
FORM 51-102F4 
BUSINESS ACQUISITION REPORT 

Item 1 Identity of Company 

1.1 Name and Address of Company 

COSTA Energy Inc. (formerly Kelso Energy Inc.) (the "Company") 
2200, 635 – 8th Avenue S.W. 
Calgary, AB  T2P 3M3 
 

1.2 Executive Officer 

The name of the executive officer of the Company who is knowledgeable about the significant acquisition and 
this Report is Ronald E. Newman, President and Chief Executive Officer and his business telephone number 
is (403) 242-5676 ext 427.  

Item 2 Details of Acquisition 

2.1 Nature of Business Acquired 

On March 1, 2006 the Company acquired approximately 98.9% of the outstanding shares of a private 
company, COSTA Resources Ltd. ("COSTA"), and acquired the balance of the outstanding common shares 
thereafter pursuant to the compulsory acquisition provisions of the Business Corporations Act (Alberta). 

COSTA held oil and natural gas producing properties primarily concentrated in the Alderson, Schuler and 
Pembina areas of Alberta.  COSTA's production at the time of acquisition comprised of approximately 76 
barrels of oil equivalent per day (boe/d), including  406 thousand cubic feet per day (mcf/d) of natural gas and 
9 barrels per day (bbls/d) of oil and liquids ( 83 % from the Alderson region, 4 % from the Schuler area and 
13 % from the Pembina area).  The acquisition provides Kelso with increased production, increased reserves 
and an increased undeveloped land position, with a strong balance sheet and total debt consisting of $1 
million of debentures due December 31, 2006. 

The transaction almost doubled the Company’s production from 85 boe/d to 161 boe/d, and increased proven 
reserves by 0.97 bcf of natural gas and 13.0 mbbls of oil and natural gas liquids; and proven and probable 
reserves by 1.17 bcf of natural gas and 20.5 mbbls of oil and natural gas liquids.  Total combined gross 
proved plus probable reserves are 338,600 boes.  These reserve additions were independently evaluated by 
McDaniel & Associates Consultants Ltd. as at December 31, 2005. 

The acquisition also included approximately 1408 net acres of undeveloped land evaluated at $281,600 by 
management of the Company and based primarily upon current prices paid at land sales for properties in the 
immediate vicinity. 

Significant changes were made to the Company’s management team and board of directors.  The new 
management is now Ron Newman as President and CEO, Terry Brooker as Vice President and COO, Bob 
Johnston as Vice President Exploration (the same positions they held in COSTA) and David Campbell as 
CFO.  The board of directors of the Company consists of Curtis Bartlett (Chairman), Terry Brooker, Hugh 
Gillard, Tim Granger, Terry McCoy, Ron Miller and Ron Newman. 

As the directors and management of COSTA have significant influence over the direction of the Company, 
COSTA has been identified as the acquirer for accounting purposes. 
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2.2 Date of Acquisition 

March 1, 2006. 

2.3 Consideration 

The consideration for the acquisition consisted of approximately 53.5 million common shares (approximately 
6.7 million post consolidation) and 9.4 million non-voting shares (approximately 1.2 million post 
consolidation) of the Company. 

2.4 Effect on Financial Position 

On March 17, 2006, the Company announced a proposed share consolidation on the basis of one (1) share for 
eight (8) shares and a proposed name change to COSTA Energy Inc.  A special meeting of the shareholders of 
the Company was held on April 12, 2006 and the share consolidation and name change were approved.  

2.5 Prior Valuations 

Not applicable. 

2.6 Parties to Transaction 

Not applicable. 

2.7 Date of Report 

May 23, 2006. 

Item 3 Financial Statements 

The unaudited pro forma consolidated financial statements of the Company for the year ended December 31, 
2005 are attached as Schedule A to this Report, together with a compilation report prepared by KPMG LLP 
Chartered Accountants, the auditors of COSTA.  The audited consolidated financial statements of COSTA for 
the years ended December 31, 2005 and 2004 are attached as Schedule B to this Report. 

 



 

SCHEDULE A 

UNAUDITED PRO FORMA CONSOLIDATED FINANCIAL STATEMENTS OF COSTA ENERGY INC. 
FOR THE YEAR ENDED DECEMBER 31, 2005 





 

 

8. Recalculated the application of the pro forma adjustments on the balance sheet to the aggregate of 
the amounts in the column captioned “Resources” as at December 31, 2005 and found the amounts 
in the column captioned “Pro forma consolidated” to be arithmetically correct. 

9. Recalculated the application of the pro forma adjustments in the statement of operations to the 
aggregate of the amounts in the columns captioned “Kelso”,  “Resources”, “Dawn”, “Trenton” and 
“618623” for the year ended December 31, 2005 and found the amounts in the column captioned 
“Pro forma consolidated” to be arithmetically correct. 

A pro forma financial statement is based on management assumptions and adjustments which are 
inherently subjective.  The foregoing procedures are substantially less than either an audit or a review, 
the objective of which is the expression of assurance with respect to management’s assumptions, the pro 
forma adjustments, and the application of the adjustments to the historical financial information.  
Accordingly, we express no such assurance.  The foregoing procedures would not necessarily reveal 
matters of significance to the pro forma financial statements, and we therefore make no representation 
about the sufficiency of the procedures for the purposes of a reader of such statements. 

 

(Signed) “KPMG LLP” 
Chartered Accountants 
 
Calgary, Canada 
May 26, 2006 

 
 



 

COSTA ENERGY INC. 
Pro Forma Consolidated Balance Sheet 
(Unaudited) 
As at December 31, 2005  
 
    
   COSTA  Kelso Pro Forma Pro Forma 
  Resources Ltd. Energy Inc. adjustments consolidated 
   Note 2   
Assets 
 
Current assets: 

Cash and cash equivalents   $ 1,802,572 $ 1,609,731 $ (1,131,898) $ 2,280,405 
Accounts receivable  487,536 899,447 (500,089) 886,894 
Income taxes receivable  70,822 - - 70,822 
Prepaid expenses  69,030 52,809 (8,694) 113,145 
   2,429,960 2,561,987 (1,640,681) 3,351,266 

 
Property, plant and equipment  5,084,228 3,942,498 752,741 9,779,467  
    $ 7,514,188  6,504,485 $ (887,940) $ 13,130,733 

 
 
Liabilities and Shareholders’ Equity 
 
Current liabilities: 

Accounts payable and  
 accrued liabilities   $ 1,109,439 $ 1,677,306 $ (989,161) $ 1,797,584  

 
Debenture  - 1,000,000 - 1,000,000 
Asset retirement obligations   200,873 134,843 - 335,716 
Future income taxes   830,731 - (830,731) - 
 

   2,141,043  2,812,149 (1,819,892) 3,133,300 
 

      
Shareholders’ equity: 

Share capital   6,073,934 7,185,503 (2,561,215) 10,698,222 
Contributed surplus   36,316 462,736 (462,736) 36,316 
Deficit  (737,105) (3,955,903) 3,955,903 (737,105) 
   5,373,145  3,692,336 931,952 9,997,433 

   $ 7,514,188  6,504,485 $ (887,940) $ 13,130,733  

 
See accompanying notes to the pro forma consolidated financial statements.



 

COSTA ENERGY INC. 
Pro Forma Consolidated Statement of Operations 
(Unaudited) 
For the year ended December 31, 2005  
 
 
  Costa     
  Resources     Other Pro Forma 
  Ltd. Kelso Dawn Trenton 618623 adjustments consolidated 
 
  Dec. 31, 2005 Dec. 31, 2005 Note 3 Note 3 Note 3 Note 3 
 

 
Revenue: 

Petroleum and natural 
gas sales $ 407,891 $ 1,506,252 $ 1,206,184 $ 62,160 $ 879,951 $  $ 4,062,438 

Royalties  (58,571)  (319,239)  (176,685)  (4,846)  (102,408)    (661,749) 

 349,320 1,187,013 1,029,499 57,314 777,543  3,400,689  
 
Expenses: 

Operating 55,492 378,738 196,170 21,193 186,557  838,150 
General and   

administrative 578,879 1,053,015 64,437 (10,583) 193,167  1,878,915 
Interest 1,330 115,278 35 - -  116,643 
Depletion, amortization      

and accretion  758,136 1,313,772 - - -  113,974 2,185,882 
Other income  (17,003) (43,003) (1,522) (58) (68,934)   (130,520) 

 1,376,834 2,817,800 259,120 10,552 310,790 113,974 4,889,070 
 

Net income (loss) before 
income taxes (1,027,514) (1,630,787) 770,379 46,762 466,753 (113,974) (1,488,381) 

        
 
Income taxes 

Current 98,845 - 80,325 - - (179,170) - 
Future (reduction) (395,876) - 181,929 15,899 158,696 39,352 - 

  (297,031) - 262,254 15,899 158,696 (139,818) - 
 

Net income (loss) $ (730,483) $(1,630,787) $ 508,125 $ 30,863 $ 308,057  25,844 $ (1,488,381) 

 
Net loss per share: 

Basic and diluted   $ (0.12) 

 
See accompanying notes to the pro forma consolidated financial statements. 



 
COSTA ENERGY INC. 
Notes to Pro Forma Consolidated Financial Statements 
(Unaudited) 
 
December 31, 2005  
 
    

1. Basis of presentation: 

Pursuant to an acquisition agreement dated March 1, 2006 (the “Acquisition Agreement”) with 
COSTA Resources Ltd. (“Resources”), COSTA Energy Inc. (“COSTA”, formerly Kelso Energy Inc.) 
acquired 98.9% of the outstanding shares of Resources in exchange for approximately 53 million 
common shares and 9.4 million non-voting shares.  The remaining Resources shares were acquired 
pursuant to the compulsory acquisition procedures available under corporate legislation.  This 
business combination has been accounted for using the purchase method of accounting.  As the 
directors and management of Resources have significant influence over the direction of COSTA, 
Resources has been identified as the acquirer for accounting purposes.  COSTA is a public 
company listed on the TSX Venture Exchange and is engaged in acquisition, exploration, 
development and production of petroleum and natural gas reserves in Canada.  Resources is a 
private company incorporated in Alberta and is engaged in acquisition, exploration, development 
and production of petroleum and natural gas reserves in Canada. 

On October 4, 2005, Resources acquired Dawn Resources Inc. (“Dawn”), Trenton Energy Inc. 
(“Trenton”) and 618623 Alberta Ltd. (“618623”).  This business combination was accounted for using 
the purchase method of accounting.  The fair values of the assets and liabilities of Dawn, Trenton 
and 618623 were added to Resources’ balance sheet as at October 4, 2005.  The results of Dawn, 
Trenton and 618623 were included in the consolidated results of Resources from October 5, 2005 
forward.   

The accompanying unaudited pro forma consolidated financial statements have been prepared by 
management in accordance with Canadian generally accepted accounting principles. 

The unaudited pro forma consolidated balance sheet has been prepared from the unaudited balance 
sheet of COSTA and the audited balance sheet of Resources as at December 31, 2005.  The 
unaudited pro forma consolidated statement of operations for the year ended December 31, 2005 
has been prepared from the unaudited constructed statement of operations of COSTA and the 
audited statement of operations of Resources for the year ended December 31, 2005, and the 
unaudited constructed statement of operations of Dawn, Trenton and 618623 for the period from 
January 1, 2005 to October 4, 2005. 

In the opinion of management, the pro forma consolidated financial statements include all material 
adjustments necessary for a fair presentation in accordance with Canadian generally accepted 
accounting principles.   

Accounting policies used in the preparation of the pro forma consolidated financial statements are in 
accordance with those disclosed in Resources’ audited consolidated financial statements as at and 
for the year ended December 31, 2005. 

The pro forma consolidated financial statements are not necessarily indicative either of the results 
that actually would have occurred if the events reflected herein had taken place on the dates 
indicated or of the results that may be obtained in the future. 



COSTA ENERGY INC. 
Notes to Pro Forma Consolidated Financial Statements, page 2 
(Unaudited) 
 
December 31, 2005  
 
  

 

1. Basis of presentation (continued): 

It is the recommendation of management that this financial information should be read in conjunction 
with the financial statements and notes thereto incorporated in this document. 

2.  Pro forma transaction and assumptions (December 31, 2005): 

The pro forma consolidated balance sheet gives effect to the following transaction and adjustments 
as if they occurred on December 31, 2005. 

The completion of the acquisition of Resources by COSTA, and the issuance of 3.397 common 
shares for every common share of Resources and 3.397 non-voting shares for every non-voting 
share of COSTA.  In the acquisition, Resource shareholders received 53,537,821 COSTA common 
shares and 9,419,402 non-voting shares.  Costs incurred by Resources relating to the transaction 
are estimated at $78,759.  As the former shareholders of Resources have acquired control over  
COSTA, the transaction has been accounted for as a reverse take over of COSTA by Resources 
following the purchase method as follows: 

  
  

  
Fair value of net assets acquired: 
 Cash and cash equivalents $ 477,833 
 Property, plant and equipment  4,695,239  
 Asset retirement obligations  (134,843) 
 Non - cash working capital (deficiency)  (165,913) 
 Debenture  (1,000,000) 
 Future income tax asset  830,731 
   $ 4,703,047 
 

 
Common and non-voting shares issued $ 4,624,288 
Transaction costs  78,759 
   $ 4,703,047 
 

The above represents management’s allocation of the purchase price.  The final determination of the 
cost of the acquisition and the allocations thereof for the fair values is still pending. 

Cash and working capital reflect estimated changes to the closing date. 



COSTA ENERGY INC. 
Notes to Pro Forma Consolidated Financial Statements, page 3 
(Unaudited) 
 
December 31, 2005  
 
  

 

3. Pro forma transaction and assumptions (Year ended December 31, 2005): 
 

The pro forma combined statement of operations for the year ended December 31, 2005 gives effect 
to the transaction and adjustments referred to above in note 2 effective January 1, 2005 as well as 
the following: 

(i) The operating income from Dawn, Trenton and 618623 for the period January 1, 2005 to 
October 4, 2005. 

(ii) A provision for depletion, depreciation and asset retirement obligation based upon combined 
reserves, production and cost of the oil and gas properties under the full cost method of 
accounting.  

(iii) The provision for income taxes has been recalculated to include all of the adjustments at 
33.62%.  A valuation allowance to reduce income taxes to nil has been taken. 

(iv) Loss per share has been based on the following historical weighted average of COSTA shares 
as if the acquisitions had taken place on January 1, 2005.  The pro forma share capital is as 
follows: 

 
  Number Amount 
 
Authorized: 

Unlimited voting and non-voting common shares without par value    
 
Issued as at December 31, 2005 – COSTA  48,715,648 $ 7,185,503 

   
Elimination of COSTA share capital amount     (7,185,503) 
Resources share capital    6,073,934 
Shares issued for acquisition  62,957,223  4,624,288 
One-for-eight share consolidation (97,713,762) - 

Pro forma balance – December 31, 2005  13,959,109 $ 10,698,222 
 
Pro forma weighted average number of shares 

Basic and diluted 12,682,188    
     

The outstanding Resources stock options will be converted into COSTA stock options using the 
conversion ratio in note 2 above. 

 



COSTA ENERGY INC. 
Notes to Pro Forma Consolidated Financial Statements, page 4 
(Unaudited) 
 
December 31, 2005  
 
  

 

4. Construction of Kelso Energy Inc. Pro Forma Income Statement for the Year ended December 
31, 2005 

 
 

      
  Year ended Six Months Six Months Six Months Year ended 
  Ended Ended Ended Ended Ended 
  Jun 30, 2005 Dec 31, 2004 Jun 30, 2005 Dec 31, 2005 Dec 31, 2005 
 

 
Revenue: 

Petroleum and natural 
gas sales $ 993,275 $ 406,296 $ 586,979 $ 919,273 $ 1,506,252 

Royalties  (238,260)  (98,621)  (139,639)  (179,600)  (319,239) 

  755,015 307,675 447,340  739,673 1,187,013 
 

Expenses: 
Operating  301,023  91,728  209,295  169,443  378,738 
General and   

administrative  966,489  436,202  530,287  522,728  1,053,015 
Interest  95,836  40,486  55,350  59,928  115,278 
Depletion, amortization      

and accretion  1,159,253  731,825  427,428  886,344  1,313,772 
Other income  (58,171)  (36,045)  (22,126)  (20,877)  (43,003) 

  2,464,430 1,264,196 1,200,234  1,617,566 2,817,800 
 

Net loss before 
income taxes  (1,709,415) (956,521) (752,894) (877,893) (1,630,787)  

        
 

Income taxes 
Current  (1,062,600)  (1,062,600)  -  -  - 
Future (reduction)  - - - - -  

  (1,062,600) (1,062,600) -  - - 
 

Net income (loss)  (646,815) 106,079  (752,894) (877,893) (1,630,787) 

 

December 31, 2004 figures were subtracted from June 30, 2005 figures to construct the six months 
ended June 30, 2005.  These figures were added to the figures for the six months ended December 
31, 2005 to construct the year ended December 31, 2005 figures. 

 



 

SCHEDULE B 

AUDITED ANNUAL FINANCIAL STATEMENTS OF COSTA RESOURCES LTD. FOR THE YEARS 
ENDED DECEMBER 31, 2005 AND 2004 


