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Notes to the consolidated financial statements
For the year ended 31 December 2010

18. Employee benefits (continued)

(c) Share-based payments (continued)

The Employee option plan provides for employees, executives and directors to be granted options over ordinary shares at the

discretion of the Nomination and Remuneration Committee.

Each option is convertible to one ordinary share. The exercise prices of the options, determined in accordance with the Rules

of the plan, are based on the ruling market prices when the options are issued.

All options expire on the earlier of their expiry date or when the holder’s employment ceases unless otherwise approved by
the Remuneration Committee. Options may not be exercised until they are vested and thereafter exercise is conditional on
satisfaction of share price hurdles and the terms of issue. The vesting periods range from six months to four years after

granting. The plan does not represent remuneration for past services.

The terms and conditions of the grants are as follows, whereby all options are settled by physical delivery of shares:

Grant date/employees entitled .Number of .Contract-ual

instruments  life of options
Option grant to key management personnel at 1 March 2006 450,000 4.49 years
Option grant to other personnel at 28 April 2006 192,000 4.46 years
Option grant to other personnel at 24 July 2006 200,000 4.50 years
Option grant to other personnel at 20 December 2006 25,000 4.46 years
Option grant to other personnel at 2 March 2007 80,000 4.40 years
Option grant to other personnel at 2 March 2007 655,000 4.42 years
Option grant to other personnel at 30 May 2007 65,000 4.37 years
Option grant to key management personnel at 1 June 2007 1,500,000 4.54 years
Option grant to key management personnel at 1 June 2007 500,000 4.54 years
Option grant to other personnel at 10 September 2007 30,000 4.35 years
Option grant to other personnel at 27 February 2008 90,000 4.46 years
Option grant to key management personnel at 14 January 2009 60,000 3.52 years
Option grant to other personnel at 14 January 2009 395,500 3.52 years
Option grant to key management personnel at 25 February 2009 175,000 3.35 years
Option grant to other personnel at 25 February 2009 206,000 3.35 years
Option grant to key management personnel at 29 January 2010 600,000 3.54 years
Option grant to other personnel at 29 January 2010 1,546,000 3.54 years
Total share option schemes with all or a portion of options outstanding at 31 6,769,500

December 2010
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Notes to the consolidated financial statements
For the year ended 31 December 2010

18. Employee benefits (continued)

(c) Share-based payments (continued)

The fair value of services received in return for share options granted are measured by reference to the fair value of share
options granted. The estimate of the fair value of the services received is measured based on a Black-Scholes model. The
contractual life of the option is used as an input into this model. During the year ended 31 December 2010, grants of 600,000

options were made to key management personnel (2009: 235,000).

The following table summarises the fair value assumptions of share options granted to key management personnel during the

years ended 31 December 2010 and 2009.

Key management

Key management

personnel personnel
2010 2009

Weighted average fair value at measurement date AS0.09 AS0.06
Weighted average share price AS0.22 AS0.14
Weighted average exercise price AS0.23 AS0.20
Expected volatility (expressed as weighted average used in the modelling under

Black-Scholes model) 62.83% 91.59%
Expected option life (expressed as weighted average used in the modelling

under Black-Scholes model) 3.5 years 3.4 years
Expected dividends - -
Risk-free interest rate (based on national government bonds) 4.66% 2.90% - 3.27%

The expected volatility is based on historic volatility (calculated based on the weighted average remaining life of the share

options), adjusted for any expected changes to future volatility due to publicly available information.

Share options are granted under a service condition and minimum share price hurdles. Such conditions are not taken into
account in the grant date fair value measurement of the services received, however, are considered in assumptions about the
number of options that are expected to become exercisable.

19. Rehabilitation provisions

Consolidated The Company
2010 2009 2010 2009
Current USS$'000 USS$'000 USs$'000 USS'000
Balance at 1 January 3,624 674 - -
Provisions made during the year 156 - - -
Provisions reclassed from non-current classification 8,186 2,589 - -
Provisions used during the year (3,630) (1,464) - -
Provisions revised during the year (51) 1,415 - -
Unwind of discount 286 410 - -
Balance at 31 December 8,571 3,624 - -
Non-current
Balance at 1 January 11,808 12,126 - -
Provisions made during the year 11 - - -
Provisions reclassed to current classification (8,186) (2,589) - -
Provisions used during the year (4) - - -
Provisions revised during the year 900 1,282 - -
Unwind of discount 653 989 - -
Balance at 31 December 5,182 11,808 - -
13,753 15,432 - -
PETSEC ENERGY LTD
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Notes to the consolidated financial statements
For the year ended 31 December 2010

20. Capital and reserves

Share capital

Ordinary shares The Company

In thousands of shares 2010 2009
On issue at 1 January 231,284 154,189
Shares issued for cash - 77,095
On issue at 31 December — fully paid 231,284 231,284

The Company does not have authorised capital or par value in respect of its issued shares.

The holders of ordinary shares are entitled to receive dividends as declared from time to time and are entitled to one
vote per share at meetings of the Company.

Translation reserve

The translation reserve comprises all foreign currency differences arising from the translation of the financial
statements of operations where their functional currency is different to the presentation currency of the reporting
entity.

Cash flow hedge reserve

The hedging reserve comprises the effective portion of the cumulative net change in the fair value of cash flow
hedging instruments related to hedged transactions that have not yet transpired.

Share-based compensation

The share-based compensation represents the value of unvested options issued under the Company’s Employee
Option Plan.

Capital management

The Board’s policy is to maintain an appropriate capital base to sustain future development of the consolidated entity.
This capital base comprises equity and borrowings.

There was no change in the consolidated entity’s approach to capital management during the year.

Neither the Company nor any of its subsidiaries are subject to externally imposed capital requirements.

PETSEC ENERGY LTD
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Notes to the consolidated financial statements
For the year ended 31 December 2010

21. Additional financial instruments disclosures

Foreign exchange exposures

During 2009 and 2010, operating costs were incurred in both Australian and US dollars.

Throughout 2009 and 2010, the consolidated entity held the majority of its liquid funds in US dollars.

Fluctuations in the Australian dollar/US dollar exchange rate have impacted the underlying performance of the
consolidated entity. The consolidated entity’s policy is not to hedge the Australian dollar/US dollar exchange rate risk
as income (cash inflows) and expenses (cash outflows), are predominantly denominated in US dollars, with the
exception of Australian dollar denominated equity funding, consequently surplus funds are primarily held in US
dollars.

Commodity price exposures

The revenue and income of the consolidated entity are affected by changes in natural gas and crude oil prices, and
various financial transactions have been undertaken (purchased put options and swaps involving commaodity prices for
natural gas) to reduce the effect of these changes. The consolidated entity has proved reserves of these commodities
sufficient to cover all these transactions and it only enters into such derivatives to match its anticipated underlying
physical production and reserves. The consolidated entity has limited the term of the transactions and the percentage
of the Company’s expected aggregate oil and natural gas production that may be hedged at any time.

Swaps

In a natural gas swap agreement the consolidated entity receives from the counterparty the difference between the
agreed contracted fixed price and the quoted or published reference settlement price if the latter is lower than the
fixed price. If the reference settlement price is higher than the agreed fixed price, the consolidated entity will pay the
difference to the counterparty. The consolidated entity had no outstanding swaps at 31 December 2010.

Collars

In a collar agreement, a floor price and a ceiling price are established. If there is no cash outlay upon entering a collar
arrangement, it is called a “costless” or “cashless” collar. If quoted reference prices at the specified date (expiration
date) are lower than the floor price, then the counterparty pays the price difference multiplied by the notional
quantity to the consolidated entity. If the quoted reference prices at the specified date are higher than the ceiling
price, then the consolidated entity pays the price difference multiplied by the notional quantity to the counterparty.

At 31 December 2010, the consolidated entity had the following outstanding natural gas hedges in place:

Average Weighted average
Production period Hedge type Daily volume USD Price *
2011 Collars 2,162 MMBtu 6.00 - 7.56

* Floor and ceiling prices for collars.

At 31 December 2009, the consolidated entity had the following outstanding natural gas hedges in place:

Weighted average
Production period Hedge type Daily volume USD Price *
2010 Swaps 6,656 MMBtu 7.43
2011 Collars 2,162 MMBtu 6.00 - 7.56

* Fixed price for swaps and floor and ceiling prices for collars.

The consolidated entity does not use hedge accounting treatment for its collars. Accordingly, changes in the fair value
of the collars are recognised in income immediately.
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Notes to the consolidated financial statements
For the year ended 31 December 2010

21. Additional financial instruments disclosures (continued)
Commodity price exposures (continued)

At 31 December 2010, the consolidated entity had recorded derivative assets of USS1.2 million and derivative
liabilities of nil, representing the fair value of the commodity hedge instruments at that date of which US$1.2 million
of associated net unrealised gains were recognized in income in 2010. At 31 December 2009, the consolidated entity
recorded derivative assets of USS4.3 million and derivative liabilities of nil representing the fair value of the
commodity hedge instruments at that date of which USS4.2 million of associated net gains were deferred in equity,
net of taxes of USS1.5 million. Refer to accounting policy note 3(c).

The fair values for commodity hedge agreements will vary with movements in market prices until the contracts settle.
Credit risk exposures

Credit risk represents the loss that would be recognised if counterparties failed to perform as contracted. The credit
risk on financial assets of the consolidated entity that have been recognised is the carrying amount, net of any
provision for doubtful debts. The consolidated entity has assessed that the counterparties credit ratings determined
by a recognised ratings agency remains acceptable.

Interest rate risk

The consolidated entity’s variable-rate borrowings are exposed to a risk of change in cash flows due to changes in
interest rates. Investments in equity securities and short-term receivables and payables are not exposed to interest
rate risk.

During 2009, the consolidated entity held an interest rate swap; effectively converting the variable rate interest on the
second lien term loan to a fixed rate of 10.4% per annum through 31 December 2009. The interest rate swap had a
notional amount matching the outstanding balance of the subordinated term loan. Under the swap agreement, the
consolidated entity received a floating interest rate based on the three-month LIBOR rate and paid a fixed rate of
4.15%. There were no interest rate swaps in place during 2010 or in respect of future years.

The consolidated entity determined that interest rate swap agreements outstanding at 31 December 2009 were highly
effective and thus qualified for hedge accounting treatment. Accordingly, in 2009, gains or losses on the swaps were
included in interest expense upon each monthly settlement.

Sensitivity analysis

In managing commodity price and interest rate risks the consolidated entity aims to reduce the impact of short-term
fluctuations on the consolidated entity’s earnings. However, credit considerations limit the amount of hedging with
derivative instruments that the consolidated entity can enter into. The consolidated entity and the Company do not
use derivative instruments to manage foreign exchange rate risk. Over the longer-term, permanent changes in
commodity prices, interest rates and exchange rates will have an impact on profit.

The estimated impact of a 10 per cent change in the average commodity price for the year ended 31 December 2010
would have increased or decreased the consolidated entity’s profit or loss by US$800,000 (2009: US$692,000)
excluding potential impact of impairments. The estimated impact of a change of 100 basis points in interest rates
would have increased or decreased the consolidated entity’s profit or loss by US$145,000 (2009: US$39,000). The
estimated impact of a 10 per cent change in the USD/AUD exchange rates would have increased or decreased the
consolidated entity’s and the Company’s profit or loss by US$223,000 (2009: US$215,000).

PETSEC ENERGY LTD
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Notes to the consolidated financial statements
For the year ended 31 December 2010

21. Additional financial instruments disclosures (continued)
Fair values of financial assets and liabilities

The fair values of financial assets and liabilities, together with the carrying amounts shown in the balance sheet, are as
follows:

Consolidated 2010 2009
Carrying Carrying
amount Fair value amount Fair value
Note USS$'000 USS$'000 USS$'000 USS$'000
Trade and other receivables 2,816 2,816 4,302 4,302
Cash and restricted cash deposits 23,073 23,073 25,356 25,356
Natural gas hedge contracts:

Assets 1,247 1,247 4,291 4,291
Secured bank loans (28,919) (29,175) (28,434) (29,400)
Trade and other payables (4,157) (4,157) (6,278) (6,278)

(5,940) (6,196) (763) (1,729)
Unrecognised loss (256) (966)

The carrying values of all other financial assets and liabilities are estimated to approximate fair value because of their short
maturity.

The carrying amounts shown in the balance sheet of the Company are equal to fair value.
22. Operating leases
Leases as lessee

Non-cancellable operating lease rentals are payable as follows:

Consolidated The Company
2010 2009 2010 2009
USS$'000 USS$'000 US$'000 USS'000
Less than one year 418 524 172 144
Between one and five years 329 917 177 300
747 1,441 349 444

The consolidated entity leases office space in Australia and the USA under operating leases. The leases typically run for a
period of 3 to 5 years. Lease payments are subject to review every year to reflect market rentals. None of the leases includes
contingent rentals.

One of the leased properties has been sublet by the consolidated entity. The lease and subleases expire in 2012. Sub-lease
payments of A$27,000 are expected to be received during the following financial year.

During the year ended 31 December 2010, US$1,197,000 was recognised as an expense in the income statement in respect of
operating leases (2009: US$1,538,000). USS$25,000 (2009: USS$28,000) was recognised as income in the income statement in
respect of sub-leases.

PETSEC ENERGY LTD
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Notes to the consolidated financial statements
For the year ended 31 December 2010

23. Capital and other commitments

Consolidated The Company
2010 2009 2010 2009
US$'000 Uss'000 US$'000 USS'000
Capital expenditure commitments
Exploration, evaluation and development expenditure
Contracted but not provided for and payable:
Within one year 1,216 2,205 - -
One year or later and no later than five years 624 348 - -
1,840 2,553 - -
Joint operating arrangements commitments
Share of capital commitments of the joint operating
arrangements:
Within one year 1,356 396 - -

24. Contingencies and legal matters

The consolidated entity is a defendant from time to time in legal proceedings. Where appropriate the consolidated entity
engages legal counsel.

The production, handling, storage, transportation and disposal of oil and natural gas, by-products thereof and other
substances and materials produced or used in connection with oil and natural gas operations were subject to regulation under
U.S. federal, state and local laws and regulations primarily relating to protection of human health and environment. To date,
expenditure related to complying with these laws and for remediation of existing environmental contamination has not been
significant in relation to the results of operations of the Company.

The Company’s U.S. subsidiary, Petsec Energy Inc. (“PEI”) is required to provide bonding or security for the benefit of U.S.
regulatory authorities and lease owners in relation to its obligations to pay lease rentals and royalties, the plugging and
abandonment of oil and natural gas wells, and the removal of related facilities. As of 31 December 2010, the consolidated
entity was contingently liable for US$10,075,000 of surety and supplemental bonds (2009: US$10,575,000) issued through a
surety company to secure those obligations. US$6,625,000 of these bonds were collateralised by letters of credit.

In the corresponding period, US$6,625,000 of these bonds were collateralised by letters of credit and a further US$1,635,000
in letters of credit collateralised PEI’s obligations to a joint venture partner.

PETSEC ENERGY LTD
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Notes to the consolidated financial statements
For the year ended 31 December 2010

25. Deed of cross guarantee

Pursuant to an ASIC Class Order 98/1418 dated 13 August 1998, relief is granted to certain wholly owned Australian
subsidiaries of the Company from the Corporations Act requirements for preparation, audit, and publication of Financial
Reports and Directors’ Reports.

It is a condition of the Class Order that the Company and each of its subsidiaries enter into a Deed of Cross Guarantee
Indemnity. The effect of the deed is that the Company guarantees to each creditor payment in full of any debt in the event of
winding up of any of the subsidiaries under certain provisions of the Corporations Act. If a winding-up occurs under other
provisions of the Act, the Company will only be liable in the event that after six months any creditor has not been paid in full.
The subsidiaries have also given similar guarantees in the event that the Company is wound up.

The subsidiaries subject to the Deed are:
e Petsec Investments Pty. Limited
e Petroleum Securities Pty. Limited
e Najedo Pty. Ltd
e Petroleum Securities Share Plan Pty Limited
e Laurel Bay Petroleum Limited
e Ginida Pty. Limited
e  Western Medical Products Pty. Limited

A consolidated income statement and consolidated balance sheet, comprising the Company and subsidiaries which are a party
to the Deed, after eliminating all transactions between parties to the Deed of Cross Guarantee, as at 31 December 2010 and
2009, is set out as follows:

Summarised income statement and retained earnings/(accumulated losses)

Consolidated

2010 2009

US$000 US$000

Retained earnings/(accumulated losses) at beginning of year (79,044) (23,455)
Profit/(loss) after related income tax expense (51,858) (55,589)
Retained earnings/(accumulated losses) at end of year (130,902) (79,044)

PETSEC ENERGY LTD
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Notes to the consolidated financial statements

For the year ended 31 December 2010

25. Deed of cross guarantee (continued)

Balance sheet

Assets

Cash and cash equivalents
Other receivables
Prepayments

Total current assets

Loan receivable from controlled entities
Other financial assets

Other investments

Property, plant and equipment

Total non-current assets

Total assets

Liabilities

Trade and other payables
Employee benefits provision
Total current liabilities

Employee benefits provision
Total non-current liabilities
Total liabilities

Net assets

Equity

Issued capital

Reserves

Retained earnings/(accumulated losses)
Total equity

Consolidated

2010 2009
US$000 US$000
12,817 17,182
3,969 1,325
116 79
16,902 18,586
26,592 20,710
8,178 6,468
39,509 85,516
38 41
74,317 112,735
91,219 131,321
322 788

35 37

357 825
233 377
233 377
590 1,202
90,629 130,119
184,783 184,027
36,748 25,136
(130,902) (79,044)
90,629 130,119
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Notes to the consolidated financial statements
For the year ended 31 December 2010

26. Consolidated entities

Ownership interest

Country of 2010 2009
Incorporation % %

Parent entity
Petsec Energy Ltd
Significant subsidiaries
Petsec Investments Pty. Limited Australia 100 100
Petroleum Securities Pty. Limited Australia 100 100
Najedo Pty. Limited Australia 100 100
Petroleum Securities Share Plan Pty. Limited Australia 100 100
Petsec America Pty. Limited Australia 100 100
Petsec (U.S.A.) Inc. USA 100 100
Petsec Petroleum LLC USA 100 100
Petsec Energy Inc. USA 100 100
Petsec Exploration and Production LLC ! USA 100 -
Laurel Bay Petroleum Limited Australia 100 100
Ginida Pty. Limited Australia 100 100
Western Medical Products Pty. Limited Australia 100 100

! Holds the consolidated entity’s interests in the Marathon Prospect.

All entities carry on business in the country where they were incorporated with the exception of Petsec Petroleum LLC, which
holds the consolidated entity’s interests in the Beibu Gulf, China.

PETSEC ENERGY LTD
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Notes to the consolidated financial statements
For the year ended 31 December 2010

27. Segment reporting
The consolidated entity operates in the oil and gas industry.

Segment information is presented in the consolidated financial statements in respect of the consolidated entity’s geographic segments, which reflects the presentation of information
to the chief operating decision maker.

Segment results include items directly attributable to a segment as well as those that can be allocated on a reasonable basis. Segment acquisition of property, plant and equipment,
intangibles and exploration, evaluation and development assets is the total cost incurred during the period to acquire segment assets that are expected to be utilised for more than
one period.

In presenting information on the basis of geographical segments, segment revenue and assets are based on the geographical location of operations.

Australia USA China Consolidated

2010 2009 2010 2009 2010 2009 2010 2009

US$’000 US$’000 Us$’000 US$’000 US$’000 USS$’000 US$’000 USS$’000

Oil and gas sales and royalties - - 31,061 57,124 - - 31,061 57,124

Royalties paid - - (3,981) (5,088) - - (3,981) (5,088)

Net revenues after royalties * - - 27,080 52,036 - - 27,080 52,036

Segment result from continuing operations (1,342) (2,098) (19,902) (4,495) (404) (464) (21,648) (7,057)

Income tax benefit (13,589) (7,842)

Profit after tax (35,237) (14,899)
Depreciation, depletion, amortisation and

rehabilitation 13 12 12,483 20,970 - - 12,496 20,982

Dry hole, impairment and abandonment expense - - 19,456 10,316 (6) (5) 19,450 10,311

Seismic and repair expense - - 533 1,561 - - 533 1,561

Segment assets 12,993 17,331 63,424 100,393 13,662 12,933 90,079 130,657

Acquisition of property, plant and equipment and
exploration, evaluation and development assets 10 6 11,323 9,266 606 1,291 11,939 10,563
* There are no inter-segment sales
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Notes to the consolidated financial statements
For the year ended 31 December 2010

27. Segment reporting (continued)

Australia USA China Consolidated
2010 2009 2010 2009 2010 2009 2010 2009
Us$’000 Uuss’000 US$’000 Uuss’000 US$’000 Uuss’000 US$’000 USS’000
Segment liabilities 589 1,203 45,963 48,760 686 742 47,238 50,705
Cash flows from operating activities (1,707) (1,566) 3,942 30,060 (394) (451) 1,841 28,043
Cash flows from investing activities (10) (5) (11,198) (8,876) (719) (1,291) (11,927) (10,172)
Cash flows from financing activities - 13,655 (225) (21,100) - - (225) (7,445)
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Notes to the consolidated financial statements
For the year ended 31 December 2010

28. Interests in unincorporated joint operating arrangements

Included in the assets of the consolidated entity are the following items which represent the consolidated entity’s interest in
the assets and liabilities in joint operating arrangements:

Consolidated

2010 2009
Assets US$’000 USS’000
Exploration, evaluation and development expenditure — Tangible:
Leases now in production
Producing leases — at cost 138,230 141,307
Less: accumulated amortisation and impairment (102,391) (91,389)
35,839 49,918
Represented by the following lease carrying values:
- Main Pass 270 24,691 34,359
- Main Pass 19 8,724 15,205
- Mobile Bay Area - 354
- Onshore Louisiana 2,424 -
35,839 49,918
Leases not yet in production
- Block 22/12 Beibu Gulf, China 12,315 11,630
- Other Gulf of Mexico leases 110 -
12,425 11,630
Total exploration, evaluation and development expenditure — Tangible 48,264 61,548
Exploration and evaluation expenditure — Intangible:
Not in production
- Block 22/12 Beibu Gulf, China 1,338 1,301
- Onshore Louisiana 2,814 2,814
- Other Gulf of Mexico leases 2,640 314
Total exploration, evaluation and development expenditure — Intangible 6,792 4,429

Consolidated

2010 2009
Liabilities Us$’000 Uss$’000
Rehabilitation provision:

- Main Pass 19 1,340 1,217
- Mobile Bay Area 4,836 3,463
- Main Pass 270 336 300
- Onshore Louisiana 711 588
- Other Gulf of Mexico leases - 57
7,223 5,625
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Notes to the consolidated financial statements
For the year ended 31 December 2010

28. Interests in unincorporated joint operating arrangements (continued)

Consolidated

The contribution of the consolidated entity’s joint operating arrangements to EBIT 2010 2009

(including exploration write-offs and impairments; and excluding the effects of US$’000 usSs’000
hedging):

- Main Pass 19 (5,215) 979

- Mobile Bay Area (1,317) (4,981)

- Main Pass 270 (6,882) 2,391

- Main Pass 20 Deep #4 well (2,860) -

- Block 22/12 Beibu Gulf, China (404) (485)

- Onshore Louisiana 1,357 (3,566)

- Other Gulf of Mexico leases 230 297

(15,091) (5,365)

The principal activity of all the joint operating arrangements is oil & gas exploration. Listed below is the name of each of the
joint operating arrangements and the percentage working interest held in the joint operating arrangement by the
consolidated entity as at and during the year ended 31 December:

Interest held Interest held

2010 2009

- Main Pass 19 55.00% 55.00%
- Mobile Bay Area 40.00% to 50.00% 40.00% to 50.00%
- Main Pass 270 25.00% 25.00%
- Block 22/12 Beibu Gulf, China 12.25% to 25.00% 25.00%
- Onshore Louisiana 10.00% to 80.00% 46.00% to 80.00%
- Other Gulf of Mexico leases 25.00% to 50.00% 25.00% to 54.00%
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Notes to the consolidated financial statements
For the year ended 31 December 2010

29. Wholly owned areas of interest

Included in the assets and liabilities of the consolidated entity are the following items which represent the consolidated
entity’s wholly owned areas of interest:

Consolidated

2010 2009
Assets Us$’000 USS$’000
Exploration, evaluation and development expenditure — Tangible:
Leases now in production
Producing leases — at cost 47,778 107,379
Less: accumulated amortisation and impairments (41,801) (94,175)
5,977 13,204
Represented by the following lease carrying values:
- Main Pass 18 5,348 9,826
- Chandeleur 31/32 629 3,378
5,977 13,204
Not in production
- Spare equipment 143 503
- Other Gulf of Mexico leases - 17
143 520
Total exploration, evaluation and development expenditure — Tangible 6,120 13,724
Exploration and evaluation expenditure - Intangible :
Not in production
- Main Pass 91 - 1,247
- North Padre Island 929/934 - 1,241
- Other Gulf of Mexico leases 552
Total exploration and evaluation expenditure - Intangible 552 2,488
Non-current liabilities
Rehabilitation provision:
- Vermilion 258 - 3,081
- Main Pass 18 134 126
- Main Pass 20 3,516 3,996
- Chandeleur 31/32 2,880 2,604
6,530 9,807
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Notes to the consolidated financial statements
For the year ended 31 December 2010

29. Wholly owned areas of interest (continued)

Consolidated

2010 2009
US$’000 USS$’000
The contribution of the consolidated entity’s areas of interest to EBIT
(including exploration write-offs and impairments; and excluding the
effects of hedging):
- Chandeleur 31/32 786 2,399
- Main Pass 18 (965) (1,355)
- Main Pass 20 (245) (1,227)
- Other Gulf of Mexico leases (2,745) (3,388))
- Spare equipment (359) -
(3,528) (3,571)
30. Reconciliation of cash flows from operating activities
Consolidated The Company
2010 2009 2010 2009
US$'000 USS$'000 USS$'000 USS'000
Cash flows from operating activities
Profit/(loss) for the period (35,237) (14,899) (51,856) (55,586)
Adjustments for:
Depreciation, depletion & amortisation and rehabilitation 12,496 20,982 13 12
Dry-hole, impairment and abandonment expense 19,450 10,311 - -
Repair expense 142 458 - -
Net movement in provisions against investments and
loans to controlled entities - - 52,086 56,332
Management fee income - - (857) (905)
Dividend income - - (2,787) (3,075)
Net foreign exchange losses/(gains) (368) 101 1,741 1,454
Net loss/(gain) on property, plant and equipment 5 36 4 -
Share-based payment expenses 173 323 76 84
Operating profit before changes in working capital and (3,339) 17,312 (1,580) (1,684)
provisions
Decrease/(increase) in restricted cash deposits (5,700) - - -
Decrease/(Increase) in receivables and prepayments 2,123 3,084 (2,681) (210)
Decrease/(Increase) in deferred tax assets 12,513 4,812 - -
(Decrease)/Increase in payables and provisions (3,756) 2,835 3,532 1,437
Net cash from operating activities 1,841 28,043 (729) (457)
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Notes to the consolidated financial statements
For the year ended 31 December 2010

31. Related parties

The following were key management personnel of the consolidated entity at any time during the reporting period
and unless otherwise indicated were key management personnel for the entire period:

Non-executive director Executive director
D A Mortimer T N Fern (Chairman and Managing Director)
M L Harvey

P E Power — Retired from Board on 21 May 2010

Executives

R A Keogh (President, Petsec Energy Inc.)

R Krenzke (Executive Vice President Exploration, Petsec Energy Inc.)

D Swords (General Counsel/Corporate Secretary, Petsec Energy Inc.)

F Steele (Vice President Land, Petsec Energy Inc.) — Resigned 26 July 2010

F Robertson (Chief Financial Officer, Petsec Energy Ltd)

P Gahdmar (Company Secretary and Group Financial Controller, Petsec Energy Ltd)

Key management personnel compensation

The key management personnel compensation included in personnel expenses (see note 6) is as follows:

Consolidated The Company
2010 2009 2010 2009
uUssS uss uUssS uss
Wages and salaries 1,034,703 954,680 230,383 234,371
Service agreements for executives 823,699 653,888 823,699 653,888
Superannuation & 401(k) plans 104,783 54,183 18,639 18,783
Retirement benefits 179,049 23,700 179,049 23,700
Share-based payment compensation 164,672 222,307 98,390 112,149
Other benefits 132,962 98,908 32,959 29,890

2,439,868 2,007,666 1,383,119 1,072,781

Individual directors and executives compensation disclosures

Information regarding individual directors’ and executives’ compensation and some equity instruments disclosures as
permitted by Corporations Regulations 2M.3.03 and 2M.6.04 are provided in the Remuneration Report section of the
Directors’ Report on pages 15 to 22.

Apart from the details disclosed in this note, no director has entered into a material contract with the Company or
consolidated entity since the end of the previous financial year and there were no material contracts involving
directors’ interests existing at year-end.

Non-executive directors appointed prior to 2003 are entitled to receive a retirement benefit that is equivalent to the
remuneration received in the three years prior to retirement. Incoming non-executive directors appointed thereafter
are not entitled to receive retirement benefits in accordance with the recommendations made by the ASX Corporate
Governance Council. Directors’ retirement obligations are presently US$198,000 in total (2009: USS268,000).
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For the year ended 31 December 2010

31. Related parties (continued)
Transactions with key management personnel

Key management personnel of the Company and their immediate relatives control approximately 17.3 percent of the
voting shares of the Company. No loans were made to key management personnel during the year and no such loans
were outstanding.

The aggregate amounts recognised during the year relating to key management personnel and their personally
related entities, were a total expense of US$824,000 (2009: US$654,000). Refer to Remuneration Report for further
details.

Assets and liabilities arising from the above related party transactions

2010 2009
US$’000 USS$’000

Current liabilities
Related party payables 3 5

Other related party disclosures
Information relating to subsidiaries is set out in Note 26.
Refer to Notes 5 and 9 for information regarding related party transactions during the year.

Refer to Notes 12 and 16 for information regarding balances outstanding with subsidiaries at year-end.
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Notes to the consolidated financial statements
For the year ended 31 December 2010

31. Related parti

es (continued)

Options and rights over equity instruments

The movement during the reporting period in the number of options over ordinary shares in Petsec Energy Ltd held,

directly, indirectly or beneficially, by each key management person, including their related parties, is as follows:

Vested and
Granted exercisable
Held at as Held at31 Vested at 31
1January compen- Other December during December
2010 sation Exercised changes ! 2010 the year 2010
Directors
T Fern 2,000,000 - - - 2,000,000 500,000 -
Executives
R Keogh 1,150,000 - - (1,000,000) 150,000 50,000 50,000
R Krenzke - - - - - - -
D Swords 310,000 200,000 - (250,000) 260,000 20,000 20,000
F Steele 2 200,000 200,000 - (400,000) - - -
F Robertson 225,000 - - - 225,000 56,250 -
P Gahdmar 100,000 200,000 - (75,000) 225,000 8,333 8,333
Vested and
Granted exercisable
Held at as Held at31 Vested at31
1January compen- Other December during December
2009 sation Exercised changes ! 2009 the year 2009
Directors
T Fern 2,000,000 - - - 2,000,000 500,000 -
Executives
R Keogh 1,000,000 150,000 - - 1,150,000 250,000 -
R Krenzke - - - - - -
F Steele 200,000 - - - 200,000 50,000 -
D Swords 250,000 60,000 - - 310,000 62,500 125,000
F Robertson 225,000 - - - 225,000 56,250 -
P Gahdmar 75,000 25,000 - - 100,000 18,750 -
CJones? 225,000 - - (225,000) - - -

1

2

3

Mr F Steele resigned on 26 July 2010.
Mr C Jones resigned on 5 March 2009.

Other changes represent options that expired or were forfeited during the year.

No options held by key management personnel are vested but not exercisable at 31 December 2009 or 2010.

Key management personnel related parties held no options.
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For the year ended 31 December 2010

31. Related parties (continued)

Movements in shares

The movement during the reporting period in the number of ordinary shares in Petsec Energy Ltd held, directly,
indirectly or beneficially, by each key management person, including their related parties, is as follows:

Sales/
Held at Rights Received Disposal of Held at 31
1 January Issue on exercise relevant December
2010 Entitlement  Purchases of options interest 2010
Directors

T Fern 28,826,876 - - - - 28,826,876
D Mortimer 9,326,550 - - - - 9,326,550
M Harvey = = = = = =

Executives
R Keogh 1,612,500 - - - - 1,612,500
R Krenzke - - 250,000 - - 250,000
D Swords - - - - - -
F Robertson 172,625 - - - - 172,625
P Gahdmar 120,000 - - - - 120,000

Received Sales/
Held at Rights on Disposal of Held at 31
1 January Issue exercise relevant December
2009 Entitlement Purchases of options interest 2009
Directors

T Fern 24,825,549 12,412,775 - - 8,411,448 28,826,876
D Mortimer 610,068 305,034 8,411,448 - - 9,326,550
P Power * 225,323 112,662 - - - 337,985
M Harvey - - - - - -

Executives
R Keogh 1,075,000 537,500 - - - 1,612,500
F Steele - - - - - -
D Swords - - - - - -
F Robertson 115,083 57,542 - - - 172,625
P Gahdmar 40,000 40,000 40,000 - - 120,000

1 DrPower retired from the Board on 21 May 2010.

2 Mr Steele resigned on 26 July 2010.

No shares were granted to key management personnel during the reporting period as compensation in 2009 or

2010.
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For the year ended 31 December 2010

32. Events subsequent to balance date

Other than any matter disclosed, there have been no other events subsequent to balance date that would have a material effect on
the consolidated entity’s financial statements at 31 December 2010.
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Directors' Declaration

1

In the opinion of the directors of Petsec Energy Ltd (“the Company”):

(a) the financial statements and notes and the Remuneration report in the Directors’ Report, set out on pages 15 to 74,
are in accordance with the Corporations Act 2001 including:

(i) giving a true and fair view of the financial position of the Company and the consolidated entity as at 31
December 2010 and of their performance, as represented by the results of their operations and their
cash flows, for the year ended on that date; and

(ii) complying with Australian Accounting Standards and the Corporations Regulation 2001; and

(b) the financial report also complies with International Financial Reporting Standards as disclosed in note 2, and

(c) there are reasonable grounds to believe that the Company will be able to pay its debts as and when they become
due and payable.

There are reasonable grounds to believe that the Company and the controlled entities identified in Note 25 will be able
to meet any obligations or liabilities to which they are or may become subject to by virtue of the Deed of Cross

Guarantee between the Company and those controlled entities pursuant to ASIC Class Order 98/1418.

The directors have been given the declarations required by Section 295A of the Corporations Act 2001 from the chief
executive officer and chief financial officer for the financial year ended 31 December 2010.

Signed in accordance with a resolution of the directors:

SR N

Terrence N. Fern
Director

Sydney, 28 February 2011
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I ndependent auditor’sreport to the member s of Petsec Energy Limited
Report on thefinancial report

We have audited the accompanying financial report of Petsec Energy Ltd (the Company), which
comprises the balance sheets as at 31 December 2010, and statements of comprehensive income,
statements of changes in equity and statements of cash flows for the year ended on that date, notes 1 to
32 comprising asummary of significant accounting policies and other explanatory information and the
directors declaration of the company and the Group comprising the company and the entities it
controlled at the year’s end or from time to time during the financial year.

Directors' responsibility for the financial report

The directors of the company are responsible for the preparation of the financial report that gives atrue
and fair view in accordance with Australian Accounting Standards and the Cor porations Act 2001 and
for such internal control as the directors determine is necessary to enable the preparation of the financial
report that is free from material misstatement whether due to fraud or error. In note 2, the directors also
state, in accordance with Australian Accounting Standard AASB 101 Presentation of Financial
Satements, that the financial statements of the Group comply with International Financial Reporting
Standards.

Auditor’ s responsibility

Our responsibility isto express an opinion on the financial report based on our audit. We conducted our
audit in accordance with Australian Auditing Standards. These Auditing Standards require that we
comply with relevant ethical requirements relating to audit engagements and plan and perform the audit
to obtain reasonabl e assurance whether the financial report is free from material misstatement.

An audit involves performing procedures to obtain audit evidence about the amounts and disclosuresin
the financial report. The procedures selected depend on the auditor’ s judgement, including the
assessment of the risks of material misstatement of the financial report, whether due to fraud or error. In
making those risk assessments, the auditor considers internal control relevant to the entity’ s preparation
of the financial report that gives atrue and fair view in order to design audit procedures that are
appropriate in the circumstances, but not for the purpose of expressing an opinion on the effectiveness
of the entity’sinternal control. An audit also includes evaluating the appropriateness of accounting
policies used and the reasonabl eness of accounting estimates made by the directors, aswell as
evaluating the overall presentation of the financial report.

We performed the procedures to assess whether in all material respects the financial report presents
fairly, in accordance with the Corporations Act 2001 and Australian Accounting Standards, atrue and
fair view which is consistent with our understanding of the Company’ s and the Group’s financia
position and of their performance.

We believe that the audit evidence we have obtained is sufficient and appropriate to provide abasis for
our audit opinion.

Independence

In conducting our audit, we have complied with the independence requirements of the Corporations Act
2001.

PETSEC ENERGY LTD
76



Auditor’s opinion
In our opinion:

(@ thefinancia report of Petsec Energy Ltd isin accordance with the Corporations Act 2001,
including:

(i) giving atrue and fair view of the Company’s and the Group’s financial position as at 31
December 2010 and of their performance for the year ended on that date; and

(i) complying with Australian Accounting Standards and the Corporations Regulations 2001.

(b) thefinancial report also complies with International Financial Reporting Standards as disclosed in
note 2.

Emphasis of Matter

Without qualifying our opinion, we draw attention to Note 2(d) and Note 17 in the financial report. As
detailed in Note 2(a) the financial report has been prepared on the basis of a going concern. The going
concern basis of preparation assumes that an entity will realise its assets and discharge itsliabilitiesin
the normal course of business.

Asdetailed in Note 17, Petsec Energy Inc (“PEI”), awholly owned subsidiary, has an outstanding $29.2
million subordinated term loan due to be repaid by November 2011. Petsec Energy Ltd has not provided
any guarantee or security in respect of thisloan.

In December 2010, PEI and the lender entered into a memorandum of understanding in relation to the
settlement and extinguishment of the amount outstanding under this facility. PEI continues to work
with the lender in finalising the legal documentation to complete the memorandum of understanding.
During these discussions the lender has extended awaiver over a covenant. The current waiver matures
on 28 February 2011. PEI expectsto obtain a further extension of this waiver.

In the event that the parties are unable to complete the necessary documentation, and settlement and
extinguishment of the amount outstanding under this facility does not eventuate, then PEI as borrower
under this facility is unlikely to have sufficient cash flow to extinguish the liability in full under this
facility in accordance with the current repayment schedule. Whilst the carrying value of PEI’s oil and
gas properties are supported by projections of future cash flows from operations, any forced disposal of
such assets may be at amounts that are significantly less than their respective carrying values as at 31
December 2010. A forced liquidation of PEI’'s assets, or filing by PEI for US Chapter 11 bankruptcy
protection, would represent a fundamental change in the consolidated entity’s balance sheet. This
would aso require further significant write downs against certain of the Company’s receivables and the
Company’ sinvestment in subsidiaries.
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Report on theremuneration report

We have audited the Remuneration Report included in section 20 of the directors' report for the year
ended 31 December 2010. The directors of the company are responsible for the preparation and
presentation of the remuneration report in accordance with Section 300A of the Corporations Act 2001.
Our responsibility isto express an opinion on the remuneration report, based on our audit conducted in
accordance with auditing standards.

Auditor’s opinion

In our opinion, the remuneration report of Petsec Energy Ltd for the year ended 31 December 2010,
complies with Section 300A of the Corporations Act 2001.

I((m¢

KPMG

[\ 2ok

Paul Zammit
Partner

Sydney

28 February 2011
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