing the
carrying value to the estimated net realizable amounts, based on estimated undiscounted
future cash flows resulting from the use of the mineral properties and their eventual

. dispaosition, to determine ‘whether there is-any indication of impairment. Measurement of an

impairment loss is ‘based on the fair value of the mineral properties.” An.impairment in value

would be mdlcated if the assets carrymg value exceeds expected future cash flows.

- Property, plant and equipment

Property, plant and equipment are recorded at cost and the Company provides for
depreciation on a declining balance basis at the rate of 5-20% per. annum for buildings and
30% per annum on all other equipment and furniture and fixtures. Costs to refurbish acquired
plant and equipment are deferred until the assets are put to use. =~ -

Property, plant and equipment are tested for recoverability whenever events or changes in
circumstances indicate that their carrying amount may not be recoverable. An impairment

- loss is recognized when their. carrying- value exceeds the-total undiscounted cash flows

expected from their use and eventual disposition.”  The amount of impairment loss is

“determined as the excess of the carrying value of the property and equ:pment over the

recoverable amount.
Future income taxes

The Company accounts for income taxes using the asset and liability method. Under this
method, future income taxes are recorded for the temporary differences between the financial
reporting-basis and tax basis of the Company’s assets and liabilities. These future taxes are
measured by the provisions of currently substantively enacted tax laws. A reduction in

- respect of the benefit-of a future tax asset (a valuation allowance) is recorded against any

future tax asset if it is-not more likely than not to be realized.
Flow-through shares
Resource expenditure deduction for income tax purposes relfated to. exploratory activities

funded by flow-through share arrangements are renounced to investors in accordance with
income tax legislation. The Company provides for the future effect on income taxes related to

- flow-through shares as a reduction of share capital- and an increase in future income tax

liability. ot the date that the Company files the renouncement documents with the tax
authorities to renounce the tax credits associated with the expenditure.
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Formation Metals Inc.

(formerly Formation Capital Corporation)
Notes to the consolidated ﬁnanmal statements

February 28, 2010

(Stated in Canadian dollars)

2. Summary of significant accounting policies (continued):

(0

0 -

®

)

“(m)

Stock-based compensation

. Stock-based awards made to' ' noniemployees and employees are measured and recognized
-using the fair value based method..Under this.method, compensation costs, attributable to

share options: granted: to employees; contractors; officers and directors, is measured at fair
value at the grant date and recorded to stock compensation expense over the vesting period
of the related option with a corresponding increase to contributed surplus.. Upon the exercise
of the stock options, consideration paid together with the. amount previously recognized in
contributed surplus is recorded as an increase to share capital.

Loss per share

Basm loss per share is computed -using the welghted average number of common shares
outstanding during-the period. Diluted loss:per share-is computed using the weighted average
number.of common and common-equivalent shares outstanding during the period using the
“treasury stock” method. Common equivalent shares consist of the incremental common
shares issuable upon the exercise of stock options and warrants unless their effect is anti-
dilutive.

Asset retlrement obllgatlons -

The Company estlmates the present value of asset retlrement obligations when the related
obligation is incurred and records it as a liability with a corresponding increase in the carrying
value of the related assets. The carrying value is amortized over the life of the related asset
commencing with initial commercialization .of the asset. The liability is accreted to the actual

~ liability on settlement through charges each period in the statement of operations. Future site

restoration costs are capitalized as part of the carrying value of the related mineral property at
its initial value and amortized over the mineral property’s useful life based on a units-of-
production method.

Foreign currency translation

The Company's and its subsidiaries’ functional currency is the Canadian dollar. The
subsidiary operations are regarded as being integrated with the parent company and therefore
the temporal method of translation has been applied. Monetary assets and liabilities
denominated in foreign currencies are translated into Canadian dollars at the exchange rate in
effect at the balance sheet date and non-monetary assets-and liabilities at the exchange rates
in effect at the time of the transaction. Revenues and expenses are also translated at rates in
effect at the time of the fransaction. Gains and losses on translation are included in the
results from operations.

Revenue recognition

" The -Corhpany earmns mineral processing revenue from the putchase, processing and sale of
_minerals. Revenue is recorded once the processed product.is shipped, title is transferred, the

amount of proceeds are determinable and collection is reasonably assured.

The Company also earns refining revenue by processing silver and gold on behalf of other
mining companies and precious metals commodity dealers. When the Company does not
take legal ownership of the unprocessed minerals, the Company records only the processing
fees associated with these refining services. The Company records these revenues when the
refined metal is shipped to the customer, at which time title is transferred, the amount of
proceeds are determinable and collection is reasonably assured.
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Formation Metals Inc.

(formerly Formation Capital Corporation)
Notes to the consolidated financial statements .
February 28, 2010

(Stated in Canadian dollars)

2. Summary of significant accounting policies (eontinued) -

n) Derivatives

The Company periodically uses foreign exchange .and. commodity contracts to manage
exposure to fluctuations in foreign exchange rates and silver prices. Derivative positions are
recorded on the balance sheet at fair.value with.changes in fair value recorded in operations.

3. '. Changes |n accountlng pollmes

(@) - .- Accountlng pOIICIes lmplemented effeotlve March 1 2009

)

(i)

4(iii)‘ |

Effectlve March 1 2009 the Company adopted Canadlan Institute of Chartered
Accountants (“CICA”) Handbook Section 3064, Goodwill and Intangible Assets, which
replaces CICA Handbook Section 3062, and establishes revised standards for

. recognition, measurement, presentation and disclosure: of goodwill and intangible
-assets. Concurrent with. the adoption of this standard,-Emerging Issues Committee

(“EIC™) 27, Revenues and Expenditures.in the Pre-operating Period, is no longer
applicable. - The -adoption-of Section :3064 .did not have a material impact on the

-+ Company’s consolidated -financial - position and results of operations for the year
- .ended February 28, 2010. :

On January 20, 2009, the CICA iissued EIC 173, Credit Risk and the Fair Value of
Financial Assets and Financial Liabilities, which clarifies that an entity’s own credit
risk and the credit risk of the counterparty should be taken into account in

. -determining the fair value of financial assets and liabilities, including derivative

instruments. EIC 173 is to be applied retrospectively without restatement of prior
periods in interim and annual financial statements for periods ending on or after the

~date of issuance of EIC 173. The Company adopted this recommendation March 1,

2009. The adoption of this standard had no significant impact on the Company’s
consolidated financial statements for the year ended February 28, 2010.

Financial instruments - disclosures

In May 2009, the CICA amended Section 3862, Financial Instruments - Disclosures,
to include additional disclosure requirements about fair market value measurements

. for-financial instruments and liquidity risk disclosures. These amendments require a

three-level hierarchy that reflects the significance of the inputs used in making the fair
value measurements. Fair values of assets and liabilities included in Level 1 are
determined by reference to quoted prices in active markets for identical assets and
liabilities.. Assets and liabilities in Level 2 include valuations using inputs other than

~quoted prices for which all significant outputs-are observable, either directly or
“indirectly. - Level 3 valuations are based on. inputs that are unobservable and

significant to the overall fair value measurement The required disclosures are
lncluded in Note 15 :
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Formation Metals Inc.

(formerly Formation Capital Corporation)
Notes to the consolidated financial statementS~, SR

February 28, 2010 e

(Stated in Canadian dollars)

3 Changes in accounting policies (contifiued) - -
(a Accounting policies implemented effective March 1, 2009 (continued)-
(iv) - Accountrng changes

v

v

In June 2009 the CICA: issued amendments to CICA Handbook Section 1506,
Accounting Changes Section 1506 was amended to exclude from its scope changes
in accounting policies upon the complete replacement of an entity's primary basis of
accounting. The amendments were effective for annual and interim financial
statements relating to fiscal years beginning on or after July 1, 2009. The adoption of
International Financial Reporting Standards (“IFRS"), as described in Note 3 (c) is not
expected to quahfy as an accountlng change under CICA Sectlon 1506.

: Exploratlon costs

On March 27, 2009 the Emerglng Issues Commrttee of the CICA approved abstract
EIC-174, Mining Exploration:Costs, -and ‘withdrew EIC-126, Accounting by Mining
Enterprises for Exploration:Costs. The publication of EIC-174 covers all guidance in
EIC-126 and provides. -additional- guidance for mining exploration enterprises in
circumstances where a test for-impairment is .required.. The adoption of this abstract
did not have any impact on the Company's consolidated financial statements for the
year ended February 28, 2010.

‘Eqwty

In August 2009, the CICA issued certain amendments to Section 3251, Equity. The
amendments apply to entities that have adopted Section 1602, Non-controlling
interests.  The amendments require separate presentation on the statements of
operations and comprehensive income .of income attributable to owners of the
Company and those attributable to non-controlling interests. The amendments also
require that non-controlling interests be presented separately as a component of
equity. The adoption of this standard has had no impact on the consolidated financial
statements for the year ended February 28, 2010.

(b) Accounting policies to be imp/emented subsequent to February 28, 2010

()

Business comblnatlons consolidated ﬁnanmal ‘statements and non-controlling
interests

. Indanuary 2009, the CICA issued Handbook Sections 1582, Business Combinations,

(“Section 1582"), 1601, Consolidated Financial Statements, (“Section 1601”) and
1602, Non-controlling Interests, (“Section 1602") which replaces CICA Handbook

‘ Sections 1581, - Business Combinations, and 1600, -Consolidated Financial

Statements. Section 1582 establishes standards for the accounting for business
combinations that is equivalent to the business combination accounting standard
under IFRS. Section 1582 is applicable for the Company’s business combinations
with acquisition dates on or after January 1, 2011. Early adoption of this section is
permitted. Section 1601 together with Section 1602 establishes standards for the
preparation of consolidated financial statements. Section 1601 is applicable for the
Company’s interim and annual consolidated financial statements for its fiscal year
beginning January 1, 2011. Early adoption of this section is permitted. If the
Company chooses to early adopt any one of these sections, the other two sections
must also be adopted at the same time. The Company is evaluating the impact of the
adoption of these new sections on its consolidated financial statements.
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Formation Metals Inc.

(formerly Formation Capital Corporation) 4 : o -
Notes to the consolidated financial statements - . -

February 28, 2010

(Stated in Canadian doilars)

3. Changes in accounting policies (continued)
(b) Accounting policies to be implemented subsequent to February-28, 2010 (continued)-
(i) i Internatlonal fi nanC|aI reportmg standards

“In February 2008 the Canadian Accountlng Standards Board confirmed January 1,

2011 as the date IFRS will replace current Canadian GAAP for publicly accountable
- enterprises. This will result in the Company reporting under IFRS starting with the
-interim period ending March 31, 2011, with restatement for comparative purposes of
- amounts reported under Canadian GAAP. The Company expects the transition to
'IFRSto. impact accounting policies, financing reportmg, IT systems and processes
-~ as well as certain business activities. :

4. - Precious metals inventory

Inventories consist of:

February 28, February 28,

2010 2009

—— g~ —

" Silverihventory” : R 1,187,374 " 1,621,907
Gold inventory 1,691,607 520,202
Warehouse inventory 14,082 12,308
2,893,063 2,154,417

During the year ended February 28, 2010, a write-down of inventory to net realizable value of
~$230,448 (2009 - $1,685,449) was recorded to cost of revenues.

5. Reclamation bonds

The Company has provided a reclamation bond for the Idaho Cobalt Project to the U.S. Forest Service
amounting to $654,893 (2009 - $Nil) representing the fair value of the security held.
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Formation Metals Inc.

(formerly Formation Capital Corporation)

Notes to the consolidated financial statements
February 28, 2010

(Stated in Canadian dollars)

6. Mineral properties
Mineral properties consist-of: -~~~ =~ =l - P
~ February 28, February 28,
C 2010 2009
$ $
|daho Cobalt Belt (a) e e
Idaho Cobalt Project: (See Schedule) (|) - 52,604,318 49,104,052
Black Pine (i) oy 3,275,676 3,261,119
Badger Basin (ii)” . 115,002 111,422
- 55,994,996 52,476,593
Other Projects (b)
Morning Glory/Wallace Creek (i) 443,580 . 439,055
Queen of the Hills (iii) 65,193 59,352
Compass/Kernaghan (IV) 450,225 330,857
Virgin River (v) o 337,401 208,276
Other (vi)_ - 145,772 98,577
" 1,442,171 1,136,117
57,437,167

(a)

53,612,710

Idaho Cobalt Belt

(®

(in)

Idaho Cbbalt I-:’roiect

The Company owns 100% interest in 241 claims amounting to approximately 4,080
acres which comprise the ldaho Cobalt Project. The Company has exercised its
lease option agreement, with a company controlled by a director, whereby the
Company earned a 100% interest in certain mineral claims in Idaho.

Black Pine
The Company has a 100% interest in certain mineral claims in 'Lemhi County, Idaho.

The Company also has a lease option agreement to purchase certain mineral claims
located in Lemhi County, Idaho, which required annual advance royalty payments of
US$400 per claim until 2006. During the year ended February 28, 1999 an
amendment to the agreement was negotiated which requires payments of $Nil if the
average price of copper trades below US$0.85 per pound, US$200 per claim if the
average price of copper trades between US$0.85 to $0.89 per pound and US$400
per claim if the average price of copper trades above US$0.90 per pound. In
addition, the Company will be required to pay the lessors a sliding scale net smelter
return royalty (*NSR”") of between 1% and 5% based on the realized price of copper
to a maximum of US$2,000,000 (including the option payments). There have been
no payments due since the amended agreement was concluded. During the year
ended February 29, 2004 the Company again amended the option agreement to
extend the term for two - five year terms, which eliminate the requirement to make
additional payments based on the price of copper, and to share on a 50/50 basis with
the optionor any payments received from any prospective joint venture partner.
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Formation Metals Inc.

(formerly Formation Capital Corporation)
Notes to the consolidated financial statements -

February 28, 2010

(Stated in Canadian dollars)

6. Mineral properties (continued)

(a) Idaho Cobalt Belt (continued)

(iif)

Badger Basin

- The Company has a 100% mterest through staklng, in, these claims located in Lemhi
ounty Idaho .

- (b) . Otherprolects

)

(i)

Mornmg GIoryNVaIlace Creek
(1) Mornlng Glory

The Company has a 100% mterest in certam mineral claims located in
Lemhi, County Idaho. ;

The Company also has-a 100% lease -option on certain additional mineral
claims located in-the same-area.. -During the year ended February 28, 2001,

"~ the. terms. of the lease option were amended to require annual payments
based on the price of gold ranging from no payments to payments of
US$3,000. The annual minimum advance royalty payment is applied against
a 3% to 5% net smelter return. . A total of US$45,900 (2009 - US$45,900)
has been paid to. date.- To exercise the option, the Company must pay a
total purchase price -of US$1,000, 000 Wthh includes the advance annual
minimum royalty payments.

(2) Wallace Creek

The Company has a 100% interest in certain mineral claims located in Lemhi
- County Idaho.

The Company also has a 100% lease option on certain additional mineral
claims located in the same area. During the year ended February 28, 2001,
the terms of the lease option were amended from a required minimum
annual advance royalty payment of US$8,000 to annual payments based on
the price of gold ranging from no payments to US$8,000. The annual
minimum advance royalty payment is applied against a 3% to 5% net smelter

. return. To exercise the option, the Company must pay a total purchase price
of US$1,000,000 of which US$25,600 has been paid to date.

El Milagro

During the year ended February 28, 1998, the Company entered into a purchase

- option agreement whereby the Company can earn a 100% interest in the El Milagro

property in Tamaulipas, Mexico, by making equal semi-annual payments over four
years totaling 800,000 pesos ($150,000). During the year ended February 28, 2001,
a revision of the agreement allows the remaining 300,000 pesos to be paid by making
equal semi-annual payments of 50,000 pesos ($9,375) over three years. As at
February 28, 2005, the total obligation had been satisfied and the Company has a

+-100% interest in the property. During the year ended February 28, 2009, the

Company wrote off the costs associated with these claims amounting to $348,535.
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Formation Metals Inc.

(formerly Formation Capital Corporation)
Notes to the consolidated financial statements o
February 28, 2010 v

(Stated in Canadian dollars)

6. Mineral properties (continued)

(b) Other projects (continued)

(i)

(iv)

v)

Queen of the Hills

The Company hotds.a"100% lease option ‘on certain mineral claims located in Lemhi
County, Idaho. During the year ended February 28, 2001, the terms of the lease
option agreement were amended from a required minimum annual advance royalty
payment of US$1,400 to require annual payments based on the price of gold ranging
from no payments to US$1,400. A total of US$25,200 (2009 - US$25,200) has been
paid to date. To exercise the option, the-Company. must pay a total purchase price of
US$1,000,000 including the advance annual minimum royaity payments.

Compass Lake/Kernaghan Lake

(1) } Compass t_ake

- . The. Company -granted .an option- whereby the optionee can earn a 70%

interest in “certain::mineral claims by making certain annual payments

- (received) and upon:-development to a feasibility stage by the optionee. The

Company has certain participation options when the property reaches the

-~ mine development stage and will retain a sliding scale NSR, between 1%

-. and 8%, based on the price of gold. The optionee has the right to purchase

one-half of the Company’s net smelter returns royalty for $1,000,000. During

the year ended February 28, 2006 the. Company received notice that the

optionee was dropping .its option. . The Company now owns the property
100%.

(2) Kernaghan Lake/Bell

The Company granted an option whereby the optionee has earned 80%
interest in certain mineral claims by making certain payments (received), and
completing exploration work totaling $1,000,000 (deemed completed).

The Company can participate at the 20% level, or has the option to dilute to
a 7% participation level which then becomes a net profit interest. The
optionee has the right to purchase all or part of the net profit interest during
the first year of commercial production by:paying $700,000 per percentage
point which increases to $800,000° per percentage point during the second
year of production. .

Virgin River

‘During the year ended February 29, 2008, the Company was advised by its joint

venture partners that the first $10,000,000 exploration expenditures has been met.
An updated jOlnt venture agreement and -confirmation of expenditures were
concluded. .

The budget for.2010 expendltures has been agreed at $5 000,000.

On February 28, 1999, the _Company en,tered, into the orlgmal joint exploration
agreement whereby the Company obtained a 2% interest carried through the first
$10,000,000 of exploration expenditures and a right of first refusal to purchase an
additional 8% interest in exchange for waiving all future work commitments on the
Kernaghan Lake Project thereby vesting the optionee.
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(formerly Formation Capital Corporation)
Notes to the consolidated financial statements .
February 28, 2010

(Stated in Canadian doll_ars)

Mineral properties (continued)

(b) Other projects (continued)

(vi)  Other

The Company has varying other interests of up to 100% in certain mlneral claims

located in Idaho, Saskatchewan-and-Mexico.

Property, plant and equipment

February 28, 2010

- Accumulated “Net book

Cost - : depreciation value

$ $ $

Land ) 175,463 L. 175,463
Plants undergoing refurblshment 8,789,136 - S e 8,789,136
Buildings 849,357 293,499 555,858
Equipment 2,256,891 1,800,225 456,666
" -Office furniture and fixtures . 361,357 290,327 71,030
- 12,432,204 2,384,051 10,048,153

February 28, 2009

Accumulated “Net book

Cost depreciation value

$ $ $

Land 175,463 - 175,463
Plants undergoing refurbishment 6,544,067 - 6,544,067
Buildings 790,665 248,137 542,528
Equipment 2,220,673 1,657,329 663,344
Office furniture and fixtures 356,667 270,631 86,036
s 10,087,535 2,076,097 8,011,438

The Company capitalizes the cost associated with refurbishing and constructing its mill and cobalt
: hydrometallurglcal plant and will depreciate those assets when they are put-into use:

Non-refundable equipment deposits of $4,370,527 (2009 - $5,779,885) have been disclosed as long-
term deposits and will be reciassified to property, plant and equipment when title. is transferred.
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Formation Metals Inc.

(formerly Formation Capital Corporation)
Notes to the consolidated financial statements

February 28, 2010

(Stated in Canadian dollars)

8. Income taxes

The provision for income taxes reported differs from the amounts computed by applying aggregate
Canadian federal and provincial income tax rates to the loss before tax provision due to the following:

February 28, February 28,

2010 2009

8 $
Statutory tax rate - 29.76% . -31.00%"
Income tax recovery computed at statutory rates N 1,231,564 542,000
Stock-based compensation and other non-deductible o _ _

expenses ' ' (119,398) (106,000)

Effect of different tax rates of forelgn jurisdictions 43,006 (58,000)
Change in long-term Canadian tax rates (158,565) -
Foreign exchange and other items - . . * . (743,733) - - (1,860,000)
Income tax benefit of share issue costs 64,523 : -
Loss expiry .. - Co (338,254) - .
Change in valuation allowance o _ . {614,912) 1,417,000
A : : (635,769) (65,000)

The approximate tax effect of each type of temporary difference that gives rise to the Company’s future
_tax assets and liabilities are as follows: :

February 28, February 29,
2010 2009
$ $
Future income tax asset
Operating loss carry forwards 18,187,019 19,683,406
Mineral property, plant and equipment 147,360 247,581
Share issuance costs 545,590 242,641
Other : . S 246,867 287,824
Total future tax assets - 19,126,836 20,461,452
Valuation allowance A (731,482) (116,570)
Net future income tax assets ‘ T " 18,395,354 20,344,882
Future income tax liability .
Property, plant and equipment 1,050,414 1,124,508
Mineral property 18,083,617 19,331,532
Other 8,250 -
Total future tax liabilities 19,142,281 20,456,040
Future income tax liability, net 746,927 111,158

The Company considers that it is not more likely than not that a portion of the future income tax asset
will be realized and has therefore provided $731,482 (2009 - $116,570) of a valuation allowance.
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Formation Metals Inc.

(formerly Formation Capital Corporation)
Notes to the consolidated financial statements:
February 28, 2010

' (Stated in Canadian dollars)

8. Income taxes (continued)

At February 28, 2010, the Company had the following loss carryforwards available to reduce future
income taxes otherwise payable:

Year

Canada U.S. - | Total

$ $ $

2011 6,326 1,513,837 = 1,520,163
2012 - 1743208 . 1,743208
2013 - T1,077,0817 7 771,077,081
2015 993,109 - 993,109
2019 - 663773 ~ - 663,773 -

© 2020 - 865590 ... 865590
2021 © . 1,079,300 © - 1,079,300
2022 - 12,485,836 2,485,836
2023 - 436,977 . 436977
2024 - 993,090 993,090
2025 - | 4,869,939 4,869,939

2026 1,244,901 6,143,672 - 7,388,573
2027 ’ 9464 - 7 9464 )
2028 1,264,683 7,983,282 9,247,965
2029 9,207 7,612,888 7,622,185
2030 2,330,135 4,349,700 6,679,835

5,857,915 41,818,151 47,676,066

The Company’s operations are conducted in a number of countries with complex tax legislation and
regulations pertaining to the Company’s activities. Any reassessment of the Company’s tax filings by
the tax authorities may result in material adjustments to net income or loss, tax assets and operating
loss carryforwards.

9. Share cabital

(a)

Stock options

The Company has a Stock Option Plan (“the Plan”) for directors, officers, employees and
consultants. Under this Plan the aggregate number of common:shares which may be subject
to issuance pursuant to options granted under the Plan shall in aggregate be a fixed
maximum percentage such that the percentage of common. shares in the capital of the
Company may be reserved for issuance is a maximum 10% of the issued and outstanding

‘shares of the Company. The number of shares reserved for issuance at any one time to any

one person shall not exceed 5% of the outstanding shares issued within any one year period.
Options granted must be exercised no later than 10 years after-the date of the grant or such
lesser .periods as regulations require. All options are subject to vesting restrictions as

_implemented by the directors. -The exercise price is the fair value of the Company’s common
_ shares at the grant date. The maximum number of common shares to be issued under the

Plan reserved for issuance-as at February 28, 2010 was 3,450,362. The maximum number of
shares reserved for issuance to insiders may not exceed 10% of the outstanding shares
issued. Under certain conditions, option holders may elect to exercise their stock options on a
cashless basis.
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Formation Metals Inc.

(formerly Formation Capital Corporation)
Notes to the consolidated ﬁnanmal statements . ..

February 28, 2010

(Stated in _Canadlan doliars)

9. Share capital (continued)
(a) -~ = Stock options-{(continued)
(i As at February 28, 2010, outstanding and exercisable stock options were as follows:
S \eighted
average
A IR . remaining
Options Options | Exercise contractual o
outstanding _exercisable "~ price life Expiry date
83,569 - 83,569 - -7 140 0.33 years June 28, 2010
72,143 - 72,143 . -7 140 0.62 years October 11, 2010
92,857 .. - 92,857 - 3.50 0.80 years December 18, 2010
42,857 . . 42,857 . 1.40 0.81 years December 20, 2010
57142 57,142. . 1.40 1.06 years March 23, 2011
40,000 34523 140 1.36 years  July 8, 2011 .
14,285 14285 210 1.56 years September 21, 2011
21,428 10,714 - 140 1.74 years  November 26, 2011
607,142 607,142 140 - 2.07 years March 23, 2012
1,031,423 1,015,232 1.60 : )
(i) As at February 28, 2010, outstanding stock options were as follows:
Weighted- ' Weighted
average average
February 28, exercise February 28, exercise
2010 price - 2009 price
’ $ , ‘ $
Balance outstanding,
beginning of year 790,708 229 1,964,281 ’ 4.14
Activity during the year
Options granted 678,569 1.41 61,428 2.04
Options exercised (53,139) 1.09 (22,857) 2.84
Options cancelled on
exercise of cashless
. option rights . (21,574) 199 (876,428) 5.04
Options expired ' - (357,141) 2.82 (335,716) 3.02
Balance outstanding, .
end.of year ) 1,031,423 1.60 790,708 2.29

(iiy = - During the year ended February 28, 2010, 678,569 (2009 - 61,428) stock options
were granted to directors, employees and consultants. Using the fair value method to
value the stock options, $401,204 (2009 - $120,049) was-recorded to stock-based
compensation expense. This amount was determined using a Black-Scholes option
pricing miodel assuming no dividends are to be paid, an estimated option life of
between two to three years, a weighted average volatility of the Company’s share
price of 73% (2009 73%) and a weighted average risk free rate ‘of 1.63% (2009 -
1.84%).
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(formerly Formation Capital Corporation)
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February 28, 2010

(Stated in Canadian dollars)

9. Share capital (continued)
() - - Warrants - - - .. TV LIS D
@M. - Warfarits 'outstand~ihg atFEebrdafy"258;201‘0 were-as follows:
Number of Exercise
_warrants . - - < -price- | Expiry date
' S R $ - i T
2,493,447 2.80 May 2, 2011
(i) . The changes in warrants during the currént and previous years were as follows:
- " Weighted Weighted
average average
February 28, .- - exercise February 28, exercise
2010 ~_price 2009 price
Balance outstanding,
“beginning of year 17,857 5.25 2,197,838 6.80
Activity durihg the year o ’ T
Warrants issued 2,493,447 2.80 - -
Warrants exercised - - (26,786) 2.80
" Warrants expired (17,857) 5.25 (2,153,195) 6.86
Balance outstanding, ’
end of year 2,493,447 2.80 17,857 5.25
(c) On November 9, 2009, the Company announced that all of its fully paid common shares

without par value have been consolidated on a 7 old for 1 new share basis and any fractional
shares were rounded down to the nearest whole number and such fractional shares were
eliminated.

The weighted average number of common share outstanding and eamings (loss) per share
have been recalculated retroactively for all periods presented to reflect this change.

10. Other income
February 28, February 28,
2010 .. 2009
$ $
Fair value adjustments on held for trading securites ' 44,400 (33,300)
Interest income 27,524 191,780
c o o 71,924 158,480

Page 20



Formation Metals Inc.

(formerly Formation Capital Corporation)
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(Stated in Canadian dollars)

11.

12.

Segmented information

The Company operates in two operating segments, that being exploration of mineral properties and
precious metals refining. All revenues generated are located in the United States in the Refinery
operating segment. The Company’s ndncurrent-assets by geographic location and operating segment

are as follows:

= February 28, 2010

February 28, 2009

" Refinery

~ Exploration

~ Exploration_ Refinery
$ $ $ $
Canada " 1,024043 @ - 766,167 -
~ United States 65,277,434 - -.6,209,263 60,884,369 5,753,498
B 66,301,477 6,209,263 61,650,536 5,753,498
Supplemental cash flow Information
(a) Change in wofking'cépita/ items
February 28, February 28,
2010 2009
8 $
Amounts receivable 382,536 (351,031)
Prepaid expenses and deposits 20,996 224,950
Precious metals inventory : (738,646) 2,881,324
Accounts payable and accrued liabilities,
relating to operating items ~(292,355) (93,542)
. (627,469) - 2,661,701
(b) Other supplementary information
. For the years ended
February 28, February 28,
2010 2009
$ $
Interest paid - -
Taxes paid ) )
Fair value of stock options transferred to share
capital-on options exercised from contributed - - , ,
surplus 21,426 32,641
Fair value of warrants issued with common share SRR
offerings - : - 19,848
Unpaid mineral property purchases in accounts
payable and accrued liabilities 512,518 251,871
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13.

14.

Capital risk management

The Company’s objectives when managing capital are to ensure there are adequate capital resources
to safeguard the Company’s ability to continue as a going concern, continue the development and

- exploration of its mineral properties: and:to ‘maximize .growth of its business and provide returns to its

shareholders. The Company’s capital structure consrsts of shareholders equity, comprising issued
share capital plus contributed surplus less the deficit.. =

The Company manages. its: capital structure and 'makes adjustments .to it based on economic
conditions and the risk characteristics of the underlying- assets.. The Company, upon approval from its
Board of Directors, will balance its overall capital structure through new: share or debt issuances or by
undertaklng other actrwtres as: deemed appropnate under spemﬁc crrcumstances ,

- The Company expects its current caprtal resources and prOJected cash ﬂows from contlnumg

operations will not support existing operations. The Company will require additional financing to
support existing operations and to bring its Idaho Cobalt Project into production with a July 2007

-feasibility -study -estimated cost to construct, and commlssmn the mrne/concentrator and the cobalt

production facrlrty at US$138 7 mrlllon

Capital, as def ned above, at February 28, 2010 and 2009 is summarrzed in the followrng table.

February 28, February 28,
' 2010 2009
$ $
Share capital : - S 80,720,170 74,232,732
Share purchase warrants , 8,892,463 6,996,068
Contributed surplus 5,279,312 4,899,534
Deficit ' ’ (22,140,108) (17,366,021)
: 72,751,837 68,762,313

In order to facilitate the management of its capital requirements, the Company prepares annual
budgets that are updated as necessary depending on various factors, including successful capital
deployment and general industry conditions. The annual budget and quarterly updated forecasts are
approved by the Board of Directors.

Financial risk management

The Company has exposure to risks of varying degrees of significance which could affect its ability to
achieve its strategic objectives for growth and shareholder returns. The principal financial risks to
which the Company is exposed are credit risk, liquidity risk, interest rate risk, foreign exchange rate
risk and metal price risk. The Company’s Board of Directors has overall responsrbrllty for the

- establishment and ‘oversight of the Companys ‘risk management framework ‘and reviews the
’Company S p0|ICleS onan ongorng basis.
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14. Financial risk management (continued)

@

(b)

(c)

- Creditrisk ot e cTen hr LT

- Credit risk is' the rrsk of an: *ynexpecte“d Ioss |f a customer .or th|rd party to'a ﬂnanmal
- instrument fails to ‘meet its contractual obligations:and- arises principally from the Company s

cash and cash equivalents, amounts receivable and long-term deposits.

“The Company’s ‘exposure- to credit risk with its customers is - influenced mainly by the

individual -characteristics =of each customer.. The Company generally does not require
coliateral for sales. The-Company.takes.into consideration the customer's payment history,
their credit worthiness ‘and- the then..current economic-environment in which the customer
operates to assess impairment. The Company closely monitors extensions of credit and has

" not experienced significant credit rosses m the past "At February 28, 2010 the Company had

no past due trade recervables

The Company mvests its -excess cash pnncrpally in hlghly rated government and corporate
debt securities. The Company has established guidelines related to diversification, credit
ratings and maturities that maintain safety and liquidity. These guidelines are periodically
reviewed by the Company’s audit committee and: modified to reflect changes in- market
conditions.

The Co‘_mpany’s“ maximum exposure to credit risk is as follows:

February 28, February 28,

2010 2009

$ . $

Cash and cash equivalents 750,484 1;490,765
Amounts receivable 55,350 437,886

Liquidity risk

Liquidity risk is the risk that the Company will not be able to meet. its financial obligations as
they come due. To the extent that the Company does not believe it has sufficient liquidity to
meet its current obligations, the Board of Directors considers securing additional funds
through equity or debt financing. The Company manages its liquidity risk by continuously
monitoring forecast and actual cash flows. The Board of Directors approves the Company’s
annual operating and capital budgets as well as any material transactions outside the ordlnary
course of business. :

Interest rate risk

~ The Company is subject to interest rate risk on its cash and cash equivalents and believes

that the results of operations, financial position and cash flows would-not be significantly
affected by a sudden change in market interest rates relative to the investment interest rates
due to the short-term nature of the investments. Excess cash is invested in highly rated
investment securities at fixed interest rates with varying terms to maturity but generally with
maturities of three months or less from the date of purchase.
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14. Financial risk management (continued) frwlortan

(©)

@

Interest rate risk (continued)

- As at February-28, 2010; cash and:-cash ‘equivalents of $750,484 (February 28, 2009 -

$1,490,765)-consisted of chequing and short-term investments: maturing in less than 90 days
with Canadian.chartered banks:.with interest rates up to 0.90%. The Company has immaterial
interests in equity instruments of other corporations.  The Company.does not have any asset
backed commercial paper secunhes

: Forergn exchange rate I'ISk

The Company reports rts f nanmal statements in Canadran dollars however the Company has
extensive operations in the United States. As a consequence, the financial results of the
Company’s operations as reported in Canadian dollars are subject to changes in the value of
the Canadian dollar relative to the U.S. dollar . 4

- The. Company s operat|ons in the Unlted States are currently fully mtegrated with its Canadian

operations, as such, the Company can be exposed.to-significant fluctuations in the exchange

.- rate :-between the U.S. dollar and the :Canadian. dollar. The Company’s operations in the

United States generate :revenue: and incur expenses principally. in- U.S. dollars so foreign
exchange gains or losses are subject to net operations.. The Company does not currently
enter into any foreign exchange hedges to limit-exposure to exchange rate fluctuations. The
Board of Directors continually assesses the Company S strategy towards its foreign exchange
rate risk, dependlng on market condltrons :

The Company is exposed to currency nsk through the folIowmg financial assets and liabilities
and future income tax liabilities denominated in currencies other than Canadian dollars as
follows:

February 28, 2010
Accounts payable

Cash and cash Accounts. - and accrued

equivalents receivable . liabilities

$ R $ $

United States doliar (40,873) 21,985 839,149

February 28, 2009
Accounts payable

Cash and cash Accounts and accrued

equivalents receivable liabilities

$ $ $

United States dollar 83,567 407,648 1,583,378

During the year ended February 28, 2010, the Company recognized a loss of $1,533,378 on
foreign exchange (2009 - gain of $1,692,045). Based on the above net exposures at
February 28, 2010, a 10% strengthening (weakening) of the above currencies against the
Canadian dollar would result in a $135,329 increase or decrease in the Company’s after tax
net loss.
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14.

15.

Financial risk management (continued)
(e) Translation exposure

The Company’s functional - and ‘reporting currency is Canadian dollars. ‘The Company’s
-operations translate their operating results .from the "host currency to Canadian dollars.
Therefore, exchange rate movements in'the United:States dollar and Mexican peso can have
a significant impact on the Gompany’s consohdated operatmg results.

A 10% strengthening (weakening) of the Canadlan dollar agalnst the U.S. dollar would have
increased (decreased) the Company’s net earnings (loss).before taxes from the financial
instruments presented in Note 15 by the amount of $289 546 (2009 - $686 368)

) ' vMetaI prlce nsk

Metal price nsk is the risk that changes in metal prices will affect the.Company’s income or the
value of its related financial instruments. The Company derives some of its refining revenue
from the purchase and sale of silver and gold material as well-as charging refining fees in the
form of “retainage”, (the retention of some of the refined product). The Company mitigates the
metal price risk associated with the purchase and sale of silver and gold materials by entering
into forward contracts to secure the 'margin associated with refining the materials. The Board
of Directors continually assesses the Companys strategy towards its base metal exposure,
dependlng on market conditions.. : .

Based on the quantities and market pnce of sﬂver and gold at February 28, 2010, a 10%
increase or decrease in the price of gold and silver would result in a $287 898 increase or
decrease in the Company’s after-tax loss.

Fair value measurement

The Company defines fair value as the price that would be received to sell an asset or paid to transfer
a liability in an orderly transaction between market participants at the measurement date. In assessing
the fair value of a particular contract, the market participant would consider the credit risk of the
counterparty to the contract. Consequently, when it is appropriate to do so, the Company adjusts the
valuation models to incorporate a measure of credit risk. Fair value represents management's
estimates of the current market value at a given point in time.
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15. Fair value measurement (continued) S TN T BT LR

. At February 28, 2010 and 2009, the Company’s financial dssets:and liabilities -are categorized as

follows: : .
February 28, 2010
Co . Financial assets
- ‘Loansand . . . _Heldat and liabilities at
‘receivables - . fair value amortized cost Total
Financial assets ’
Cash and cash equivalents - - 750,484 - 7 750,484
Amounts receivable -7 55350 - e e 55,350
Reclamation bond 654893 - . . ‘ 654,893
Deposits * - 66,600 - 66,600
710,243 817,084 s 1,527,327
" Financial liabilities o " 4
Accounts payable ' - T . 1,524,967 1,524,967
Accrued liabilities - - - 1,238,159 - 1,238,159
g _ February 28, 2009
Co Financial assets
loansand = .- - Heldat = and liabilities at
receivables ~~  fair value amortized cost Total
$ $ $ $
Financial assets . o ’
Cash and cash equivalents - 1,490,765 ' - -1,490,765
Amounts receivable - 437,886 - - 437,886
Deposits - 22,200 - -~ 22,200
437,886 1,512,965 - 1,950,851
Financial liabilities o ‘ ‘ ‘
Accounts payable - - 1,912,360 1,912,360
Accrued liabilities - - 774,519 774,519
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15.

16.

Fair value measurement (continued)

- At-February- 28, 2010 and=-2009; the carrying values and:the fdir :values of the Companys financial

mstruments are shown in the following table:

‘February 28, " February 28,
_2010 2009
Carrylng s, oon . Fair Carrying Fair
) _value - " value = = value value
$ $ s $
- Financial assets L o o _

Cash and cash equivalents 750,484 - . .- 750,484 1,490,765 1,490,765
Accounts receivable . 55350 . . . 55350 173,249 _ 73,249

Reclamation bond . 654,893 654,893 - : -

Financial liabilities o o ' '

Accounts payable 1,524,967 1,524,967 1,912,360 1,912,360
Accrued liabilities . 1,238,159 1,238,159 774,519 774,519

The Company has certain financial assets and liabilities that are held at fair value. Cash and cash
equivalents fair values approximate their historic value due to the short-term nature of these items.
The fair value hierarchy establishes three levels to classify the inputs to valuation techniques used to
measure fair value. Level 1 inputs are quoted prices (unadjusted) in active markets for identical assets
or liabilities. Level 2 inputs are quoted prices in markets that are not active, quoted prices for similar
assets or liabilities in active markets, inputs other than quoted prices that are observable for the asset
or liability (for example, interest rate and yteld curves observable at ‘commonly quoted intervals,
forward pricing curves used to value currency and commodity contracts and volatility measurements
used to value option contracts), or inputs that are derived principally from or corroborated by
observable market data or other means. Level 3 inputs are unobservable (supported by little or no
market activity). The fair value hlerarchy gives the highest priority to Level 1 inputs and the lowest
priority to Level 3 inputs.

At February 28, 2010, the Company’s cash and cash equivalents , shares held for trading included in
prepaid and deposits and reclamation bonds were based on quoted prices (Level 1).

Commitments

(a) The Company has certain obligations with respect to mineral property expenditures (Note 6).

(b) Pursuant to employment agreements the Company may be obligated to pay up to $3,068,096
if certain management is terminated without cause or good reason.

(c) The Company has annual operating lease commitments of approximately $112,500 for each
of the next five years.

(d) The Company has certain contractual commitments related to the Idaho Cobalt Project
totalling $150,000 to be incurred in the next fiscal year.
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February 28, 2010

(Stated in Canadian dollars)

17.

Subsequent events

(@)

*(b)-

(c)

The Company decided not to proceed with the equity offering of 18,750,000. units of the
Company for gross proceeds of up to $30,000,000 announced February 24, 2010.
Consequently, a notice of withdrawal of the Company’s Preliminary Short Form Prospectus
dated February 23, 2010, has been filed with the British Columbia Securities’ Commnssnon

The Company announced that it has sold, on a non-brokered private placement basis, an
$8,000,000 unsecured convertible debenture. The debenture will have an initial term of 18
months with an interest rate of 12% per annum (the first term) and may be extended in whole
or in part, (the extended debenture) by either party for an additional term of 18 months (the
second-term). If the first term is extended by Formation, the extended debenture will-bear
interest at the rate of 15% per annum. Interest on the debenture or extended debenture will
be calculated daily and is payable quarterly, subject to regulatory approval, in.common shares
of Formation at a price per share equal to the 5 day volume weighted average trading price
(the market price) at the time of issue.

The recipient may, at any time auﬁng the first term, ‘convert the debenture into common
shares of Formation at $1.50 per share and, during the second term,  subject to regulatory

" approval, convert the extended debenture into common shares of Formation at the market
price of the-shares at the end of the first-term.- In addition, Formatior has the right to call or

redeem the debenture and the extended debenture upon payment of a penalty, subject to
certain conditions and, in certain circumstances, regulatory approval.

The Company has also closed the previously announced non-brokered private placement of
1,333,375 units at a price of $1.50 per Unit (the unit offering) resulting in gross proceeds of
$2,000,063. Each unit is comprised of one common share and one-half of one transferable
common share purchase warrant, each whole common share purchase warrant entitling the
purchase of one common share of the Company at a price of $1.60 per share until May 06,
2012, subject to the Company's right to accelerate the expiry date in certain circumstances.

The Company announced the appointment of Dr. Charles Entrekin, to Formation’s board of

directors. Dr. Entrekin has over 35 years of experience in the non-ferrous metal industries
including cobalt.
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Formation Metals Inc.

(formerly Formation Capital Corporation)
Schedules of expenditures for Idaho Cobalt PrOJect

(Stated in Canadian dollars)

February 28,

February 28,
2010 2009
$ $
Idaho Cobalt Project -~ = " e A '

Automobile e e 129 2,379

Base line studies B 313,843 403,850

Communications 297,248 584,701

Engineering and consuiting 1,903,790 3,717,492

Environment impact study contract and supervnsnon"”" e - 199,374 796,116

Field supplles and expenses 262,752 225,330

General property- expenses L 41,870 - 39,324

Insurance ’ : - 88,984 67,408

Mineral property ach|S|t|on costs 63,212 - 56,330

Permitting 328,916 281,389

Reclamation 148 105

3,500,266 6,174,424

Expenditures, beglnnlng of year 49,104,052 42,929,628

Expendltures end of year 52,604,318 49,104,052
See accompanying notes to the consolidated financial statements. Page 29
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This Management Discussion and Analysis (“MD&A”) should be read in conjunction with the audited
consolidated financial statements of Formation Metals Inc. (the “Company”) and the notes thereto, for the year
ended February 28, 2010 which are prepared in accordance with Canadian Generally Accepted Accounting
Principles and are available through the internet on SEDAR at www.sedar.com. All dollar amounts herein are
expressed in Canadian Dollars unless stated othenvise '

This Management Discussion and Analysis lncludes certain statements that may be deemed "forward-looklng
statements” which the Company believes it has a reasonable basis for disclosing. All statements in this
discussion, other than statements of hlstoncal facts, that address future production, reserve potential, exploration
drilling, exploitation activities and events or developments that the Company expects are forward-looking
statements. Although the Company believes the expectations expressed in such forward-looking statements are
based on reasonable assumptions, such statements are not guarantees of future performance and actual results
or developments may differ materially from those in the forward-looking statements. Factors that could cause
actual results to differ materially from those in forward-lookmg statements include market prices, exploitation and
exploration successes, continued availability of capital and financing and general economic, market or business
conditions. Investors are cautioned that any such statements are not guarantees of future performance and those
actual results or developments may differ materially from those projected in the forward-looking statements.

1.1 Date
This MD&A is prepared as of May 14, 2010.

1.2 Overview

1.2.1 Summary

Formation Metals Inc. (formerly known as Formation Capital Corporation) (the “Company”) is a mineral exploration,
development and refining company listed on.the Toronto Stock Exchange. The Company, either directly or indirectly
through its wholly owned subsidiaries Formation Holdings Corp., Formation Capital Corporation, U.S., Formation
Holdings US, Inc., US Cobalt, Inc., Coronation Mines Ltd. and Minera Terranova S.A. de C.V., has, for the years since
inception, been engaged in the business of exploring for minerals in Canada, the United States and Mexico. The
Company’s 100% owned Essential Metals Corporation® contains a precious metals refining section, known as the
Sunshine Precious Metals Refinery, which is in commercial production of silver and gold refining and also contains a
hydrometallurgical facility and SX-EW copper facility for cobalt and copper production to meet the processing
requirements of the Idaho Cobalt Project. The Company’s main focus is currently centered on its flagship property, the
100% owned Idaho Cobalt Project (the “ICP”), located in Lemhi County, Idaho, near the town of Salmon. Other
minerals being explored for by the Company’s various subsidiaries include silver, gold, copper, lead, zinc, rare earth
elements and uranium.

The ICP is a primary cobalt deposit that will be capable of producing high purity cobalt (‘HPC”) metal suitable for
critical applications in the superalloy sector. An economic Bankable Feasibility Study and a National Instrument 43-
101 Compliant Technical Report have been completed on the project. All required environmental permits to
commence construction for the project have been received by the various permitting agencies. The Bankable
Feasibility Study is a comprehensive engineering document designed to evaluate, among other things, the economic
parameters of the deposit to the satisfaction of financiers for the purpose of securing funds for mine development. The
Bankable Feasibility Study was completed in July 2007 and updated in 2008. The National Pollution Discharge
Elimination (“NPDES") permit became effective in March 2009, and the Record of Decision (“ROD") for the Mine Plan
of Operation was upheld in April 2009. In December 2009, the Company announced it received approval from the
United States Department of Agriculture Forest Service, the lead permitting agency for the ICP, to begin construction
on the Idaho Cobalt Project. Stage I construction was recently concluded. Stage | consisted primarily of clearing
timber from the site in preparation for laying the foundations to be used for the mine site structures. These structures
include the portal bench, tram towers, and tailings waste storage facility. Management is now pursuing securing funds
for continued mine development Once the ICP is in operation, Formation Metals Inc. will be the United States’ sole
integrated primary cobalt miner and refiner of super alloy grade HPC metal.



1.2.2 Highlights for year ended February 28, 2010 (“fiscal 2010”):

On November 9, 2009, the Company announced that thé Company’s name was changed to "Formation Metals Inc."
and all of its issued and fuily pa|d common shares mthout par vaiue were consolldated ona7 old for 1'new share

baS|s

All share references, numbers of options"t, numbers of warrants a'nd ‘per _shere amounts included in the MD&A have
been retroactively restated to reflect the consolidation and are presented on a post consolidation basis except where
otherwise noted. The weighted average numbers of common share outstandlng and earnlngs (loss) per share are
recalculated retroactlvely for all periods presented to reflect thls change g

The bulleted points below outlme the hlghhghts of f scal 2010

Idaho Cobalt PrOject

Only two appeals filed on Idaho Cobalt Project Record-of Decision:(“ROD”)

No appeals filed on ICP National Pcllutant Discharge Elimination System Permit

Forest Service denies relief for Idaho Cobalt Project ROD appellants, Record of Decision affirmed
Idaho Department of Environmental Quality issues Air Quality Permit to Construct

Idaho Department of Environmental Quality issues Clean Water Act Section 401 Certification
Idaho Department of Water Resources issues Stream Channel Alteration Permit

United States Army Corps of Englneers issues Section 404 National Wetlands Permit

Seventh District Court of Idaho grants permanent access across Blackbird Mine Site

Company receives approval from Forest Service to begin construction on Idaho Cobalt Project
Stage | Construction begins on Idaho Cobalt Project

Surishine Precious Metals Refinery:

Increased production of gold in fiscal 2010 to.52,292 ounces
Increased production of silver in fiscal 2010 to 4,412,700 ounces
Added mid-tier silver producer as a customer :

Other Projects:

Winter 2009 drill results return highest grade thickness intervals intercepted to date on Virgin River Uranium
Project

. 2009 drilling on Virgin Rlver extends mineralization of Centennial Zone

« - Virgin River conceptual study in progress (in-house by operator Cameco Corporation)

$5 Million budget for Virgin Rlver project (an mcrease of 20% over last year’s budget) approved for 2010 winter
and summer drilling

Corporate:

Closed oversubscribed $8.56 million private placement

Announced name change and share consolidation

Filed preliminary short form prospectus for debt and equity offering

Filed an amended and restated preliminary short form prospectus for debt and eqmty offerlng
Filed preliminary short form prospectus for equity offering (withdrawn)

Received initial non-binding term sheet for project finance bank debt facility

Announced non-brokered private placement of up to 5,750,600 units at a price of $1.50 per unit



1.2.3 Risk Management

The nature of the mining industry involves significant risks. Even-with the Company’s careful evaluation of its mineral
resources. using experience and knowledge, these risks may not be completely-eliminated.- As such, it is impossible to

guarantee that current or future exploration programs will establish minable reserves. The historic values of mine ores =

and market prices of the commodities being explored have been highly volatile. To lessen the exposure to risk, the
Company routinely engages numerous, hrghty quallf ed; [ndependent professmnal consultants to contlnually re-evaluate
its mineral propertles - LD : : . , . N

The status of world economies and t" nanC|aI markets, enwronmental teglslatlon and govemment regulatlon alI have -
significant impact on the industry. The Company cannot forecast the status of future financial markets nor predict
government policies and legislation as it applies to the resource sector. :In addition, as the mining industry rapidly - -
moves towards higher sustainable development and environmental standards the Company continues to work toward
maintaining or surpassing these elevated standards of corporate social responsibility. ,

Insurance is very expensive in this industry due to-unforeseen mining and environmental risks such as cave-ins, fire
and flooding. It is not always possible to insure against such risks and the Company may decide not to insure as a
result of excessively high premlums -or other reasons deemlng insurance |mpract|cal .

1.2.4 Basis of Analysis ..

The sections that follow provide mformatlon about the |mportant aspects of our operatlons and mvestments on a
consolidated basis, and include discussions of our results of operations, financial position and sources and uses of
cash, as well as significant future commrtments In addltlon we have hlghllghted key trends and uncertainties to the
extent practical.

The content and organization of the financial and non-financial data presented in these sections are consistent with
information used by our chief operating decision makers for, among other purposes, evaluating performance and
allocating resources. The following discussion should be read in conjunction with the Company’s audited consolidated
financial statements for the year ended February 28, 2010 ‘and notes thereto.

As part of our decision-making process we monitor many economic indicators, especially those most closely related to
the demand, supply and pricing of metals, as well as the politico-economic situation in the main supplier and consumer
countries.

Political developments affecting metal production can change quickly in some of the major cobalt producing countries
such as the Democratic Republic of Congo, Zambia, Cuba and Russia, especially in those countries that are currently
coping with armed conflicts. While most economic indicators impact our operations to some degree, we are especially
sensitive to capital spending in cobalt intensive industries such as the re-chargeable battery sector, aerospace, high-
tech, medical prosthetics, industrial, high-temperature steels and environmental applications such as coal and gas to
liquid processes, oil desulphurization and hybrid-electric vehicles. We also monitor cobalt-related consumption
expenditures of such items as computers, cell phones, paints and cutting steels.

1.2.5 Property Activities

The Company holds mineral exploration properties in Canada, the vUnrted States and MeX|co In addrtlon its 100%
owned Essential Metals Corporat|0n® is engaged in the operatlon of a precious metals refi nrng business.

The Company conducts |ts exploratlon mdependently as weII as through joint venture agreements with. third parties,
although none of the Company’s current operations are conducted through joint venture entities.. The followmg is a brief
discussion of the Company’s-major mineral exploratlon and development projects: .

(a) Idaho Cobalt Project - Idaho, USA

The Company’s principal property is the 100% owned Idaho Cobalt Project, a primary cobalt deposit located in Lemhi
County, Idaho, acquired through staking in 1994 that has been extensively explored, developed and permitted and is
now in the mine finance and initial construction phase of development.

3



The Idaho Cobalt Project covers an area of approximately 4,080 acres and includes 241 mining claims. The Company
has exercised its lease optlon agreement and now owns a 100% mterest in these claims. This project is not subject to

any royalty

During fi scal 2010, all necessary fi nal envrronmental perrmts and constructlon permlts were attained and in the fourth:
quarter, Stage | construction of the ICP began. Management is now actively pursuing mine financing for Stages Il and
lIf construction -of the project estimated to be US$138.7million- according- to- the' Company’s independent Bankable
FeaS|b|I|ty Study, |n addrtlon to the approprlate amount requrred for a recia’natrcn bond yet to be determined.

Stage | construction consisted of timber clearing for the crusher and concentrator site, tailings and ‘waste rock storage
facility, topsoil stock pile area and road-areas around the-mill site. - The timber-clearing operations were designed to be
conducted during the winter where the frozen conditions assisted in mitigating environmental impacts.” Stage | cleared
approximately 113 acres of the site in preparation for Stage Ii construction.- “Stage Il will involve facility construction
and mine develcpment. Stage Ill allows for mine development below the water table.

Previous exploration drilling demonstrated that the permissive sequence for cobaltiferous mineralization in the Ram
deposit remains open at both the north and south ends, along strike and contrnues to remain open down d|p This
represents a currently defined strike length of approxrmately 2 800 feet.

Ore grade cobalt mineralization has been documented over 2,600 feet of strike Iength The data from the Company’s
past drilling programs was incorporated into the aforementloned Bankable FeaS|b|I|ty Study completed in July of 2007.

A National Instrument 43-101 compliant Technical Report dated September 14,.2007, filed on the SEDAR website and
based on the Bankable Feasibility Study reveaied the .conservative base case scenario utilizing a 7.5% discount rate
and a US$22.52 /Ib cobalt price, returned a Net Present Value (NPV) of US$87.29 million pre tax with an Internal Rate
of Return (IRR) of 22.30%. Mining methods are expected to be modified to reduce construction and operating costs
improving NPV and IRR. Capital costs may be further reduced during detailed enginéering.

Prior to the completion of the Bankable Feasibility Study, an updated resource estimate was completed by Mine
Development & Associates (MDA) in October of 2006 as summarized in the following table.

Total Cobalt Project Resource utilizing 0.2% cut-off:

Category Tons % Cobalt % Copper - Oz/ton Gold

Measured (“M”) 1,840,700 | 0.626 0.592 - 10.015

- | Indicated (“I”") 813,700 | 0.632 0.681 0.017

Total M&I 2,654,400 | 0.628 0.619 0.016

| Inferred 1,121,600 | 0.585 0.794 0.017
M&I Contained Metal 33.3 miillion Ibs | 32.9 million Ibs | 41,000 Oz
Inferred Contained Metal. . 13.1 million Ibs | 17.8 million Ibs | 19,000 Oz

The resource estimate was prepared in conformance with the requirements set out in the Standards of Disclosure for
Mineral Projects defined by. National Instrument 43-101, under the direction of Mr. Neil Prenn, P.Eng., a Principal of
MDA, who is an independent Qualified Person as defined by National. Instrument 43-101. These measured and
indicated resources were incorporated into the Bankable Feasibility Study.

The proven and probable mlneral reserves outlined in the Bankable Fea3|b|I|ty Study and Natlonal Instrument 43-101
compliant Technical Report are 2,636,200 tons with an average grade of 0.559% cobalt, 0.596% copper and 0.014 oz
per ton gold, based on a cut off grade of 0.2% cobalt for a ten year mine life. The inferred resource for the ICP, not a
part of this study, is 1,121,600 tons grading 0.585% cobalt, 0.794% copper and 0.017 oz per ton gold as reported in
the October 2006 MDA report mentioned above.

By court order dated September 27, 2009, the Seventh District Court of the State of Idaho ordered that the Company
has a right of way crossing the historic Blackbird Mine Site on the existing road to.reach the ICP, and that the
Company may immediately proceed to occupy the same and erect such works and structures, and to make therein
such excavations, as may be necessary to the use and enjoyment of the right of way so awarded as provided by Idaho

Code § 47-908.
4



The Company has:established a protocol for authorized: vehtcle access to the ICP mine site, measures to ensure
contaminated materials do not leave said site, and other réquirements as outlined in health and safety plans or other
decontamination requirements for vehicles and personnel related to the remediation project area. This protocol is
contained in the Compames Health and Safety Plan, and was modeled dlrectly after the protocols establlshed for the

Blackbird Mme Slte Lo

The Company ha also prowded a thlrd party W|th a propos for a power Ilne corrldor easement and has tendered
payment to that-third. party. -Should -the. Company and_ the.third party not agree to a power line Right of Way, the
Company has the ability to initiate a condemnation proceeding to obtain a right of way for power line purposes, and to
obtain such right of way in time for the-line-to-be censtructed-prior-to the need for electric power-being required at the
mine and mill. - The Idaho ‘Constitution, Article::1,.Section: 14,..specifically recognizes the development of mining .
properties is-a public use which benefits-the- publlc welfare. of the-State. The Idaho Supreme Court has specifically - -
authorized use of the condemnation proceedlngs to- obtain’power:line nghts of way. for mining properties. During the
construction phase of the ICP, contractors will.use.a number,of portable generators to provide temporary power to their
worksites.

Pursuant to the January 2009 Record of Decision, the: Company -understands,.in addition to- the requirements-of the
Construction General Permit and the Record of Decision, that-a redundant surface water management plan must also
be provided which includes “provisions to demonstrate that construction phase sediments will not be captured by third
party facilities unless agreements -are .in place with third .parties to- utilize those facilities”. To comply with this
requirement, the Company will .resurface. all -roads. and install Best Management Practices prior_ to initiating
construction. This will result in an immediate reduction in sediment load to area drainages. In addition, the intelligent
sequencing of construction and..implementation -of -requisite . Best Management Practices will manage sediment
production and release. These provisions are de3|gned to demonstrate that construction phase sediments will not be
captured by any third party: facmtles

In early December 2009, the Company and the Forest Serwce ngned the “Forest Service Evaluation” which approved
and finalized the Company’s Mine Plan of Operations for the ICP. With the signing of this document, the Company can
now begin construction activities for the mining and milling operations for the ICP., .

Like many countries in the world, the U.S. Government has expressed an interest in leveling a royalty against mine
products. Initial steps have been attempted numerous times in the past decade or so, with Congress voting for
instituting a royalty. This process has so far has never received Senate approval. As initially proposed, the royalty
structures are complicated and involve grandfathering, sliding scales and exemptions. It is unclear at this time whether
the ICP could be affected by future legislation. It is Management's belief that the ICP has a high probability of being
exempt from any potential future royalty legislation. An additional small royalty has also been proposed in the past to
reclaim abandoned mine lands that exist throughout the western U.S. The current administration has indicated that
any new royalties imposed would not be onerous to mine developers and to the continued development and creation of
new jobs. At present all these activities are dormant.

The ICP would be the only. primary cobaltproducer in the United States making Formation Metals Inc. the sole
integrated cobalt miner and refiner of high purity, superalloy grade cobailt in the U.S.

Total estimated cost to construct and commission both the mine / concentrator and the cobalt production facility is
US$138.7 million. This total amount consists of approximately US$13.2 million for mine development and equipment,
US$61.8 million for the concentrator and concentrator infrastructure, US$63.7 million for the hydrometallurgical plant
which includes mechanical and electrical equipment, construction materials, labor and labor supervision, contracted
direct and indirect costs for these facilities. This total also includes US$0.02 million for mine closure and reclamation
bonding costs. The Company is planning to structure it's financing to provide: sufficient working capttal to sustaln
operations until such tlme as the Company can generate posmve cash ﬂows from mine productlon

Approximately US$15.7 million has already been incurred in securing the delivery of long lead time items for the mine
site that are currently being stored in a staging area previously purchased by the Company. The 9,600 square foot
facility is located on a 3 acre lot on the outskirts of Salmon, Idaho. The facility will also act as-a staging area for the
transportation of mine employees to and from the mine site, as well as an offloading area for mine concentrate for
transportation to the Company’s hydrometallurgical facility located in northern Idaho.



In addition, a reduction in capitalization expenditures of approximately US$8.58 million for the cobalt concentrator
facrlrty was determined through additional englneerlng and procurement studres

Mine equipment recerved inclides the main’ball mill components ﬂotatlon cells, power transformer bridge crane,
vibratory feeders; crusher and concentrator biiilding: comporients;, terminal hopper and grizzly, and the aerial tram
towers, cable and drive wheel. The Company is curreritly negotiating ‘contracts for detailed - engineering and
construction management.

The equipment will be used to process primary cobalt ore at a planned production rate of 800 tons per day at the ICP.
Concentrate from the mine will be shipped to the Company’s 100% owned hydrometallurgical facility in northern Idaho
for processing into high purity, superalloy grade cobalt metal at-a design rate of approximately 1,525 tons per year on
average over a minimum 10 year mine life. The potential to extend the mine life is considered excellent, as the primary
deposit remains open along both strike directions and at depth, and numerous other targets remain to be explored and
developed on the property, -

{b) Eesential Metals Corporation® (“EMC”) Idaho, USA ,

Big Creek Hydrometatlurgical Complex (.the;“bompl‘ex’,.’)r _

EMC acquired the Complex in 2002 for the purpose of refurbishing the hydrometallurgical facility for cobalt production to
meet the processing requirements of the Idaho Cobalt Project. .In 2004, management restarted the precious metals
refining section of the facility, known as the Sunshine Precious Metals Refinery, to help meet increasing North American
demand for silver and gold refining. EMC now receives commercra! quantrtles of product from several major customers
and is continuing to expand its business. : :

Silver produced by the refi nery is now accepted for good dehvery on both the Dubai Multi Commodities Centre and the
Dubai Gold and Commodities Exchange. :

EMC receives silver and gold doré from Mexico through major silver and gold producers, high grade silver products from
silver users, mints, as well as silver from other sources.

EMC operations include the Sunshine Precious Metals Refinery, the solvent extraction electro-winning copper plant,
the hydrometallurgical plant, the concentrate loading and unloading facility and the associated land package and
buildings. The Company is retrofitting the hydrometallurgical complex in conjunction with the development of its Idaho
Cobalt Project in order to process the cobalt-copper-gold concentrate expected to be produced from the ICP into high
purity base and precious metal end product.

The Company’s refinery operations currently generate revenue from either toll material or purchased material. The
Company'’s principal objective is to generate revenue from toll material; however, given the value of the precious metals
being refined, credit conditions have on occasion required the Company to purchase the material from customers. Toll
material fees vary by customer and can consist of straight fees and/or “retainage”, (the retention of some of the refined
product). Purchased material generally has a similar value attributed to the refining process as toll but requires the
recognition of the sale at the gross value in accordance with generally accepted accounting principles. The Company,
from time to time, enters into forward sale contracts in those situations where it does purchase material to eliminate
exposure to silver and gold price fluctuations. :

(c) Black Pine —Idaho, USA

The Company has a 100% interest in certain mineral claims in Lemhi County, Idaho. An option agreement effective
until the year 2014 to share on a 50/50 basis with the optionor any payments received from a joint venture partner.

(d) Badger Basin ~ Idaho, U‘SA

Through staking, the Company has a 100% interest in certain mineral claims located in Lemhi County, Idaho.



(e). Morning Glory — Idaho; USA

The Company has a 100% interest in certain mineral claims located in Lemhi County, Idaho. The Company also has a
100% lease option .on certain additional mineral -claims.located in the same area. A total of US$45,900 (2009 -
US$45,900):has been. paid-to date to-the optionor.. To exercise the option, the Company must pay a total purchase
price of US$1,000,000 including the advance annual- ‘minimum reyalty payments.. : _

(f) Wallace Creek Idaho, USA

The Company has a 100% mterest in certain mmeral clalms' located in Lemhi County Idaho. The Company alsohas a: -
100% lease option on certain additional mineral claims located-in the’same area. To exercise the option, the’ Company
must pay a total purchase price of US$1 000 000 of whleh US$25 600 has been pard to date.

(g) El Milagro — Mexico

The Company has a 100% interest in the El Milagro property. The primary.target defined within the property is the
Santa Maria Vein, a 1-4 meter wide tabular subvertical NNE trending breccias vein that has been mapped over a strike
length of 450 meters, with a lead-rich polymetalllc assemblage and bonanza silver grades. Silver grades |n the
sulphitic vein material have been reported in the range of 1.5 to 5.5 kg per tonne (Tschauder, 1988). -

During fiscal 2009, management was informed that the Mexican Government had intentions to establish a Protected '
Area (PNA) with the rank of B|0$phere Reserve “Slerra de Tamaullpas” by the SEMARNAT ' ’

The Company intends to maintain the core Iand posmon whlle evaluating the impact the new PNA has on the property,
as this does not preclude Minera Terranova from developing and mining the project. However, as the Milagro project:
has essentially been maintained in a “care and maintenance” status for a number of years, and in light of this new
development regarding the PNA, an impairment analysis conducted by management resulted in a write off of the
project for financial statement purposes amounting to $348,535 for the year ended February 28, 2009. ’

(h) Queen of the Hills — Idaho, USA

The Company holds a lease option to purchase 100% of certain mineral claims located in Lemhi County, Idaho. A total
of US$25,200 (2009 - US$25,200) has been paid to date to the optionor. Total purchase price of US$1,000,000
including advance payments must be made to exercise the option.

(i) Compass Lake — Saskatchewan, Canada

The Company owns a 100% interest in certain claims that have demonstrated through airborne and ground exploration
the potential for hosting gold mineralization.

(i) Kernaghan Lake / Bell- Saskatchewan, Canada

A minimum maintenance and interpretation budget is planned for 2010 with a proposed budget of $20,000. This
program will include an interpretation of existing magnetic data on a regional and project scale. The program is
expected to aid in identifying potential structural trends and assist in targeting future drill holes.

The Company previously granted an option whereby the optionees have earned 80% interest in certain mineral claims
by making certain payments :(received), and completing exploration work totaling $1,000,000 (deemed completed).
The Project is a joint venture with AREVA (40%), Cameco (40%) and Coronation Mines Ltd. (20%) with AREVA acting
as operator. Coronation Mines Ltd. is a 100% owned subsidiary of Formation Metals Inc. The project area is located
near the northeast rim of the Athabasca Basin approximately 42 km north of Points North Landing. The Kernaghan /
Bell project currently consists of 13 mineral claims totaling 4,342 ha. To date 38 diamond drill holes have been drilled
within the property totaling 10,051m targeting an unconformity that ranges from 160m to 290m in depth.



Eight diamond drill holes totaling 2,683.4m were drilling during the 2009. exploration project budgeted at $820,000.
Four holes were drilled on the KER A conductive trend with the remaining. four hoies having been drilled on the K1
conductive trend. Although anomalous uranium intersections with a maximum partial uranium value were returned
from Ker A-Conductor in drill hole KB-11- Gf 160 ppm and-a maximum partlal uranium value returned from K 1
Conductor in drill hole KB-07 of 34.2 ppm none of the holes dnlled ion 2009 mtersected s:gmf icant uranium
mineralization. . 2 T A S A

(k) Virgin River — Séékatchewan, Cénéda

Previously, the Company entered into a Jomt exploration agreement wnth UEMInc. UEM Inc. was a corporation owned
50% by Cameco Corporation (“Cameco”) and 50% by AREVA on the Virgin River project located in the Athabasca
Basin of northern Saskatchewan. -Subsequently, UEM was dissclved and both Cameco and AREVA are .equal
partners (49% each) in the jomt exploration agreement. Cameco is the operator of the project.

The Company’s wholly owned subsidiary, Coronation Mines Ltd. owns the remaining 2% of the project with the first
right of offer to acquire up to 10% of the prOjPCt and has been carried through to $10 0 m:lllon worth of exploratlon and
development,

A budget of $5 million has been approved for the fiscal 2011 exploration program, an increase of 20% over last year's
budget. Over $23 million has been spent on the project to date exploring for a large unconformity-type deposit that has
resulted in the discovery of the Centennial Deposit.  The fiscal 2011 program. will consist of diamond drilling, grid
establishment and both Fixed-Loop and step-wise Moving-Loop TEM (Time-Domain Electromagnetic) geophysical
surveying.

A winter campaign utilizing two drills was initiated.in early calendar 2010 to test regional targets to the north of the
Centenniai deposit. The winter diamond drill program recently concluded and the Company is awaiting final assay
results which are expected to be received from the operator later in the summer of calendar 2010. A summer
campaign utilizing both drills will also concentrate on extending the strike length of the Centennial deposit to both the
north and south and continue testing the across-strike width and the potential for high-grade mineralization (i.e. >100
GT) on select fences.

A total of 7,742.1 m were diamond drilled in 2009 on the Centennial Deposit of the Virgin River Project. The 2009
program was broken out into two phases, the winter drill program initiated in early 2009 and reported on in the
Company’s News release dated September 25, 2009, and the summer drill program that extended into the fall reported
on in the Company’s news release dated January 06, 2010.

The highlight of the 2009 winter diamond drilling program was the broad zone of mineralization intersected in DDH VR-
031W3 which returned a 0.1% grade-cutoff result of 8.73% Us0s over 33.9 m = 295.9 Grade Thickness (grade
thickness = GT= metres multiplied by % Us0s). This value is the highest interval attained on the project to date.

The highlight of the summer diamond drilling program, tabulated on the following page, was the continuation of the
broad zone of mineralization intersected on L10+50N with follow-up wedge holes DDH VR-031W4 (7.08% U305 over
12.0 m = 85.0 GT) and DDH VR-031W5 (4.58% U;Og over 14.4 m = 66.0 GT). Mineralization has now been traced
over a minimum width of 52.5 m on L10+50N and remains open to the west. A significant intercept was also
intersected on L10+00N with wedge hole DDH VR-038W2 which returned 3.96% U;Og over 20.2 m = 80.0 GT.



Centennial Deposit Grade Calculatlon Results - Summer 2009
ICP OES spllt assay results W|th lost core mtervals of greate ‘th ed by hi Ided probe re: ults

DnII Hole
. Number
DDH VR-03jW4 -y BO0.Y
“(includes) * "801.

DDH VR-031W5
(includes)

DDH VR-037W2
(mcludes)

DDH VR-037W3 .
(|ncludes)

.820.8. .. . X X - . 1.73

DDH VR-036W3 , ) . 6.
(includes) 819.7 . 1.0 6.18 2.06

L - .830.8. . .35 .. 01. 114 . 055
_(includes) .827.9. - 8283, 04 . 4.0 ' 114 , 1.14
DDH VR-038W2 843.2 20.2 0.1 52,26 3.96
(includes) 840.7 4.7 1.0 52.26 16.45

LR RE e - '-"x'.‘

The Centenmal depesn has now been traced- overa known 650 m of strlke length and appears to remain open to both
the north and the south. Diamond-drilling. suggest the deposit has a minimum across strike wndth rangmg from 10.0m
to 52.5 m and is currently open-to the east and west 6 most sections. : - .

Centennial Deposﬂ Grade Calculation Results - Winter 2009
ICP OES spht assay results with lost:¢ore intervals’ of greater than 75% replaced by shielded probe results
DDH VR-027W3 806.8 816.7 99 .- A - 5.30 .. 150
(includes) 807.3 815.0 7.7 1.0 5.30 1.85 14.2
DDH V__R-OZ7W4 797.0 829.2 32.2 0.1 20.28 2.48 79.9
(includes) 806.0 828.2 22.2 1.0 20.28 341 75.7
DDH VR-031W2 794.5 806.0 115 0.1 - 41.00 - 4,50 51.8
(includes) 796.6 800.0 3.4 - 1.0 41.00 14.70 50.0
(includes) 811.0 817.0 6.0 0.1 8.20 1.49 8.9
(includes) 8123 815.5 3.2 1.0 8.20 2.53 - 8.1
DDH VR-031W3 797.0 830.9 33.9 0.1 28.40 8.73 295.9
' (includes) 800.2 828.9 28.7 1.0 28.40 10.27 294.7
DDH VR-031W1 790.9 808.7 - 178 0.1 35.45 762 . 135.6
(includes) 790.9 - 801.0 10.1 1.0 3545 9.64 97.3
(includes) 804.7 808.7 4.0 1.0 - 18.95 9.38 37.5
DDH VR-033W1 7834 - 8013 . A 66.85 7.48 - 133.9
(includes) 790.0 801.3 11.3 1.0 66.85 11.58 130.9

Drilling appears to have identified a west dipping structure controlling mineralization on the deposit and is thought to be
important in tracing the high-grade portion of the mineralization along strike to the north and south.

(I} Other Projects

The Company has varying other interests of up to 100% in certain mineral claims located in Idaho, Saskatchewan and
Manitoba.



1.2.6 Outlook

In the coming year, the Company expects to focus first on securing adequate mine financing and continue construction
of the Idaho Cobalt Project. The Company has compieted a’'Bankable Feasibility Study and National Instrument 43-
101 Technical Report for the Idaho Cobait Project and has attained alf required environmental permits. - in addition, the
Company continues its operations to meet growing demand -for: refining services at its Sunshine Precious Metals
Refinery. - We will continue to seek opportunities to form additional ‘exploration joint ventures in' order to reduce
shareholder risk. ‘As a mineral exploration and development company; the future liquidity of the Company will be affected
principally by the level of exploration and development expenditures and by its ability to raise capital in the equity and
debt markets. Pending commercial production from the ICP, the ability of the Company to effectively manage the mine
and the hydrometallurgical complex will become the primary criterion for profitability. - The Company’s current cash
position will not be sufficient to fund capitallzatlon expendltures for the con:.tructlon of the mine, mill and retrof' itting of the
hydrometallurglcal complex '

During the most recently completed fi scal year the Companys share pnce attalned its 52 week high of $2.87 in April
2009 in response to the perceived strengthening financial markets and a series of positive news releases from the
Company regarding the status of the environmental permits forthe ICP, as well as cornitinued positive -drill results from
the Virgin River Project. Subsequently, the share price steadily declined reaching a low of $1.44 in mid-November of
2009. A short lived recovery of the share prices was witnessed later in December and into January. The share price
has since steadily declined to its current level of between $1.25 and $1.30, most likely in response to the Company’s
low trading volume, a weakening cobalt market that existed prior to and just after the metals listing on the London
Metals Exchange on February 22, 2010, and a perceived lack of definitive progress in the form of a news release
regarding the status of mine finance negotiatlons Flgure 1 Formatlon Metals Share Price, March 01 2009 - May 14,
2010 ’ : . . : .
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Outlook for the Cobalt Market

Fiscal 2009 and-2010 have been turbulent years for most metal prices. including cobalt.  High purity: cobalt rose to
nearly US$52/Ib in early 2008 and subsequently fell-to approximately US$17/b where it bottomed by calendar year
end. Recently cobalt prices have been recovering; and at-mid:April 2010; were trading at approximately US$23.50./b. .
The crisis in the financial markets has:caused significant. damage throughout the world but most analysts. believe that
the effects should - only impact markets in-the:short te-medium term. The mid to long term outlook for the cobalt market
is expected to remain strong through' 2012 and :beyond-with demand. for-alt.types of cobalt (including treatment of
intermediates and recycled scrap) by some market pamerpantstprqected to exceed 100,000 tonnes by 2012

The Cobalt Development Instrtute (CDI) estlmates from companles that report to them that ref ned cobalt productronj
for 2009 was approximately 59,850 tonnes; however,.these estimates:-do not include production of refined cobalt from
companies treating various cobalt-containing intermediate products and scrap who do not report their numbers to the:
CDI. There is significant potential new cobalt production that could come from the Democratic Republic of Congo
(DRC) and various-nickel laterite projects; however, many. of these-projects have been delayed, have suffered massive
cost over-runs or have been placed-on hold.::In addition, the bulk of this-possible-new production will be in the .form of "
mixed sulfide concentrate, impure cobalt chemlcals and low-mrd grade metal that will, in many cases, require addrtlonal :
processing. - o T v o

Very Irttle if. any, of thls potentral new productlon is expected to be in.thev form cf high purity.cobalt metal.  In recent.
years. there has been significant cost pressure in.the production of cobalt with- CRU Strategies (UK) in past years
projecting that “long run marginal costs™ would soon be exceeding US$14/lb. Projected increased consumption is due" -

primarily to growing demands in the aerospace, catalyst and rechargeable battery sectors. This is spurred on, in large:: -

part, despite the world financial crisis, by the rapid modernization and GDP growth of China and India, utilization of -
new energy sources and new environmental considerations such as the widespread adoption of hybrid electric
vehicles. Figure 2 below outlines cobalt consumption by end use for 2009.

Figure 2: Cobalt Consumption by End Use, 2009:
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The United States remains the primary consumer of super alloy grade cobalt for the aerospace, land based turbine,
rechargeable battery and prosthetic industries. Jet aircraft in the aerospace industry require high purity cobalt metal
that is suitable for critical-applications-in the super alloy sector. Apart from US demand, China is projected, by major
players in the aerospace industry; to require 2,600 new commercial jet aircraft worth over US$280 billion over the next
20 years while India is projected to require over 900 jets worth over US$100 billion during the same period. By 2026,
an additional 29,000 new aircraft are expected to be required to replace aging fleet craft (10,400 aircraft) and keep up
with new demand (18,600 aircraft). In April 2009, Boeing’s chief executive said that the current economic slump was
an “aberration” that the plane maker would overcome. He told Boeing shareholders at the company’s annual meeting
“| believe the current downturn is an aberration, a once-in-a-lifetime storm”. Earlier this year Boeing announced that
they still have an aircraft manufacturer’s backlog of more than 3,700 commercial airplanes.

1"



Additional high purity cobalt units are expected to be required for the production of land based gas turbines which
generate electricity from natural gas, coal bed methane and other sources. Demand for land based gas turbines
(LBGTs) continues to grow despite the global slowdown according to a major US producer of high performance alloys
for LBGTs. They predict that global LBGT builds will rise-to 1,550 units this year, an increase of approximately 19%
from 2008, when around 1,300 of the large size turbines were~built. They also predict approximately 1,650
LBGTs/year to be built by 2011-2012. Demand for the turbines'is being driven by several factors, including the push
for greater power generation capacity in emerging markets, environmental concerns, and growth in so-called micro-
turbines as backup sources of power for hospitals and other |nst|tut|ons Increased build rates are also driving growth
in the maintenance, refitting and overhaul business. : : SR -

In addition, the demand for cobalt in the rechargeable battery sector has" grown between 13% and 26% over the last
few years, due primarily to increasing demard for hybnd electrlc vehlcles and rapldly expandlng wweless technology
growth in first and third world countries. - ‘

These factors, coupled with the Iack of major new ming financings (due to the state of world financial markets, supply
problems, and long lead times for new projects) mean that only ‘a small fraction of previously predicted new cobalt
production is expected to materialize in the next-few years. Recent démands by more than 100 international and local
Congolese NGO'’s for major changes to disadvantageous mining contracts in the DRC has been spearheaded by
former U.K. Prime Minister the Right Honorable Anthony Blair. Their goal is not just to ensure higher national
revenues, but also to address long-standing community concerns about environmental pollution and compensation for
people displaced by mining operations. Additional pressure is being applied to address environmental protection and
rehabilitation of land after mining, neither having ever been previously considered in the DRC or in many other parts of
the world outside of the US. Adding the costs to deal with these social and environmental concerns and payments of
reasonable state taxes would significantly add to production costs in the future. Future resource nationalization and
royalty issues could also have an increasing effect on new potential productlon as almost half of the world’s cobalt
reserves and resources are in the DRC. In mid April 2010, the DRC once again implemented new laws to restrict the
export of concentrates and intermediate cobalt and copper products. If this holds, then large amounts of new capital
will be required to transform these cobalt units into finished end products for export. Recent published estimates have
China importing over 20,000 tonnes / year of cobalt units contained within these concentrates and intermediate cobalt
products. If this export ban holds, China will need to have all of these cobalt and copper units processed |n the DRC
before the units can be exported.

The long term average price of cobalt from 1980 to 2009, (in 2009 dollars) was over US$22 /Ib. Management believes
that this figure represents a conservative view of future cobalt prices. Potential for cobalt prices, especially high purity
metal, to return to new highs is considered very likely. For reference on historical and present cobalt prices see Figure
3. '

Figure 3: Cobalt Price, US $/Ib
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High Purlty Cobalt Market

Cobalt used for the productlon of super alloys for cntlcal appllcat|ons must be of the highest purity and must meet strict
specification. requirements in terms of chemical content. .. Such specifi ications relate not.only-to the level of purity, but
more importantly, lmpose stnct maximum levels measured at the par’(s per million (ppm) levels for spec:f‘ c impurities'
and other trace. elements ol R . ‘ , , L

The Company’ s technlcal staff and consultants utlllzmg various rellable mdustry sources. pro;ect that the total amount of
cobalt metal produced annually is approximately 21,000 — 23,000 tonnes. Of this approximately 8,500 to 9,500 tonnes
are suitable for super alloy applications. Of this number, only 5,600 tonnes are suitable for critical applications in the
super alloy sector, Annual consumption of cobalt metal in the super alloy sector is-widely reported to be around 13,200
tonnes / year. The ICP is projected to produce approximately 1,500 tonnes annually of high purity cobalt metal, which .
represents just over 10% of the existing high purity cobalt metal market. These figures indicate that a substantial
shortfall exists for cobalt suitable for super. alloy.applications. and :is. likely to. continue into the future. This is the.
material the ICP is planning on producing. ‘The US presently consumes almost 60% of all available super alloy cobalt,
with the aerospace industry accounting for 64% of its: use worldwide and land based turbines accounting for an
additional 26% .of world. consumption (Flgure 4) Accordlng to the. US Geologlcal Survey, the US currently produces no
cobalt metal of any grade. L S , :

F|gure 4: Consumptlon of Super AIloy Cobalt by Reglon and lndustry :
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Vale and Xstrata account for over 90% of present production of high purity cobalt, with some industry analysts
reporting that Glencore (controlling shareholder in Xstrata) now controls up to 40% of all global cobalt units (including
all grades). Xstrata is reporting lower production quantities, likely due to reduced availability of feed, while
consumption of high purity cobalt continues to increase.

Although there are various potential new entrants to the cobalt market, most will likely be supplying intermediate
concentrate, impure cobalt chemicals or low-mid grade metal. Recent changes in export laws in the DRC may require
substantial capital to convert concentrates and intermediates into finished cobalt and copper products but these will not
be new units and will likely be at the lower quality end of the spectrum. There will be few, if any, high purity cobalt
market entrants, aside from Formation Metals Inc.

In addition, while the Company owns the Big Creek Hydrometallurgical Complex which is expected to produce high
purity cobalt metal, other potential producers would face constructing expensive new refineries with considerably
greater risk than that of modifying an existing one. It is estimated that modifying an existing refinery is 1/3 to 1/2 the
cost of building a new facility and in fact there are few, if any, existing refineries available for retrofitting. A new refinery
could also face many potential commissioning problems including not meeting design capacity.
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Factors Affecting New Production:

Many factors that can negatively affect new proddétion and future production forecasts are generally related to the
location of possible new mines and that location’s ‘geo-political situation, world financial markets, the rising cost of
materials and increasingly stringent regulatory and environmental requirements.

These'include:

e DRC mining contract reviews / changes / corruption

e New DRC value added/ export ban policy o

o Power problems in DRC 5

e Shortage of skilled manpower and specialized- eqmpment

. Country risk and resource nationalization issues have increased:

 China's new investments in DRC may have negatlve impact on western companies

Significant new taxes and royalties being brought in or been suggested in'many countries

e Credit market concerns

* US weakening dollar and associated rise in. other countnes ,

» . Capitalization cost increases to place new mines lnto productlon Ieadmg 10 de!ay or cancellations

e Rapidly rising long run marginal industry costs

» Costs to permit and construct new refineries rlsmg and few new refineries are planned

 Significant recent-past increases in oil, freight, Iabor and acid costs

¢ Imports to China of raw cobalt ore and concentrates in 2006 of around 26,000 tonnes from Iess than 3,000
tonnes in 2001. This came mostly from the DRC and has. now been banned by the DRC Govemment and
needs to be replaced : : : :

o Nickel market in surplus, even with numerous mines being shut down, more production of low nickel stainless
steel (may impact rate of new high capital cost nickel laterite production) ‘

e There are both technical and commercial barriers for supply of high purity cobalt for super alloy appllcatlons
especially critical applications

e Possible new social and environmental requirements with associated costs in third world countries to
eventually match those in the US

e Usually requires vertical integration from mining to refining to produce high purity cobalt metal

Production

There have not been significant changes with regards to the global cobalt production profile over the last few years as
production is mainly derived as a co-product of the mining and processing of copper and nickel ores, but advances in
hydrometallurgical extraction techniques and improved prices have seen the development of more primary cobalt
projects. One major exception is the vast amounts of raw cobalt units, in the form of hetrogenite ore, imported into
China from the DRC. These shipments have included upward of 15,000 to 20,000 tonnes of contained cobalt per
annum, which are all based on cobalt economics. This significant trade has been greatly reduced because of falling
grades, increased shipping costs and recent changes to the DRC Mining Code making these shipments illegal.

The breakdown of refined cobalt production sources is as follows: Nickel Industry: 48%, Copper Industry & Other: 37%
Primary Cobalt Operations: 15%

Recovery from secondary sources of cobalt can occur through the introduction of recycled material but this is only

economic at higher cobalt prices. Recent much higher cobalt prices meant that a lot of this type of recovery occurred
and little stockpiled material remains. The final products can be cathodes, powders, oxides, salts or solutions.
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The following table outlines CDI published production figures from 2003 through 2009: -

According to the CDI (2009), in the past 7 years refined cobalt production had been growing at an average rate of
2,725 tpy (“tonnes per year”) and in the past 4 years this-has.increased to an average of 3,230 tpy, mainly as a result
of the phenomenal increase iin Chinese; output. since .2003. . China has -mostly utilized taw ore and intermediate
materials imported from the DRC. This increasing output went mainly into satisfying a huge increase in Chinese
demand as that market moved into industrial overdrive. From 2000 to 2006 China managed to increase its own
production of refined, lower grade cobalt ten-foid from 1,200 tonnes to 12, 700 tonnes. During 2007 and 2008, Chlna s
production increased to 18,239 tonnes, largely through the import of raw ore material from DRC. China has a large
capacity to produce lower grade refined cobalt, but lacks the raw material supply. In April 2010, the CDI estimated that
2009 cobalt production increased 5.3% with Chinese production estimated at 23,138 tonnes or an increase of around
5,000 tonnes from 2008. It also produced very limited amounts of higher purity cobalt materials. With changes in the
DRC, China will need to replace most if not all of this raw ore with intermediates and impure chemical products much
of which is expected to eventually also come from the DRC when new mines are built or capital to expand crude
processing plants in the DRC can be obtained. Any upheaval in the DRC could likely have a devastatmg |mpact on
China's ability to source the cobalt units that they require and result in soaring cobalt prices.

At the same time there has also been a continuous rundown in strategic stockpiles over the years, to the extent that
the US Defense Logistics Agency (DLA) stocks stood at only 293 tonnes on December 31, 2009. Little if any cobalt is
apparent in other stockpiles. Couple this with the restriction on the export of unprocessed raw material from the DRC
and Norilsk’s agreement to sell their cobalt units to OMG Group (decreased metal production and supply in the hands
of fewer market participants) and it is understandable why cobalt prices could increase.

Recent strikes, technical problems, and announced shut downs at mines in DRC, Zambia, Australia, Canada and
elsewhere, combined with problems at Xstrata’s refinery in Norway, all impact current cobalt production. Decreased
nickel mining actnvnty around the world, decreased copper mining in Zambia and DRC and reduced processing of raw
ore cobalt material in China is expected to impact cobalt availability in 2010 and may lead to shortages later in the year
and in future years. Many industry experts predict that the cobalt business in Chlna wnll likely undergo a major
rationalization process in the next year or two.

Consumption:

Cobalt demand has grown at a compound annual rate of about 6.6% for the past 10 years (accordlng to the CRU) and
at significantly higher rates in the more recent years as a result of the increased demand for chemicals in"China, mainly
for rechargeable batteries. According to Roskill (2007), the growth in battery consumption was 26%, catalyst
consumption increased by 13% and magnets by 2%, almost exclusively driven by China. The CDI estimates that
consumption in 2009 decreased for the first time in many years and was down around 8% from the previous year. This
is a similar trend to the base metals and is expected to be temporary. A significant increase in the production of
batteries for hybrid electric vehicles is presently predicted because of new environmental concerns and the recent high
cost of gasoline.
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Much uncertainty exists as to what battery system will ultimately win out for mass production of hybrid and plug-in
electric vehicles, however, many systems require a S|gn|t' icant component of cobalt. Several new potentlal applications
may also increase cobalt consumptlon

Superalloy consurmption-remains strong as a result of mcreasmg demand for. passenger a|rhners defense procurement
and turbines for gas fired power stations.  The US remains-the largest market for superalioys, accounting for
approximately ‘60% of that sector's consumption. Most of the “green‘enérgy” systems being touted in the western
world,-and especially the USA require cobalt in some form or another alt of whlch WI|| have to be 1mported

The use of cobalt in catalysts is becommg more |mportant and growang where it has uses in mdustnal applications for
textiles. 'In addition, the increased use of cobalt in the oil industry as a catalyst for refining and hydro-treating and in
Gas to Liquid (“GTL")-and possibly Coal to Liquid (“CTL") projects is becoming increasingly more important.”

2010 and Beyond:

A potentially significant development occurred in February 2010 when cobalt metal with a minimum specification of
99.3% was -added to the London Metal Exchange (LME). “This’ has now established a futures market for cobalt and
many believe will lead to a more transparent market. : :

The published production predlctlons do not take into account the practlcal |mpI|cat|ons of-what can occur; considering
the factors outlined earlier, that could affect future production. A few proposed projects will proceed as planned and
predicted; while many others may fall victim to escalatmg eosts !ack of f' nancmg, Iack of infrastructure and other
concerns that will delay or postpone them indefinitely. - - S .

In addition, unpublished consumption, for example China’s previous consumption of heterogenite ore from the DRC,
which has since been significantly curtailed by recent DRC government legislation, and lower cobalt prices, also adds
to market imbalance.

Future Demand:

Cobalt demand has been growing at a compound rate of some 6.6% since 1996 and looking ahead there may be some
industrial slow down, but continued growth is expected. Figure 5 below outlines demand expectation for cobait.

Figure 5: Expected cobalt consumption versus production through 2012.

Consumption
@ Production

2005 2006 2007 2008 2009 - 2010 - 2011 2012
(DeBeer, 2005, 2007)
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Chemicals:-

Strong demand is anticipated for rechargeable batteries, for wireless devices and hybrid and electric..vehicles, as-.
environmental standards grow more stringent. A 12% growth forecast is predicted by industry analysts, largely driven
by China and other-Asia growing economies. -Analysts continue to speculate-which.battery type and chemistry will
dominate the future-green :vehicle market. One promising- frend-has. manganese replacing-some of the cobalt in
traditional Lithium lon-batteries bringing: therrcobaltcontent down. to. between 10% - 20% cobalt-by welght from earlier
versions that were up to 6Q0%:cobalt by weight.~ This.has several advantages mcludlng, reduced costs, longer life and
safer batteries. We believe this is a very positive development for cobalt. It reduces the costs of cobalt per battery and
could lead to massive new amounts of cobalt being-required.-To put.things in prospective, the Toyota Prius presently
utilizes a nickel metal hydride battery system that contamsonly abeut 5% cobalt by weight, therefore a change to a
nickel-cobalt-manganese (NCM) battery -for_all future -expanded- green vehicle production would double to four: fold
cobalt content per each vehicle.

Superalloys:

There is strongtdemand for civilian and mlhtary aircraft;. tcgether'fvy'rth firm demand for vgas turbines for electrical power
generation. The discovery of massive amounts of shale gas situated near populated regions in the USA and other
areas could lead to even more new gas generated power plants There is also an increase in demand for diesel, turbo,
and- supercharged englnes A growth of about 5% per year is hkely in this sector accordmg to the CDI. =

Similar growth is expected in other sectors such as- hardmetals magnets plgments catalysts in the oil mdustry, dners -
soaps and tire adhesives. In addition, the development of GTL/CTL projects-could add significant-demand to cobalt-
productlon over the next several years

Future Productlon

In spite of recent world financial instability and related slowdown, there is a positive mid and longer term outlook for
cobalt demand across the end-use spectrum, and continued growth is expected to be seen patrticularly in batteries,
catalysts, super alloys and magnets as China and India continue their industrial development. Current refined
production tracked by the CDI is about 59,850 tonnes.

These figures do not. include production of refined .cobalt from companies treating -various cobalit containing
intermediate products and scrap or those who do not report their numbers. It is apparent from using either industry
analyst or CDI figures that a significant forecast shortfall is likely to occur-and needs to be made up with new
production. As more projects get shelved or if problems in the DRC escalate, this problem may be greatly increased.

The bulk of potential new production has been predicted to come from a number of projects in the DRC. Most of this
production has now been pushed out from the years previously predicted and is now not expected to be available until
late 2011 or 2012 or later. This potential production will only materialize if the DRC can maintain stability, copper
prices are attractive, cobalt prices improve and the massive amounts of mine finance required can be secured.

In 2008, the CDI reported that Vale’s nickel projects Goro in New Caledonia and Onca Puma in Brazil were slated to
begin their nickel production by the end of 2008/2009. Both these projects have been delayed and are still not in
production. Vale’s Vermelho nickel/cobalt project in Brazil is into the implementation phase and could produce some
cobalt when operational but it has also been delayed according to some reports. In addition, Cuba has announced that
they will move ahead, with the help of Venezuela, to build a ferro-nickel plant. This facility would produce significant
amounts of nickel but no cobalt. According to the CDI, the Americas may contribute approximately 15%, while
Australasia and Asia are forecast to provide 15% and 5% respectively of the projected new production.

Of all the new projects, Africa could contribute by far the largest proportion of cobalt production, about 65%, mainly

from the DRC. Thus, as previously discussed, the bulk of possible future production should be the most heavily
discounted and this adds great uncertainty to future production estimates. :
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Conclusion

Cobalt consumption has undergone a long period of sustained growth since the beginning of the new millennium and
this growth appears set to continue. The anomaly of reduced consumption that occurred in 2009 is expected to now
be behind us. However, given the continuing robust demand and constrained availability of raw material before projects
come on stream, it is possible that there could be a period of volatility apparent in the market during the short-term.
Cobalt has been impacted with the recent world fi nanC|aI crisis but appears to have bottomed and is expected to
recover in future months. : T

The long term average price of cobalt from 1980 to 2009 (|n 2009 dollars) was over US$22/Ib Management believes
that this figure represents a consetvative view of future cobalt prlces Potential for cobalt prices, especially high purity
metal, to return to new highs is considered to be very probable. -

With increasing external costs associated with mining, such as energy, labor (including availability and skills), structural
material costs, increased borrowing costs etc, together with extended lead times for critical parts and equipment, it is
highly likely that many capital and operating costs will still need-to-be revised upward in the future, projects will take
longer to bring on stream and marginal costs of production could well increase in the future. Resource nationalism
issues and threatened new royalties from many different cobalt producing countries may also have significant impact
on future developments. Implementation of western environmental standards, bonding and mine rehabilitation would
impose significant new costs in many third world countries. These protections are controls that responsible consumers ..
should insist upon in order to bring an end to the poor practlces and destructlon caused in the past and that which is

still commonly occurring at operations outside the US. RTINS e .

The medium term outlook for the cobalt market remains pasitive and provided that global industrial development starts
to recover and then maintains-its historical growth momentum (largely influenced by China/Asia), then the longer term
outlook for the cobalt market would appear favorable. Many potential new environmental applications for cobalt could
also significantly increase cobalt consumption in the developed world.

The Company believes that the development of the Idaho Cobalt Project is well timed to capitalize on the growing
demand for cobalt, in particular high purity metal. Being located in the United States provides close proximity to-
customers, cost effective access to resources and stable operating standards. Cobalt being added to the LME also
enhances product marketing because it establishes a futures market to utilize when needed and provides for more
transparent pricing information. :

1.3 Selected Annual Information

The Company’s results of operations, financial position and sources and uses of cash in the current and future periods
reflect management’s focus on the following key areas:

o . Capital Allocation — Capital spending has been, and will continue to be directed toward the creation of an
integrated mining, production, refining and marketing operation to service the precious metals refining industry
and the world’s growing cobalt market.

+ - Raising Capital — The financial statements reflect the emphasis of management on” sourcing the cash
resources to fund our operating and investing activities and to eliminate debt.

In Management's view, given the nature of the Company’s business and stage of development, the most meaningful
financial information conceming the Company relates to its current liquidity and capital resources.” The following is a
summary of the results of the Company’s operations and activities for its last completed financial periods.
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Selected Annual Information:

%000 U 2000 2008
“: Revenues - T e $1.6,643,640 .::30% ' § . 9,463,302 26% $ 7,483,870 -1%
(i Costofrevenue. ..o: - - iR _.:.5,600,367 .-44%. 9,993,839 61% 6,208,738 . 7%
T o : ) 1043 273 F297% (530;537) _‘-142% _ 1,275,132 38?"« ’
. S&ck-based compensation o PP S I 401,204. >234°'o‘l $ . 120,049 -96% $. 2,867,123 383% -
Foreign Exchange 5ss {(gain) TN 4533378 401% T C(1,692,045) -319% 772,284 -547%
Depreciation 307,954 -26% 418,417 8% 387,425 -29%
All other General & Admin expenses 3,574,824  50% 2,386,153 56% 1,526,444 21%
"“Net loss s o (4774087) 171% § . (1,763411) - 62% $ (3,691,579) 203%
-Basic.and diluted eamings (Ioss) pershare 7. i (O4) ©- o T(0.06), L R CAE) R
Total assats S 576261890 C° § 71560350 $ 72518083
Total labilties '_ . 5 3510053 8 2798037 $ 2574708
Cash dividends declared per- share for-each . . )
class of share T . ) . il ; . __hil: - . . o nil

1.4 Results of Operations ‘ o _ _
Financial Results of Operations February 28, 2010 and February 28, 2009

Net consolidated loss in fiscal 2010 was $4,774,087 or ($0.14) pér share compared with a loss of $1,763,111 or ($0.06)
per share in fiscal 2009. The increased loss in fiscal 2010 was primarily a result of unfavourable exchange rate losses
resulting from the US currency weakening against the Canadian currency during the year amounting to a foreign
exchange loss of $1,533,378 compared to a gain in"fiscal 2009 of“$1,692,045. In addition, financing charges of
$1,674,234 were incurred as a result of delays in the ICP mine financing in fiscal Q4 2010 which was an increase over
the $881,646 of financing charges incurred in fiscal 2009. - These large expense increases offset improved operating
margins at the:Company’s Sunshine Precious Metals reﬁnery which amounted to $1,043,273 in fiscal 2010 compared to
negative operatlng marglns in fiscal 2009 of $530,537.

Revenue, in fiscal 2010, which consists entirely of refinery sales at the Company’s Sunshine Precious Metals Refinery, -
was $6,643,640 compared to $9,463,302 in fiscal 2009. Gross revenue and cost of sales reflect an average foreign
exchange rate of 1.1106 Canadian to US dollars which was relatively consistent with the 1.1055 average rate in fiscal

2009.

The refinery operations generate revenue from either toll material or purchased material. The Company’s objective is to-
principally generate revenue from toll material; however, given the value of the precious metals being refined, credit
conditions sometimes required the Company to purchase the material from customers. Toll material fees vary by
customer and can consist of straight fees and/or “retainage”, (the retention of some of the refined product). Purchased
material generally has a similar value attributed to the refining process as toll but requires the recognition of the sale at
the gross value in accordance with generally accepted accounting principles, The Company enters into forward sale
contracts in those situations where it does purchase material to eliminate exposure to silver and gold price fluctuations.

The Company recognized $1,679,373 of revenue from toll material refining fees in fiscal 2010 compared to $1,544,412 of
revenue from toll material refining fees in fiscal 2009. The 9% increase in revenue in fiscal 2010 was primarily a result of
an increase in gold processing volumes as a result of new customer acquisitions. Tolling fee prices remained generally
consistent between fiscal 2010 and fiscal 2009.

The Company recognized $4,905,037 of revenue from the sale of 4,412,700 troy ounces of silver purchased material at
an average price of US$17.32 per troy ounce and the sale of 377 troy ounces of gold at an average price of US$832.47
per troy ounce during fiscal 2010 compared to $7,807,252 of revenue from the sale of 3,830,607 troy ounces of silver
purchased material at an average selling price of US$13.96 per troy ounce and 1,212 troy ounces of gold purchased
material at an average selling price of US$852.82 during fiscal 2009.
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The Company recognized $59,230 of other by-product revenues compnsmg mostly copper sulfate sales in 2010
compared to $111,638i in ﬁscal 2009

Cost of refinery revenues in fiscal 2010 were $5,600, 367 oompared to $9 993 839 in fiscal 2009 Cost of revenues
consist of cost of goods sold out of inventory at the previous months average cost per ounce, other direct operating costs,
allocated overheads and inventory write-downs to market. .- The operating margin ‘was $1,043,273 in fiscal 2010 as
compared to-a negative margin of $530,537 in fiscal 2009'as a result of the financial market collapse. ‘This improvement
in cost of refinery revenues was primarily a result of a $1,685,449 decline-in- inventory write offs taken in fiscal 2009. Net
operating margins are expected to continue to increase as the refinery continués to expand and optimize operations.

Stock-based compensation in fiscal 2010 was $401,204 compared to $120,049 in fiscal 2009. The increase in this
non-cash charge in fiscal 2010 was primarily a result of granting 678,569 fully vested options:in Q1 2010.

Foreign exchange (loss) gain in fiscal 2010 was ($1,533,378) as compared to a gain of $1,692,045 in fiscal 2009.
This fluctuation related to the weakenlng US doIIar versus the Canadlan dollar over the year.

Depreciation for fiscal 2010 was down 26% to $307 954 from $418 417 in fi sca! 2009 mamly as a result of slowing -
equipment purchases in fiscal 2010 until such times as the ICP financing can be completed.

Other general and administrative expenses in fiscal 2010 totaled $3,574,824 which represents a 50% increase from -
fiscal 2009 of $2,386,153. This increase is primarily a result of expensing:$1,674,234 of deferred financing costs
associated with postponing the ICP financing. Office expenses were $327,296 in fiscal 2010 compared to $293,238 in -
fiscal 2009. Accounting and audit fees were $323,872 in fiscal 2010 compared to $270,688 in fiscal 2009 as a result of
increased audit fees associated with quarterly reviews necessary for financing requirements.- Legal fees decreased to
$77,450 in fiscal 2010 from $151,230 in fiscal 2009 as a result of reduced legal work required in 2009 on revisions to
the Company’'s Annual Information Form and Management Discussion and Analysis. Shareholder information:
increased to $131,925 in fiscal 2010 compared to $116,767 in fiscal 2009 as .a result of additional news and investor
relations activities. Advertising and promotion increased to $65,137 in fiscal 2010 compared to $51,416 in fiscal 2009
as a result of increased travel associated with investor awareness programs. Listing and filing fees were up nominally
to $49,266 in fiscal 2010 compared to $44,286 in fiscal 2009 as a result of increased filing fees.

Write-down of mmeral property for fiscal 2010 was $n|I compared to $348,535 fi scal 2009 as in the prior year
management determined that the El Milagro property was impaired and accordingly wrote-down the property. -

Other income for fiscal 2010 was $71,924 compared to $158,480 in fiscal 2009 and was comprised mostly of interest
income. The reduction was a result of lower cash balances in fiscal 2010 compared to 2009.

There were no dividends declared in fiscal 2010.

Future income tax expense for fiscal 2010 was $635,769 compared to $65,000 in fiscal 2009. The fiscal 2010 future
income tax expense arose principally on the expiry of certain US operating losses while the 2009 future income tax
expense was related to the recogmtlon of the future tax liability resultlng from the 2009 flow through financing.

Financial Results of Operations February 28, 2009 and February 29 2008 |

Net consolidated loss in fiscal 2009 was $1,763,111 or ($0.06) per share compared with a loss of $3,691,579 or ($0.13)
per share in fiscal 2008. The reduced loss in fiscal 2009 was primarily a result of decreased stock-based compensation
charges to $120,049 compared to $2,867,123 in fiscal 2008. The 2008 stock based compensation charge was as a
result of a large issuance of fully vested stock options. In addition, in fiscal 2009 the Company recorded a foreign
exchange gain of ‘$1,692,045 compared to a foreign exchange loss in 2008 of $772,284 as a result of the relative
strengthening of the US dollar compared to the Canadian dollar in fiscal 2009. Offsetting these were $881,646 of
financing costs that were expensed as a result of postponing the Company’s financing associated with the ICP project,
$348,535 of mineral property write-downs associated with the Minera Terranova properties and $1,685,449 associated
with inventory mark downs to net recoverable value resulting from dechnlng silver prices in the quarters ended August 31,
2008 and November 30, 2008 :
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Revenue, in fiscal 2009, which consists entirely of refinery sales at the Company’s Sunshine Precious Metals Refinery
located in the United States was $9,463,302 compared to $7,483,870 in fiscal 2008. Gross revenue and cost of sales
reflect an average foreign exchange increase of 5.7% associated with the relative strengthenmg of the US dollar
compared to the Canadlan dollar in fiscal 2009 compared to f scal 2008 : B :

The ref inery opetatrons curtently genera’;errevenue k m;‘elther toII materlal or purchased matenal The- Company’s
objective is_ta principally -generate. revenue-from. toll-material; however, given the value of the precious metals being
refined, credit conditions sometimes required the-.Company:to. purchase the material from customers. Toll material fees.
vary by customer.and can:consist of straight, fees,andlor;retainage”, (the retention of some of the refined product).
Purchased material generally has a similar value attributed to the refining process as toll but requires the recognition of
the sale at the gross value in accordance with generally-accepted accounting principles. . The Company enters .into
forward sale contracts in those situations where. it dogs purchase material to eliminate exposure to silver and gold price
fluctuations.

The Company recognrzed $1,544, 412 of revenue ffom tcllfmatenal ref nlng fees in fiscal 2009 compared to $1, 795 615 of
revenue from toll material refining fees in fiscal 2008. The 14% decrease in revenue in fiscal 2009 was a result of a
decrease in receipts-of pre-1965 silver-US coins; the 'supply of which is very dependent on the price of silver. Refining fee, ,
prices remained generally consistent:between-fiscal-2009:and-fiscal 2008. - .

The Company recognized $7,807,252 of revenue from the sale: of 431,914 troy ounces of silver purchased materials at an
average selling price of US$13.96 per troy ounce and 1,212 troy-ounces of gold at an average selling price of US$852.82 .
per troy ounce and sales.of $107,580 in:copper sulfate in fiscal 2009 compared to $5,675,909 of revenue from the sale of -
382,245 troy ounces of silver purchased materials-at an average selling price of US$13.04 per troy ounce and 543 troy
ounces of gold purchased materral at an average seng pnce of US$814 87 per troy ounce in fiscal 2008 .

The. Company recognized $107 579 of other by-product revenues compnsrng mostly copper sulfate sales in fi scal 2009
and hadno sales of copper sulfate in fiscal 2008. - . ; . : ,

Cost of refmery revenues in fiscal 2009 were $9 993 839 a relatlve increase of 35% compared to $6, 208 738 in fiscal-
2008. Cost of Revenues consist of cost of goods sold out of inventory at the previous months average cost per ounce,
other direct operating costs, allocated overheads and inventory write downs to market. The operating margin was
$(530,537) in fiscal 2009 as compared to a margin of $1,275,132 for fiscal 2008. This increase in cost of refinery -
revenues was primarily a result of a $1,685,449 inventory write down in the second-and third quarters associated with the
decline in the market value of silver. Net operating margins are expected to continue to increase as the refinery
continues to expand-and optimize operations.

Stock based compensation in fiscal 2009 was $120,049 compared to $2,867,123 in fiscal 2008. The decrease in this
non cash charge in fiscal 2009 was a result of a nominal number of option grants as well as the use of vesting stock
options whereas in 2008 the Company granted 8,870,000 stock options to attract and retain new senior operations
management, directors, officers, employees and consultants in anticipation of progressrng with the ICP which vested
immediately. .

Foreign exchange (loss) gain in fiscal 2009 was $1,692,045 as compared to a loss of ($772,284) in ﬂscal 2008. This
fluctuation related to the strengthening US dollar versus the Canadian dollar over the year.

Depreciation for fiscal 2009 was up 8.0% to $418,417 from $387,425 in fiscal 2008 mainly as a result of increased
equipment purchases.in the first-and second gquarters of f scal 2009 associated with the development of the ICP
project. : . ,

Future income"tax;.expense for fiscal 2009 was $65,000 compared to $46,158 in fiscal' 2008 and was. for the -
temporary differ’ence in future tax assets and liabilities relating to the issuance of flow-through shares.

Other general and administrative expenses in fiscal 2009 totaled $2,386,153 which represents a 56% increase from
fiscal 2008 of $1,526,444. This increase is primarily a result of expensing $881,646 of deferred financing costs
associated with postponing the ICP financing. Administration costs were down by $187,935 as a result of salary
reductions of up to 30% to preserve company resources until such time as the ICP is permitted and financed.
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Office expenses were up to $293,238 compared to $276,827 in fiscal 2008 as a result of additional staff being hired.
Accounting-and audit fees were down to $270,688 in fiscal 2009 compared to $323,932 in fiscal 2008 as a result of
less tax planning work performed and lower salaries in fiscal 2009. Legal fees increased to $151,230 in fiscal 2009
from $94,501 in fiscal 2008 as a result of additional legal work for-the Annual Information Form and revisions to the
Company’s Management Discussion ahd Analysis. Shareholder information increased to $116,767 in fiscal 2009

compared to $96,639 in fiscal 2008 as a resulit of hiring additional staff to assist-with investor relations.--Advertising and .

promotion decreased to $51,416 in fiscei 2009 compared to $136,531 in fiscal 2008 as a result of decreased travel
associated with investor promotion. Listing and filing fees were up-notionally to $44,286.in fiscal 2009 compared to
$35,459 in fiscal 2008 as a result of increased filing fees. ‘Travel costs were down to $10,575 in fiscal 2009 compared
to $40,755 in fiscal 2008 as a result of fewer trips for board and executive meetings. - The Company implemented cost
reduction measures over the last six months to weather the economlc downturn and to preserve company resources.

erte-down of mmeral property for ﬁscal 2009 was $348 535 compared to $nil for fiscal 2008 as management
determined that the El Milagro property was impaired and, as such, a write-down for financial statement purposes was
required.

Other income for fiscal 2009 was $158,480 compared to $632,723 in fiscal 2008 and was comprised mostly of interest
income. The reduction was a result of Iower cash balances in fi scal 2009 compared to 2008

There were no d|V|dends declared in fiscal 2009
1.5 Summary of Quarterly Results
Financial Information in thousands (000’s} (except per share mformatlon)

For the quarters ended 2010/2009 _February 28 November 30 - _August 31 May 31 -

Revenues 1,817 3,755 628 444
Cost of revenue (2,187) (2,879) (360) (174)
Margin ‘ (370) =~ - 876 - ) 268 270
Stock based compensation (14) (5) (2) (380)
Foreign exchange (loss) gain (60) e (314) : ' (202) - (957)
Depreciation (79) - (78) (76) (75)
All other G&A expenses (2,023) (291) (411) (285)
Other income 49 5 10 8
Net (loss) income (3,134) 193 (413) (1,420)
(Loss) income per share $(0.09) $0.01 $(0.01) $(0.05)
Total assets 76,262 77,862 76,906 77,504
Total liabilities . : (3,510) (1,999) (1,241) (1,467)
For the quarters ended 2009/2008 February 28 November 30 August 31 May 31
Revenues 2,425 533 1,177 5,328
Cost of revenue (2.254) (1487) ~ (1.742) (4,511)
Margin 171 (954) (565) 817
Stock based compensation (70) “ (15) (26) - )
- Foreign exchange (loss) galn : 186 974 528 -4
- Depreciation : (109) = (108) (102) : (99)
" All other G&A expenses ‘ - (464) (1,029) (330) (357)
Mineral property’ wnte-down (349) . 0 S 0 0
" Other income (19) 3 61 85
Net (loss)income (669) . (1,101) - (434) : 441
(Loss) income per share - : : $(0.02) .- $(0.04) © '$(0.01) $0.02
Total assets 71,560 73,452 ' 72,686 73,261

Total liabilities - (2,798) - (4,413) - (2,560) (2,792)
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Quarterly variations are not generally seasonal but are conditional on property development activities and refining
operations. The Company'’s refining feed comes from a:variety.of.different sources including recycled coins as well as
doré. Company refining operations run year round. Quarterly-revenue and cost of sale variations are subject to the
market demand for refining-services-and have fluctuated significantly over the last eight quarters as the Company has
expanded its refining: operations. during: this time. -° In-additien, the quarterly revenue and cost of sales have varied
significantly depending on whether-the. refining. services.were rendered on metal inventory that the Company took
ownership of (purchased),-or refining services rendered on behalf-of third parties (tolled). Other significant quarterly
variances recognized by-the Company include stock: based compensation which. results in._large one. time expense
recognition in the. quarters in which the options.are. granted fully vested. Significant foreign-exchange fluctuations can
also result in material quarterly fluctuations. : The, remaining expense items have generally been consistent from

quarter to quarter with a general increasing trend;-'as- refining- operations have expanded. - Quarterly results are .. -

anticipated to increase going forward as the Company begins development of the ldaho Cobalt Project The pace of
property development.on the Idaho ‘Cobalt Pro;ect will-be subject’to weather conditions. : L

1.6 quurdlty
February 28, 2010 and February 28, 2009

The Company’s working capital as at February 28 2010 was $988 024 compared with $1, 469 438 at February 28,
2009. The decrease during the year was a result of continued mineral property expenditures of $3,267,539, property,
plant and equipment purchases of $2,344,669 primarily associated with preparing for development of the ICP, and net
operating cash outflows $4,101,029. ; o ;

During fiscal 2010, the Company received proceeds of $8,620,500 from private placement financings. The Company
was planning on completing a larger financing in anticipation of the permitting of the ICP but this was postponed as a
result of unfavorable financing terms . The Company contlnues to proceed with efforts to secure project finance for the
ICP.

For fiscal 2010 the Idaho Cobalt Project expendltures were $3, 500 266 compared to $6,174, 424 expended during
fiscal 2009. These expenditures are expected to increase once the ICP mine is financed and construction
commences. Purchases of property, plant and equipment were $2,344,669 during fiscal 2010 compared to $3,423,992
during fiscal 2009 with the decrease attributable plant and equipment purchases at the mine and mill including
concentrator and crusher buildings, flotation cells, concentrator scales, cyclopac, main transformer and bridge crane.

Precious metal inventory was $2,893,063 at February 28, 2010 compared to $2,154,417 at February 28, 2009 and
consists of silver and gold held either at the Sunshine Refinery or in pooling accounts with financial institutions, which
allow the Company to purchase precious metals without actually taking delivery. .

The prepaid expenses and deposits were down to $52,253 at February. 28, 2010 compared to $73,249 at February 28,
2009.

Accounts payable and accrued liabilities were $2,763,126 at February 28, 2010 compared to $2,686,879 at February
28, 2009 which is relatively consistent with the prior year. _

The Company’s future profitability and cash flows are significantly dependent on the approval, financing, development
and operation of the Idaho Cobalt Project. The total estimated cost to construct and commission both the mine /
concentrator and the cobalt production facility as per the July 2007 feasibility study. was US$138.7 million. - This total
amount consists of approximately US$13.2 million for mine development and equipment, US$61.8 miillion for the
concentrator and concentrator infrastructure, US$63.7 million for the hydrometallurgical plant which includes
mechanical and electrical equipment, construction materials, labor and labor supervision, and contracted- direct and
indirect costs for these facilities. There has been in excess of $15 million in costs incurred to date for engineering
services and deposits on equipment. Management is currently undergoing an engineering cost study to determine the
remaining costs to construct and commission both the mine /concentrator and cobalt production facility. Total bonding
requirements will be negotiated with the agencies as the Record of Decision gets implemented. Initial Forest Service
bonds were set at US$8,952,847, in three phases, for surface reclamation and US$20,572,476 for long term water
treatment. An additional bond for removing water treatment facilities was set at US$157,359. The Company agrees
with the amounts and structure for surface bonding and is not contesting them.
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The company does not agree with the amounts or structure of the water bonding initially réquested by the local Forest
Service office. The Company believes that the amount of money suggested is excessive based on the hydrological
science of the project, the duration suggéested is excessive based on the hydrological and geochemical science of the
project and the discount rates utilized to calculate the initial suggested bond were arbitrarily and capriciously set at a
low rate for such calculations to be based. Discussions continue with regional authorities of the- Forest Service to
significantly reduce the amounts required to those that are science based and follow Forest Service guidelines. The
Company has extensive, almost ubiquitous -support, from local; state:and federal eiscted officials to have the Forest
Service correct their initial water bonding calculatlon and determlne a more reasonable bond amount based on the -
actual science of the project. : BT e T : ,

The Company will need external financing to compliéte this project which may include serior debt, bonds or equipment
financing, equity, revenue bonds, off take agréements, volumiétric--production’ payment agreements or potential
strategic investors as partners as well as other means that may come available and are suitable to assist. in
development of the ICP.

February 28, 2009 and February 29, 2008

The Company’s working capital as at February 28, 2009 was $1,469,438 compared with $16,206,484 at February 29,
2008. The decrease during the year was a résult of continued mineral property expenditures of $6,205,341, property,
plant and equipment purchases of $3,423,992 primarily associated with preparing for development of the ICP, and
$4,540,032 of equipment deposits. Net cash outﬂows from operations were $1 883 891.

During fiscal 2009 the Company recelved proceeds of $462,000 on the exercise of warrants and options as well as a
small private placement financing. The Company was planning on completing a larger financing in anticipation of the
permitting of the ICP but this was postponed as aTesult of the economic downturn and delays in permitting.

For fiscal 2009 the Idaho Cobalt Project expenditures were $6,174,424 compared to $9,673,601 expended during -
fiscal 2008. These expenditures are expected to increase once the ICP mine is financed and construction
commences. Purchases of property, plant and equipment were $3,423,992 during fiscal 2009 compared to $790,435
during fiscal 2008 with the increase attributable to capital equipment upgrades at the Hydrometallurgical Complex of
$1,688,428 and $1,643,170 of plant and equipment purchases at the mine and mill including concentrator and crusher
buildings, flotation cells, concentrator scales, cyclopac, main transformer and bridge crane. :

Precious metal inventory was $2,154,417 at February 28, 2009 compared to $5,035,741 at February 29, 2008 and
consists of silver and gold held either at the Sunshine Refinery or in pooling accounts with financial institutions, which
allow the Company to purchase precious metals without actually taking delivery. The decrease was a result of
inventory write downs during the year associated with the decrease in the market price of silver below the Company’s
carrying costs.

The prepaid expenses and deposits were down to $73,249 at February 28, 2009 compared to $298,199 at February
29, 2008 with 2008 including the new furnace pac deposit for Essential Metals Corporation®.

Accounts payable and accrued liabilities were $2,686,879 at'February 28, 2009 compared to $2,528,550 at February
28, 2008 as a result of the lengthening of credit terms with suppliers as a result of delays in the Company’s anticipated
ICP permitting and financing.

The Company’s future profitability and cash flows are significantly dependent on the appreval, financing, dévelopment
and operation of the Idaho Cobalt Project. The total estimated cost to construct and commission both the mine /
concentrator and the cobalt production facility as per the July 2007 feasibility study was US$138.7 million. This total
amount consists of approximately US$13.2 million for mine development and equipment, US$61.8 million for the
concentrator and concentrator infrastructure, US$63.7 million for the hydrometallurgical plant which includes
mechanical and electrical equipment, construction materials, labor and labor supervision, and contracted direct and
indirect costs for these facilities. There has been in excess of $12 million in costs incurred to-date for engineering
services and deposits on equipment. Management is currently undergoing an engineering cost study to determine the
remaining costs to construct and commission both the mine /concentrator and cobalt production facility. Total bonding
requirements will be negotiated with the agencies as the Record of Decision gets implemented.

24



The Company will need external financing to.complete this project which. may include debt in the form of senior debt,
bonds or equipment financing, equity, revenue bonds; off take agreements or potential strategic investors as partners
as well as other means that may come avallable and are suitable to assist in development of the lCP :

Contractual Commitments S R

The Company has certaln contractual eommltments related to the Idaho Cobalt PrOJect totallng $150 000 and, in
addition, pursuant to:management employment.agreements,.the: Company may be obllgated to pay up to $3,068,096 .
under certain circumstances if certain of those agreements are terminated. :

in addition, certain contractual obligations are due within-the-next four years relating to the office: lease and equipment.
along with the wntlng of the envnronmental impact. statement and: constructlon commitments for the Idaho Cobalt
Project. T . - : L o

The contractual commitments for each of the next five years are included as follows:

Year ended Purchase . ‘ Executive

February 28, . . Commitments. . Leases - Compensation -
2011 . ~150,000 . = 114,279 737,374,
2012 0 cowov 113,085 737,374 -
T.2013 0 . AT 112,198 - 737,374
2014 - 111,606 552,374
2015 T e 111,606 303,600
‘ /150,000 562,754 = 3,068,096

1.7 Capital Resources

The Company's worklng capltal as at February 28, 2010 was- $988 024 compared wrth $1,469,438 at February 28,
2009. The Company has no long-term debt. . ,

The Companys capital resource requirements are dependent on the exploration, development, feasibility and.
permitting stages of its respective properties.

The Company has contractual commitments related to the Idaho Cobalt Project totaling $150,000. Total estimated
cost to construct and commission both the mine / concentrator and the cobalt production facility as per the feasibility
study was US$138.7 million. This total amount consists of approximately US$13.2 million for mine development and
equipment, US$61.8 million for the concentrator and concentrator infrastructure, US$63.7 million for the
hydrometallurgical plant which includes mechanical and electrical equipment, construction materials, labor and labor
supervision, and contracted direct and indirect costs for these facilites. There has been in excess of $15 million in_

costs incurred to date for engineering services and deposits on equipment. Management is currently undergoing an .-

engineering cost study to determine the remaining costs to construct and commission both the mine /concentrator and
cobalt production facility. - Total bonding requurements are being negotiated with the agencres as the Record of
Decision is implemented. . o S

The Company is in the process of evaluating various financing opportunltles available to complete the development of
the idaho Cobalt Prolect through to production. . A

1.8 Off-Balance. Sheet- Arrangements : |
None. b. a V
19 Transactions With Related Parties

None.
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1.10 Fourth Quarter

The consolidated loss for the quarter ended February 28, 2010 was $3,134,264 or $(0.09) per share compared with
income of $669,438 or $(0.02) per share for the quarter ended February 28, 2009. The loss for the quarter ended
February 28, 2010 consists of net operating margin from the Sunshine Precious Metals Refinery of $(370,782) and
other income of $48,667 less expenses principally - ‘consisting “of general and administrative ‘cost of $2,023,491
compared with the quarter ended February 28, 2009 which:had a nef operating margin from the Sunshine Precious
Metals Refinery of $170,979 and general and administration costs of $408,369 and property write downs of $348,535.

Revenues for the quarter ended February 28, 2010 were $1,816,816 compared to $2,425,099 in the quarter ended
February 28, 2009, which consist entirely of refinery sales at the Company’s Sunshine Precious Metals Refinery. The
decrease in sales was a result of a decrease in the volume of refi ned materlal processed in the fourth quarter of 2010

compared to the fourth quarter of 2009. '

The Company recognized $240,360 of revenue from toll material refining fees during the quarter ended February 28,
2010 compared to $414,107 of revenue from toll material refining fees during the quarter ended February 28, 2009. The
42% decrease in toll revenue was pnmanly a resuIt of decreased volumes of ref ned material during ‘the respective
quarter. . : -

The Company recognized $1,538,046 of revenue from the saie of 66,277 troy ounces of silver purchased materials at-an
average selling price of US$19.14 per troy ounce and 240 troy ounces of gold at an average selling price of US$810.38
per troy ounce during the quarter ended February 28, 2010, compared to $1,978,274 of revenue from the sale of 141,378
troy ounces of silver purchased materials at an average selling price of US$10.15 per troy ounce and 185 troy ounces of
gold at an average selling price of US$789.29 per troy ounce during thé quarter ended February 28, 2009.

Cost of refinery revenues, for the quarter ended February 28, 2010 was $2,187,598 including inventory write down of
$230,448 compared to $2,254,120 during the quarter ended February 28, 2009. The decrease in cost of revenues was
consistent with the decrease in revenues for the period.

Stock-based compensation expense totaled $14,727 for the quarter ended February 28, 2010 compared to $69,589 -
for the quarter ended February 28, 2009. The decrease was due to a lower number of outstanding options vesting
during Q4 2010.

Foreign Exchange (loss) gain totaled ($59,572) durlng the quarter ended February 28, 2010 compared to $185, 417
during the quarter ended February 28, 2009. :

Depreciation expense totaled $78,590 during the quarter ended February 28, 2010 compared to $108,723 during the
quarter ended February 28, 2009.

Other general and administrative expenses totaled $2,023,491 for the quarter ended February 28, 2010 compared
to $485,063 for the quarter ended February 28, 2009. This increase was primarily a result of financing expenses of
$1,669,537 as a result of an unsuccessful debt financing costs undertaken in Q4 2010.

Write-down of mineral properties totaled $nil for the quarter ended February 28, 2010 compared to mineral property
write-downs of $348,535 in the quarter ended February 28, 2009. The write-down in fiscal 2009 was associated with
the Company’s El Milagro property as a result of the Company’s evaluatlon of the carrylng value of its respective
mineral properties.

1.11 Proposed Transactions

None

1.12 Critical Accounting Estimates |
The Company’s significant accounting policies are corltained' in Note 2 to the audited consolidated financial statements -

for the year ended February 28, 2010. The following is a discussion of the accounting estimates that are critical in
determining the Company’s financial resuits.
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Future income taxes

The Company. accounts for income taxes using the asset and I|’ ' |I|ty method. Under this method, future income taxes
are recorded for.the.temporary dlfferences between thefi nanc;lal reportlng baS|s and. tax basis of the Company s assets
and liabilities. - :These, future taxes: are measured py* the provisions of currently substantrvely enacted tax laws.
Management beheves that it-is not suffi crently likely that the .Company. \ will- generate sufficient taxable income to allow -
the realization of future tax assets and therefore-the Companyfhas fu[ly prowded for these.assets.

Mineral Propertres

e i
Acquisition costs of mmeral propertres together rth dlreet e)gploratlon and deve!opment expendltures thereon are,_.
capitalized in the accounts. These costs. will be- amortrzed using. the unit-of-production method based on proven and-
probable reserves on the commencement of commercial productlon or written-off as the properties are sold, allowed to-
lapse or are abandoned. Mineral property costs not d|rectly attributable to specrf c propertles are expensed during the

year : o e e e ainne o e

Management regularly revrews the carrylng value ,of..mlneral-ﬁpropertles by .comparing the carrying value to the ]
estimated net recoverable amounts, based on estimated undiscounted future cash flows resulting from the use of the .
mineral properties and their eventual disposition, to determine whether there is any indication of impairment.
Measurement of an impairment loss-is based on.the fair:valueof the mineral properties. An impairment in value would
be indicated if the assets carrying value: exceeds expected: future cash.flows. - Estimating future cash flows is
dependent on numerous future considerations such as mineral prices, antrcrpated property mineral ylelds and general -
future economic conditions, amongst-others. These factors can be highly uncertain at the time of estimate and as such
management utilizes available resources, |ne|ud|ng_ engineering: feasrblllty studies and analyst expectations in helping
derive the basis for such management estimates.

Property,‘ plant and equipment

All costs associated with the purchase, due diligence and start up'of the Big Creek Hydrometallurgical'Complex are
capitalized in the -property, plant and equipment account until such time as viable commercial production has been
attained. A portion of the Complex, the Sunshine Precious Metals Refinery, commenced commercial productlon in
2005.

Property, plant and equipment are tested for recoverability whenever events or changes in circumstances indicate that
their carrying amount may not be recoverable. An impairment loss is recognized when their carrying value exceeds
the total undiscounted cash flows expected from their use and eventual disposition. The amount of lmparrment loss is
determined as the excess of the carrying value of the property and equipment over their fair value.

Stock-based compensation

Effective March 01, 2004, the Company adopted the new Canadian accounting standard for stock-based
compensation, retroactively without restatement -of prior periods. . The recommendations require the Company to
record a compensation expense with a corresponding increase to contributed capital over the vesting period based on
the fair value of options granted to employees, contractors, officers and directors. Upon exercise of the option,
consideration received together with the amount previously recognized in contributed surplus is recorded as an
increase to share capital. These models require inputs such as volatility, expected life to exercise and interest rates.
Changes in any of these inputs could cause a significant change in the expense recorded.

Reserves and resources

The Company engages independent professional consultants to evaluate its mineral resources and reserves. The.
estimation of resources and reserves involves the application of scientific principals as well as the exercise of educated
judgment. Forecasts are based on geological, geophysical, geochemical, engineering and economic data, all of which
are subject to many uncertainties and interpretations. The Company expects that over time its resource and reserve
estimates will be revised upward or downward based on updated information. . \
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Such information may include revisions to geological data or assumptions, a change in economic data, and the
interpretation of results of future drilling and exploration activities. Resource and reserve estimates can have a
srgnlf cant lmpact on net earnlngs as they area key component in the calculatlon of deprecratlon and depletlon

In addrtron changes in resource and reserve estlmates the’ pnce of cobalt gold, coppei or srlver and future operating
and capital costs can have a significant impact on the impairment assessments ‘of the assets. The resource estimate
was prepared in conformance with the requiremeénts set out in the Standards of Disclosure for Mineral Projects defined
by National Instrument 43-101, under the direction of Mr. Neil Prenn; P.Eng., a Principal of Mine Development
Associates, who is an independent Qualified Person as defined by National Instrument 43-101. These measured and
indicated resources were incorporated into the Bankable Feasibility Study.

The proven and probable mineral reserves outlined in the Bankable Feasibility Study are 2,636,200 tons with an
average grade of 0.559% cobalt 0. 596% copper and 0.014 oz per ton gold, based ona cut off grade of 0.2% cobalt for
aten year mine life.

The mferred resource for the ICP, not a part of this study, is1, 121 600 tons gradlng 0.585% cobalt 0.794% copper and
0.017 oz per ton gold as reported in the October 2006 MDA report mentioned above. At present, none of our
properties, other than ICP, have a known body of commercial ore. .

113 Chan"g,es‘in Accounting Policies incldding Initial Adoption
Accountlng pohcres |mplemented effective March 1, 2009

)] Effective March 1, 2009, the Company adopted CICA Handbook Section 3064, Goodwnll and Intangible Assets
which replaces CICA Handbook Section 3062, ‘and “establishes revised standards for recognition,
measurement, presentation and disclosure of goodwill and intangible assets. Concurrent with the adoption of
this standard, Emerging Issues Committee (“EIC”) 27, Revenues and Expenditures in the Pre-operating
Period, is no longer applicable. The adoption of Section 3064 did not have a material impact on the
Company’s consolidated financial position and results of operations for the year ended February 28, 2010.

(i) On January 20, 2009, the CICA issued EIC 173, Credit Risk and the Fair Value of Financial Assets and
Financial Liabilities, which clarifies that an entity’s own credit risk and the credit risk of the counterparty shouid
be taken into account in determining the fair value of financial assets and liabilities, including derivative
‘instruments. EIC 173 is to be applied retrospectively without restatement of prior periods in interim and annual
financial statements for periods ending on or after the date of issuance of EIC 173. The Company adopted this
recommendation January 1, 2009. The adoption of this standard had no significant impact on the Company’s
consolidated financial statements for the year ended February 28, 2010.

Accounting policies implemented during the year ended February 28, 2010
(i) Financial instruments — disclosures

In May 2009, the CICA amended Section 3862, Financial Instruments - Disclosures, to include additional
disclosure requirements about fair -market  value measurements for financial instruments and liquidity risk
disclosures. These amendments require a three-level hierarchy that reflects the significance of the inputs used in
making the: fair value measurements. Fair values of assets and liabilities included in Level 1 are determined by
reference to quoted prices in active markets for identical assets and liabilities. Assets and liabilities in Level 2
include valuations using inputs other than quoted prices for which all significant outputs -are observable, either
directly or indirectly.  Level 3 valuations are based on inputs that are unobservable and significant to the overall fair
value measurement. The required disclosures are included in Note 14 of the Company’s annual financial
statéments. . : S ‘ : ‘
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(i) Accounting changes

In June 2009, the CICA lssued amendments to CICA Handbook Sectlon 1506, Accountmg Changes Sectlon 1506 o

was amended to exclude from its scope changes in accounting policies upon the complete replacement of an
entity’s primary basis. of accounting. - The amendments. were effective for annual and. interim financial statements
relating to fiscal years beginning: on .or after-July 1, 2009, The adoption of International Financial Reporting.
Standards -(IFRS"), -as described in:Note 3. (c).of the. Company s.annual financial statements is not expected to
quallfy as an accountmg change under CICA 1506, - - , , o : -

(m) Exploratlon costs | B

On March 27, 2009, the Emerging Issues Committee-of the CICA approved abstract EIC-174, Mining Exploration- -

-Costs,; and-withdrew EIC-126, Accounting by Mining Enterprises: for Exploration Costs. The publication of EIC-174 . .

covers all guidance in EIC-126 and provides additional guidance for mining exploration enterprises in
circumstances where a test for impairment is required. The adoption of this abstract did not have any impact on
the Company s.consolidated fi nancral statements for the year ended February 28 2010.

(iv) Equ1ty

In August 2009, the CICA issued certain amendments to.Section 3251, Equity. The amendments apply to entities
that have adopted Section 1602, Non-controlllng interests. The amendments require separate presentation on the
statements of operations and comprehensive income of income -attributable to owners of the Company and those .
attributable to non-controlling interests. The amendments also require that non-controlling interests be presented
separately as a component of equity. The adeption. of this standard has had no impact on the consolidated
financial statements for the year ended February 28 2010.; » :

v) Multlple deliverable revenue arrangements

In December 2009, the CICA lssued EIC 175 Multlple Dellverable Revenue Arrangements, replacmg EIC 142,
Revenue Arrangements with Multiple Deliverables. This abstract was amended to: (1) provide updated guidance
on. whether multiple deliverables exist, how the .deliverables in an arrangement should be separated, and the
consideration allocated; (2) require, in situations where a vendor does not have vendor-specific objective evidence
(*VSOE") or third-party evidence of selling price, that the entity allocate revenue in an arrangement .using
estimated selling prices of deliverables; (3) eliminate the use. of the residual method and require an entity to
allocate revenue using. the relative selling price method; and (4) require expanded qualitative and quantitative
disclosures regarding significant judgments made in applying this guidance. The accounting changes summarized
in EIC 175 are effective for fiscal years beginning on or after January 1, 2011, with early adoption permitted.
Adoption may either be on a prospective basis or by retrospective application. If the Abstract is adopted early, in a
reporting period that is not the first reporting period in the entity’s fiscal year, it must be applied retroactively from
the beginning of the Company'’s fiscal period of adoption. As the Company has not adopted EIC 175, which is not
mandatory until the year beginning January 1, 2011, the amendments are not applicable to the Company in the
interim and there is no impact to the financial statements for the year ended February 28, 2010.

(vi) Business comblnatlons consolidated ﬂnanmal statements and non-controlhng interests

In January -2009, the CICA |ssued Handbook Sections 1582, Business Combinations, (“Section 156827), 1601,
Consolidated Financial Statements, (“Section 1601”) and 1602, Non-controlling- Interests, (“Section 1602”) which
replaces: CICA Handbook Sections 1581, Business Combinations, and 1600, Consolidated Financial Statements.
Section 15682 establishes standards for the accounting for business combinations that is equivalent to the business
combination accounting .standard under: IFRS. Section 1582 is applicable -for the Company's business
combinations with acquisition dates on or after January 1, 2011. Early adoption of this section is permitted. Section
1601 together with Section 1602 establishes standards for the preparation of consolidated financial statements.
Section 1601 is applicable for the Company’s interim and annual consolidated financial statements for its fiscal
year beginning January 1, 2011. Early adoption of this section is permitted. If the Company chooses to early adopt
any one of these sections, the other two sections must also be adopted at the same time. The Company is
evaluating the impact of the adoption of these new sections on its consolidated financial statements.
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(vii) International f nancial reportlng standards

In February 2008, the Canadian Accountlng Standards Board conf rmed’ January1 2011 as the date IFRS will
replace current Canadian GAAP for publicly accountable enterprises. This will result'in the Company reporting
under IFRS starting with the interim period ending March 31,2011, with restatement for comparative purposes of
amounts reported under Canadian GAAP. As .a result of this:announcement, the Company has commenced
planning and preparing for the coming changes in financial reporting requirements. The Company has established
a project team, and .is working with a qualified third-party advrsor to achieve -a- smooth transmon to IFRS and
ensure successful |mplementat|on W|thm the reqwred tlmeframe ‘

The Company’s IFRS conversmn project consmtsotthree phases assessment design and |mplementat|on

The Company has completed a preliminary assessment analyzing the differences between Canadian GAAP and
IFRS. While the effects of IFRS have not yet been fully determined, the Company has identified a number of
areas where-it.is likely to be impacted by changes in accountmg pohcy These include: :

. IFRS 1- Flrst time adoption of IFRS: i
o. Under IFRS 1, transition to IFRS- requnres retrospectwe appllcatlon of IFRSs with aII adjustments.
applied from the date of the Company’s inception, unless certain exemptions are applied. In absence
of an exemption, all such adjustments to assets and liabilities are taken to retained earnings. The
. Company does not foresee any signiﬁcani_ret,r_ospe‘ctive adjustments. :

» IFRS 2- Share-based payments ‘ : v

Ty o Under IFRS 2, the each tranche of an: optlon award wrth dlfferent vestlng dates is conS|dered a
separate grant for the calculation of fair value,.and the resulting fair value is amortized over the vesting
period of the respective tranche. Under Canadian GAAP, such a grant can be treated as a single
grant and the value recognized on a straight-line basis over the vesting period. In addition, under
IFRS forfeitures are estimated at the time of grant and the amortization is adjusted. accordingly;
whereas under Canadian GAAP such forfeitures-can be recognized as they occur. We expect to apply
IFRS 2 to equity mstruments that are not fuIIy vested as at the transition date and this is not expected
to be material.

* IFRS 6- Exploration-and evaluation expenditures - :

o [IFRS 6 currently provrdes limited .guidance on -financial reporting for exploratron and evaluatlon of
mineral resources.  As such, IFRS 6 allows:mining entities to retain their existing policies: for
capitalization of exploration and evaluation costs subject to certain restriction until more definitive
guidance is developed is this area. The Company will continue to monitor this guidance to adopt
appropriate accounting policies in compliance with IFRS 6.

o [AS 16 Property, Plant and Equipment N
o IAS 16 contains different guidance related to recognition and measurement of property, plant and
equipment then under Canadian GAAP including revaluaticn of property, plant and equipment to fair
value. The Company is currently evaluating the differences that might exist between the carrying
values of its refining property, plant and equipment in accordance with IFRS,

e IAS 12 Income Taxes
o . There are some significant differences between Canadian GAAP ‘and IFRS Flrstly, IAS 12 requires

recognltlon of deferred taxes for temporary differences that arise on translation of non-monetary
" assets denominated in currencies other than US doilars. These non-monetary items are re-measured
from the local currency to the functional currency using historical rates and differences result from
changes in exchange rates and indexing for income tax purposes. Under Canadian GAAP, this is not
 permitted. The Company has significant US operations and therefore movement between the
Canadian and US dollar can give rise to changes in deferred tax.
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e 1AS 36- Impairment of assets ' a ; ‘
o Under IFRS, both the testing for impairment of assets and the determlnatlon of |mpa|rment Iosses
- differ from Canadian  GAAP.  In addition, under.IFRS; an-entity must assess assets for impairment
indicators each reporting period (i.e::quarterly) whereas under Canadian-GAAP there is only a passive
- requirement: to 'make:such an assessment.”Under. IFRS, the.-impairmtent “calculation-is a one step
~ process -in. which distounted-.cash-flows are:icompared to the -carrying. value -of assets.. Canadian
- GBAAP requires a two step-impairmeént test:in-which: the: Company-must.first compare undiscounted
-cash flows to the:carrying: value’ofithe assets;:and only if the cash-flows are below the carrying value
does management need to discount:the‘eash :flows to- calculate impairment. This may result in
additional write-downs under IFRS where carrying values of assets were previously supported under
-Canadian GAAP.on an undiscounted:cash flow:basis,-but could not be supported on a discounted
cash flow basis.
e |AS 21 Foreign Currency Translatlon R : ‘ '
o IFRS utilizes a functional currency- concept (currency of the primary economic environment in which
the entity operates) to determine the method of measuring foreign currency translation. Canadian
GAAP uses the concept of integrated and self sustaining foreign operations. Asa result of this
difference, the Company’s’ forelgn operatlons may have a dlfferent functional currency under IFRS
than under Canadlan GAAP ‘ N
The Company does not expect the changeover to IFRS to have a S|gn|f cant impact on its information and data
systems although the Company is considering these issues as it contemplates systems requirements for the Idaho
Cobalt project. The Company has sourced new tools to manage stock-based  compensation requirements in
accordance with IFRS 2 share-based payments.- Internal and disclosure controls will be adopted to ensure appropriate
identification and application of new and ongoing IFRS requirements. “The .Company does not expect significant
changes to any business activities or key performance indicators that will result from the adoption of IFRS. The
Company’s financial reporting staff have participated in various ‘educational seminars on IFRS adoption, obtained
guidance provided by various professional advisory firms and reviewed disclosure and guidance: publrcly available from
similar mmlng companres that have elther early adopted oralready report in accordance W|th IFRS

The Company expects to complete the assessment phase in fiscal Q2 2011. Analysis and quantification of
adjustments in accordance with IFRS1 will begin in fiscal Q3 2011 and will include the review of proposed and
recommended accounting policy changes by the audit committee of the Board of Directors. Adoption in fiscal Q1 2012,
will see the interim financial statements prepared in accordance with the new accounting policies under IFRS and the
Company will continue to monitor and maintain appropriate accounting in accordance with IFRS thereafter.

1.14 Financial Instruments and Other Instruments

The Company'’s financial instruments consist of cash and cash equivalents, amounts receivable, deposits, long term
deposits and accounts payable and accrued liabilities. Cash and cash equivalents was valued at fair value and the
other financial instruments were valued at amortized cost using the effective interest rate method where applicable
glven the relative short term maturlty of these f nancnal lnstruments

The Company has exposure to risks of varying degrees of significance which could affect its ability to achieve its
strategic objectives for growth and shareholder returns. The Company has credit risk which is the risk of an
unexpected loss if a customer or third party to a financial instrument fails to meet its contractual obligations and arises
principally from the Company’s cash and cash equivalents and amounts receivable The Company closely monitors
extensions of credit and has not experrenced significant credit losses |n the past At February 28, 2010 the Company
had no past due trade recelvables .

The Company invests its excess cash principally in hlghly rated government and corporate debt securltles The
Company has established guidelines related to diversification, credit ratings and maturities that maintain safety and
liquidity. These guidelines are periodically reviewed by the Company’s audit committee and modified to reflect changes
in market conditions.
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The Company is subject to interest rate risk on its cash and cash equivalents and believes that the results of
operations, financial position and cash flows would not be significantly affected by a sudden change in market interest
rates relative to the investment interest rates due to the short term nature of the investments. Excess cash is invested
in highly rated investment securities at fixed interest rates with varylng terms to maturlty but generally W|th maturities of
three months or less from the date of’ purchase o , . L

2L

The Company reports its financial statements in Canadlan doltars however the. Company has extensrve operatlons in
the United States as well as limited operations in Mexico. --As: a:conseguence; the financial results of the Company’s
operations as reported in Canadian dollars are subject to-changes: in the: value of the Canadian dollar relative to the US
dollar and Mexican Peso. The Company does not currently enter into any foreign exchange hedges to limit exposure to
exchange rate fluctuations. The Board of Directors contmually assesses the Companys strategy towards its foreign
exchange rate risk, dependmg on market conditions. : S

Metal price risk is the risk that changes in metal pricés will affect. the Companys income or the value of its related
financial instruments. The Company derives some of its refining revenue from the purchase and sale of silver and gold
material as well as charging refining fees in the form of “retainage”, (the retention of some of the refined product). The
Company mitigates the price risk associated with the purchase and sale of silver and gold materials by entering into
forward contracts to secure the margin associated with refi ining the materials. The Board of Directors continually
assesses the Company'’s strategy towards its base metal exposure, depending on market conditions.

Derivative Activities

To mitigate the effects of price fluctuations in our inventories the Company undertakes hedging transactions, from time
to time, in respect of the price of silver. ‘At the end of the fi scal years February 28, 2010 and February 28, 2009 the -
Company had no silver forward contracts or call options in place. “At year end February 29, 2008 a silver forward
contract in the amount of 110,000 oz that was settled in full on March 14, 2008. There were two additional silver -
forward contracts for 50,000 and 100,000 ounces respectively entered into on March 31, 2008 and settled in full on
April 04 and April 24, 2008. On May 14, 2010 the Company had no silver forward contracts There were no
outstanding call options related to its silver holdings on February 28, 2010.

1.15 Other MD&A Requirements

(a) Disclosure of Outstanding Share Data

As at February 28, 2010 there were 34,503,617 outstanding.common shares, 1,031,423 outstanding stock options and '
2,493,447 share purchase warrants outstanding. As at May 14, 2010 there were 35,836,992 outstanding common
shares,. 1,031,423 outstanding stock options and 3,160,134 share purchase warrants outstanding.

{b) Internal Controls over Financial Reporting and Disclosure Controls

Evaluation of Disclosure Controls and Procedures

Disclosure controls and procedures are designed to provide reasonable assurance that all relevant information is
gathered and reported on a timely basis to senior management, so that appropriate decisions can be made regarding
public disclosure. The certifying officers reviewed and evaluated such disclosure controls and procedures and
concluded that they were effective in providing reasonable assurance that information required to be disclosed in the
Company's annual filings was appropriately disclosed as such term is defined under Nationai instrument 52-109 —
Certification of Disclosure in Issuers’ Annual and Interim Filings (“NI 52-109”), is recorded, processed, summarized and
reported within the time periods specified by those laws, and that material information is accumulated and
communicated to management as appropriate to allow timely decisions regarding required disclosure.

Internal Controls over Financial Reporting

The Company’s management with the participation of its Chief Executive Officer and Chief Financial Offi cer, are
responsible for establishing and maintaining adequate internal control over financial reporting. The Company
evaluated the design and operational effectiveness of its internal controls over financial reporting as defined under NI
52-109 for the year ended February 28, 2010.
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The Company s controls rnclude policies and procedures that

e relate to the maintenance of records that ln reasonable detall accurately and farrly reflect the transactlons and
dlsposrtrons of the assets of the Company; ‘; : -

o provide reasonable assurance that transactiéhs are recorded as necessary to- permrt preparatlon of financial
statements in accordance with GAAP, and that receipts and expenditures of the Company are berng made
only in accordance with authorizations of:the-Company’s management and directors; and -

e provide reasonable assurance regarding:prevention ‘or timely ‘detection of' unauthorized- acqmsrtron use or
disposition of the Company’s assets that: could have a: materral effect on the annual fi nancral statements or
interim fi nancral statements L S o ,

The Company made changes toits mternal control over f‘ nanmal reportrng processes durlng fiscal 2009 that contlnued B
to be applied during fiscal 2010. These changes .included rmplementrng new document control procedures in. .
anticipation of the expansron of the Idaho Cobalt PrOJect o

The Company’s. management |nclud|ng its Chief Executlve Oﬂr icer and Chlef Financial Off icer, has evaluated the
design and operational effectiveness of the Companys internal control over financial reporting using the framework
and criteria established in Internal Control - /ntegrated Framework |ssued by the Committee of Sponsonng
Organizations of the Treadway Commission.

The Company’s management has identified weaknesses in internal controls over financial reporting which are a result
of the limited number of accounting staff at the Company. As such, itis not possible to achieve complete segregation
of duties and there are. resource limitations related to awareness of certain complex accounting and tax matters.
Management and the board of directors work to mltlgate the risk of materlal misstatement by regularly monrtonng the
financial status and reporting. In "addition, when such complex accountlng and technlcal issues arise outside
consulting expertise is engaged. '

Limitation of Controls and Procedures '

The Company’s management, including its Chief Executive Officer and Chief Financial Officer, believe that any
disclosure controls and procedures or internal control over financial reporting, no matter how well conceived and
operated, can provide only reasonable, not absolute, assurance that the objectives of the control system are met.
Further, the design of a control system must reflect the fact that there are resource constraints, and the benefits of
controls must be considered relative to their costs. Because of the inherent limitations in all control systems, they
cannot provide absolute assurance that all control issues and instances of fraud, if any, within the Company have been
prevented or detected. These inherent limitations include the realities that judgments in decision-making can be faulty,
and that breakdowns can occur because of simple error or mistake. Additionally, controls can be circumvented by the
individual acts of some persons, by collusion of two or more people, or by unauthorized override of the controls. The
design of any system of controls also is based in part upon certain assumptions about the likelihood of future events,
and there can be no assurance that any design will succeed in achieving its stated goals under all potential future
conditions. Accordingly, because of the inherent limitations in a cost effective control system, misstatements due to
error or fraud may occur and not be detected. Also, projections of any evaluation of effectiveness to future periods are
subject to the risk that controls may become inadequate because of changes in conditions, or that the degree of
compliance with the policies or procedures may deteriorate.

(c) Additional Information
More information can be found on the Company’s website at www.formationmetals'.com.

The Company will require mine construction financing in an amount consistent with the capital 'e)ipenditUre re'qdirements '
described in the Bankable Feasibility Study.

The Company has moved closer to its goal of becoming America’s sole integrated cobalt miner and_ refiner and has

achieved its goal of becoming a precious metals buillion producer. Currently, the Company is processing various
customers’ material at the refinery and is in ongoing discussions regardrng the processing of additional material.
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At period end, the Company had working capital of $988,024. Subsequent to fiscal year end, the Company completed a
$10.0 million debenture and equity financing. The Company’s ability to conduct its future operations, including the
acquisition, permitting, exploration, and development of mineral properties, is currently based on its ability to raise funds
from equity sources. :

The granting of a permit to commence construction of the Company’s 100% Idaho Cobalt Project and the successful
completion of the $10 million financing will allow the Company to continue to grow stronger, mitigate risk and increase
shareholder value.

Additional information is provided in the Company’s audited consolidated financial statements for the years ended
February 28, 2010, February 28, 2009 and prior years. Information Circulars and Annual Information Forms are also
available at www.sedar.com.
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