LOON ENERGY INC.
QUARTERLY REPORT

THIRD QUARTER REPORT
For the periods ended September 30,2004

REPORT TO SHAREHOLDERS

During the third quarter, two wells were drilled or drilling
on Loon’s acreage in Slovenia.The first was the Pt-123 gas
well which was drilled to total depth during the quarter.
The second was the D-14 well which was still drilling at the
end of the quarter.

HIGHLIGHTS

Pt-123 Well

This was the first well drilled by Loon and partners in
Slovenia. The well was spud on July 27 and reached total
depth of 2,080 metres on August 10. Completion opera-
tions began in the latter part of September. A six metre
thick sand in the Lovaszi Formation production tested at a
stabilized rate of 600 Mcfd after a two day production test
in early October.Loon’s first commercial production of gas
started in mid-November when the well was placed on
production at an initial rate of 350 Mcfd. The well will be
produced for approximately three months after which it
will be shut-in for a brief period to conduct a pressure
buildup test to enable a more precise determination of
reserves. Current estimates of potential gas reserves in the
pool tapped by the Pt-123 well, based on mapping, range
from 2 Bcf to 4 Bcf for the producing zone. Loon paid 40%
of the costs of the Pt-123 well for a 38% interest before
payout and a 30% interest after payout.

D-14 Well

The D-14 well was spud on August 29 and reached a total
depth of 2,805 metres on October 7. Drilling and logging
of the well indicated numerous potential gas zones.
Completion of the well, including fracture stimulation, is
scheduled for later in the year.

The well was 100% funded by Grove Energy Limited as
part of its earn-in obligation which called for expenditures
by Grove of 4.2 million Euros to evaluate and develop
deep gas production in the Petisovci-Globocki (“Pg”) zone
below a depth of approximately 2,000 metres.The Pg zone
has produced over 9 Bcf of gas elsewhere in the field area.
Subsequent to the completion of the earn-in, Loon will
have a 10.5% working interest in all of the potential

reservoir sands in the Pg zone. The interest of Loon in the
zones above the Pg is 38% before payout and 30% after
payout. Drilling in the upper part of the hole, above the Pg
zone, indicated a potential gas zone in the higher working
interest part of the well. The zone was not tested in the
open hole prior to the cementing of intermediate casing.

PRODUCTION

Canada - Production in Canada was 33 boepd for the three
months ended September 30 (78% oil and NGLs) with gas
production of 24 mcfd. All of the Company’s producing wells
during the third quarter are located in western Canada.

Europe - The Company did not produce any hydrocar-
bons in Europe during the third quarter. Production from
the Pt-123 well in Slovenia commenced in mid-November.

EXPLORATION & DEVELOPMENT

Europe - The Company continues to evaluate opportuni-
ties in other areas of Europe proximal to its Slovenian
operations.

Canada - The Company does not plan any exploration in
Canada.

International - Loon is evaluating potential exploration
and development opportunities in other areas and will
provide further information if and when contracts are
entered into.

FINANCIAL

Loon’s third quarter operating and financial information is
included in the Management Discussion & Analysis
(MD&A) and unaudited financial statements which follow.

OUTLOOK

Commercial gas production began in Slovenia during the
early part of the fourth quarter. The fracture stimulation
of the D-14 well, which will occur in December, may pro-
vide additional production. Loon continues to evaluate a
number of exploration and development opportunities
elsewhere in south-central Europe and in other areas in an
effort to enhance the growth potential of the Company.



MANAGEMENT'S DISCUSSION & ANALYSIS

The following analysis and discussion is provided by the
management of Loon Energy Inc.(“Loon” or the“Company”)
and should be read in conjunction with the unaudited
consolidated interim financial statements for the nine and
three months ended September 30, 2004 and 2003 and
the audited consolidated financial statements for the year
ended December 31, 2003.

Basis of Presentation - The financial data presented
below has been prepared in accordance with Canadian
generally accepted accounting principles. The reporting
and the measurement currency is the Canadian dollar.

Non-GAAP Measurements - The MD&A contains the term
cash flow from operations, which should not be considered
an alternative to, or more meaningful than cash flow from
operating activities as determined in accordance with
Canadian generally accepted accounting principles as an
indicator of the Company’s performance. The Company’s
determination of cash flow from operations may not be
comparable to that reported by other companies. The
reconciliation between net earnings and cash flow from
operations can be found in the consolidated statements of
cash flows in the unaudited interim consolidated financial
statements and the audited consolidated financial
statements. The Company also presents cash flow from
operations per share whereby per share amounts are
calculated using weighted average shares outstanding
consistent with the calculation of earnings per share.

BOE Presentation - BOEs may be misleading, particularly
if used in isolation. All BOE conversions in this report are
derived by converting gas to oil in the ratio of six thou-
sand cubic feet of gas to one barrel of oil. This conversion
ratio is based on an energy equivalency conversion
method primarily applicable at the burner tip and does
not represent a value equivalency at the wellhead.

Oil and Gas Revenues

Oil and gas revenue, before royalties, for the nine month
period ended September 30,2004 was $310,248 compared
to $402,098 for the same period in 2003 - a 23% decrease.
This was due to a decrease of 28% in boe production from
11,826 boe for the nine months ended September 30,2003
to 8,481 boe for the nine months ended September 30,
2004 and a decrease of $0.78 per mcf in the average gas
price, offset by a $3.98 per barrel increase in the price in oil.
The sale of the Carvel gas property effective April 1, 2003
and natural declines were the reasons for the boe drop. Oil
and gas revenue, before royalties, for the three months
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ended September 30, 2004 was $120,037 compared to
$116,056 for the same period in 2003 - a 3% increase. This
was due to a 24% decrease in boe production offset by
increases in both oil and gas prices.
Sept. 30,2004 Sept. 30,2003

6 Months 3 Months 6 Months 3 Months

Oil and Gas Revenues,
Before Royalties $310,248 $120,037 $402,098 $116,056

Oil and NGL Production

(bbls) 7,151 2,382 9,648 3,435
QOil Price ($/bbl) $ 3613 § 4037 § 3215 § 2856
Gas Production (Mcf) 7,982 3,654 13,067 2,967
Gas Price ($/Mcf) $ 650 $ 671§ 728 § 6.04
BOE Production 8,481 2,991 11,826 3,930
BOE per day 31 33 43 43
Royalties

Total royalties, net of ARTC, were $18,434 ($2.17 per BOE)
for the nine month period ended September 30, 2004
compared to $34,786 ($2.94 per BOE) for the nine month
period ended September 30, 2003. Royalty rates
decreased with commodity prices. Total royalties, net of
ARTC, were $5,183 ($1.73 per BOE) for the three months
ended September 30, 2004 compared to $11,198 ($2.85
per BOE) for the same period in 2003.

Sept. 30,2004 Sept. 30,2003

() 6 Months 3 Months 6 Months 3 Months
Crown Royalties 7,969 2,091 7,835 2,956
Freehold Royalties 13,259 6,333 23,377 7,065
Gross Overriding Royalties 1,122 675 3,518 1,138

22,350 9,099 34,730 11,159
Alberta Royalty Tax Credit  (3,916) (3,916) 56 39
Net Royalties 18,434 5311 34,786 11,198
Net Royalties per BOE (6:1) 2.17 1.73 2.94 2.85

Operating Expenses

Operating expenses for the nine months ended
September 30,2004 were $215,294 ($25.38 per BOE) com-
pared to $209,881 ($17.75 per BOE) in the same period in
2003. Operating costs were higher in 2004 mainly due to
workovers at the Company’s Silverdale, Saskatchewan
property and at Grand Forks, Alberta. Operating expenses
for the three months ended September 30, 2004 were
$105,106, compared to $70,378 in 2003.

Depletion, Depreciation and Amortization (DD&A)

Depletion and depreciation was $50,140 for the nine
month period ended September 30, 2004, which
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represents a provision of $5.91 per BOE of production. For
the nine month period ended September 30, 2003, the
Company recorded a DD&A provision of $62,850 ($5.31 per
BOE). For the three months ended September 30, 2003,
DD&A decreased from $18,650 in 2003 to $16,520 in 2004.

General and Administrative

Gross general and administrative costs have increased
from $52,684 in 2003 to $166,866 in 2004 as outlined in
the following table:

Sept. 30,2004 Sept. 30,2003

() 6 Months 3 Months 6 Months 3 Months
Gross General and

Administrative 166,866 53,340 52,684 24,748
Overhead Recoveries (9,000) (3,000) (10,800) (3,450)
Net General and

Administrative 157,866 50,340 41,884 21,298
Per BOE 18.61 17.83 3.54 542

G&A expenses in the nine months ended September 30,
2004 include management fees paid, no such fees were
paid in prior periods.

Equity

As of September 30,2004, there were 45,525,708 common
shares outstanding. During the first quarter 8,000,000
common shares were issued on conversion of the
$800,000 convertible debenture, 4,400,000 common
shares were issued for the acquisition of additional inter-
ests in the Slovenia property and during the second quar-
ter 9,990,000 common shares were issued pursuant to a
private placement at $0.18 raising gross proceeds before
expenses of $1,798,200.

Capital Expenditures

Capital additions were $808,234 ($3,839 on property, plant
and equipment and $804,395 on exploration and develop-
ment in Slovenia) for the nine month period ended
September 30, 2004 compared to a total of $504,454
(810,979 on property, plant and equipment and $493,475
on exploration and development in Slovenia) for the period
ended September 30, 2004.The capital expenditures for the
period were funded by cash flow and the equity issue.

Liquidity and Capital Resources
Loon had working capital of $631,131 at September 30,2004.

At September 30, 2004, the Company had no bank debt.

Change in Accounting Policies

As more fully discussed in Note 2 to the consolidated
financial statements, there were a number of changes in
accounting policies that impacted the Company.

Effective January 1, 2004 the Company adopted the new
Canadian accounting standards for stock based compensa-
tion, retroactively and without restatement of prior periods.
This change resulted in a decrease to retained earnings of
$16,000 and an increase to contributed surplus of $16,000.

Effective January 1, 2004 the Company retroactively
adopted the new recommendations with respect to
recognition of the obligations to retire long-lived tangible
assets. The effect of the change is presented in Note 3 to
the consolidated financial statements.

Business Risks

The marketability and price of products owned, or that
may be acquired or discovered, by Loon will be affected by
numerous factors beyond the Company’s control. Loon
must compete in all aspects of its operations with a num-
ber of other corporations that have equal or greater tech-
nical or financial resources. The ability of the Company to
market its natural gas may depend on its ability to acquire
space in pipelines that deliver natural gas to commercial
markets. The Company is also subject to market fluctua-
tions in the prices of products, exchange rates, uncertain-
ties related to the proximity of its reserves to pipelines and
processing facilities and extensive government regulation.

On Behalf of the Management
and Board of Loon Energy Inc.

“signed”

Norman W. Holton
Chairman & Chief Executive Officer

November 22,2004

Forward Looking Statements

Certain information regarding Loon set forth in this document, including management’s assessment of Loon’s future plans and operations may con-
tain forward looking statements that involve substantial known and unknown risks and uncertainties. Forward looking statements are subject to
numerous risks and uncertainties, certain of which are beyond Loon’s control, including the impact of the general imprecision of reserve estimates,
environmental risks, taxation policies, competition from other producers, the lack of availability of qualified personnel or management, stock market
volatility and the ability to access sufficient capital from internal or external sources. Loon’s actual results, performance or achievement could differ
materially from those expressed in, or implied by, such forward looking statements and, accordingly, no assurance can be given that any of events
anticipated by the forward looking statement will transpire or occur, or if any of them do so, what benefits that Loon will derive therefrom.

Loon Energy Inc.
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CONSOLIDATED BALANCE SHEETS

As at September 30, 2004 and December 31,2003

September 30
2004
(Unaudited)

December 31
2003
(Audited)

(Restated — Note 3)

ASSETS
Current
Cash $ 647,163 $ 48,255
Accounts Receivable 17,329 8,514
Cash Call Receivable - -
Prepaids and Deposits 26,057 26,670
690,549 83,439
Exploration & Development, Slovenia 3,791,394 2,326,999
Property, Plant and Equipment 513,766 560,067
$ 4,995,709 $ 2,970,505
LIABILITIES
Current
Accounts Payable $ 59,418 $ 338,135
59,418 338,135
Asset Retirement Obligation Liability (Note 3) 63,320 59,200
Long-Term Debt - 800,000
SHAREHOLDERS' EQUITY
Capital Stock 5,307,092 2,059,917
Contributed Surplus (Note 2) 339,000 -
Retained Earning (Deficit) (773,121) (286,747)
4,872,971 1,773,170
$ 4,995,709 $ 2,970,505

Loon Energy Inc.
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CONSOLIDATED STATEMENTS OF (LOSS) INCOME
AND RETAINED EARNINGS

For the nine and three month periods ended September 30, 2004 and 2003

(Unaudited)
September 30, 2004 September 30,2003
9 Months 3 Months 9 Months 3 Months
(Restated — Note 3)
Oil and Gas Revenues, Net of Royalties $ 291,814 $ 114,854 $ 367,312 $ 104,857
Other Income 1,088 1,088 73,218 313
292,902 115,942 440,530 105,170
Expenses
Operating Costs 215,294 105,106 209,881 70,378
General and Administrative 157,866 50,340 41,884 21,298
Interest on Long Term Debt 12,856 - 41,885 14,115
Stock-Based Compensation 323,000 259,000 - -
Accretion 4,120 1,420 3,800 1,200
Depletion & Depreciation 50,140 16,520 62,850 18,650
763,276 432,386 360,300 125,641
Net (Loss) Income Before Future Taxes (470,374) (316,444) 80,230 (20,471)
Future Income Taxes (Recovery) - - 30,000 (8,000)
Net (Loss) Income (470,374) (316,444) 50,230 (12,471)
Retained Earnings (Deficit); Beginning of Period
as Previously Reported (296,147) (456,677) (237,547) (163,246)
Stock-Based Compensation-
Retroactive Adoption (Note 2) (16,000) - - -
Asset Retirement Obligations —
Retroactive Adoption (Note 3) 9,400 - 11,600 -
(302,747) (456,677) (225,947) (163,246)
Retained Earnings (Deficit); End of Period $ (773,121) $ (773,121) $  (175,717) $  (175,717)
Net Income (Loss) Per Share $ (0.01) $ (0.01) $ 0.00 $ 0.00
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CONSOLIDATED STATEMENTS OF CHANGES IN CASH FLOW

For the nine and three month periods ended September 30, 2004 and 2003
(Unaudited)

September 30,2004 September 30,2003

9 Months 3 Months 9 Months 3 Months
(Restated — Note 3)

Net Inflow (outflow) of Cash Related to the
following Activities:

Operating
Net Income (loss) $ (470,374) $ (316,444) $ 50,230 $ (12,471)
Item not Affecting Cash
Depletion, Depreciation and Accretion 54,260 17,940 66,650 19,850
Stock-Based Compensation 323,000 259,000 - -
Future Income Taxes (Recovery) - - 30,000 (8,000)
(93,114) (39,504) 146,880 (621)
Changes in Non-cash Operating
Working Capital Items (286,919) 356,402 102,955 45,011
(380,033) 316,898 249,835 44,390
Financing
Issue of Share Capital 1,798,200 - - -
Share Issue Expense (11,025) - - -
1,787,175 - - -
Investing
Exploration & Development, Slovenia (804,395) (724,702) (493,475) (79,577)
Property, Plant and Equipment (3,839) (1,076) (10,979) (6,179)
Proceeds on Sale of Property, Plant and Equipment - - 320,000 -
(808,234) (725,778) (184,454) (85,756)
Net Cash Inflow 598,908 (408,880) 65,381 (41,366)
Cash Position; Beginning of Period 48,255 1,056,043 11,796 118,543
Cash Position; End of Period $ 647,163 $ 647,163 $ 77,177 $ 77,177

Loon Energy Inc. 6 THIRD QUARTER REPORT 2004



NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS

For the period ended September 30, 2004
(Unaudited)

1.

SIGNIFICANT ACCOUNTING POLICIES

The interim consolidated financial statements of Loon Energy Inc. (“the Company”) have been prepared following the
same accounting policies and methods of computation as the consolidated financial statements of the Company as at
December 31,2003 except as disclosed below.The disclosures included below are incremental to those included with the
annual consolidated financial statements. The interim consolidated financial statements should be read in conjunction
with the Company’s consolidated financial statements and notes thereto for the year ended December 31, 2003.

CHANGE IN ACCOUNTING POLICIES
a) Asset Retirement Obligations

Effective January 1,2004 the Company retroactively adopted the new Canadian accounting standard for asset retirement
obligations. The new recommendations require that the recognition of the fair value of obligations associated with the
retirement of tangible long-lived assets be recorded in the period the asset is put into use, with a corresponding increase
to the carrying amount of the related asset. The obligations recognized are statutory, contractual or legal obligations.The
liability is accreted over time for changes in fair value of the liability through charges to accretion expense.The costs capi-
talized to the related assets are amortized to earnings in a manner consistent with the depreciation, depletion and amorti-
zation of the underlying asset. Note 3 discloses the impact of the adoption of the new standard on the financial statements.

b) Stock-based Compensation

Effective January 1, 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 surplus over the vesting period based in the fair value of options
granted to employees and directors. Upon the exercise of the option, consideration received together with the amount
previously recognized in contributed surplus is recorded as an increase to share capital.This change resulted in a decrease
to retained earnings of $16,000 and an increase to contributed surplus of $16,000.

¢) Property, Plant and Equipment -Oil and Gas

Effective January 1,2004 the Company adopted new Canadian guidelines which modify the way the ceiling test is per-
formed.The recoverability of a cost centre is tested by comparing the carrying value of the cost centre to the sum of the
undiscounted cash flows expected from the cost centre’s use and eventual disposition. If the carrying value is unrecover-
able the cost centre is written down to its fair value using the expected future cash flows which are discounted using a
risk free rate. The adoption of the new guidelines had no effect on the Company’s financial results.

ASSET RETIREMENT OBLIGATIONS

The Company retroactively adopted the new recommendations on the recognition of the obligations to retire long-lived
tangible assets. The change was effective January 1,2004 and the revision was applied retroactively.

The effect of the adoption is presented below as increases (decreases):

Balance Sheet

As of December 31 2003 2002
Asset retirement costs, included in property, plant and equipment 41,000 41,000
Accumulated amortization on asset retirement costs included in

property, plant and equipment 16,600 12,100
Asset retirement obligations 59,200 54,000
Site restoration liability (44,200) (36,700)
Retained earnings 9,400 11,600
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Income statement Nine-months Three-months Year Ended
Ended Sept. 30, Ended Sept. 30, December 31,

2003 2003 2002

Accretion expense 3,800 1,200 5,200
Depletion and depreciation on asset retirement costs 3,350 1,150 4,500
Provision for future site restoration (15,000) (5,000) (14,800)
Net income impact 7,850 2,650 5,100

Basic and diluted net income per share - —

The Company’s asset retirement obligations result from net ownership interests in petroleum and natural gas assets includ-
ing well sites, gathering systems and processing facilities. The Company estimates the total undiscounted amount of cash
flows required to settle its asset retirement obligations is approximately $117,000 which will be incurred between 2004 and
2029.The majority of the costs will be incurred between 2008 and 2020. A credit-adjusted risk-free rate of 9.125% percent
and an inflation rate of 1.5 percent were used to calculate the fair value of the asset retirement obligation.

A reconciliation of the asset retirement obligations is provided below:

Asset retirement obligations Nine-months Nine-months Year Ended
Ended Sept. 30, Ended Sept. 30, December 31,

2004 2003 2003

Balance, beginning of period 59,200 56,600 54,000
Liabilities incurred in period - - -
Liabilities settled in period - - -
Accretion expense 4,120 1,200 5,200
Balance, end of period 63,320 57,800 59,200

4. PROPERTY, PLANT AND EQUIPMENT

In accordance with the new ceiling test requirements, the Company performed a ceiling test calculation at January 1,2004
to assess the recoverable value of its oil and natural gas properties, based on the April 1, 2004 forward strip prices, as
adjusted for commodity price differentials specific to the Corporation and a conversion rate of $1.00 Cdn to $0.73 US.The

following table summarizes the benchmark prices used in the ceiling test calculation.

NYMEX Natural Gas

Spot AECO-C

Crude Oil Spot

(USS$/bbl) (Cdn$/GJ)

2004 37.62 7.48
2005 3361 6.34
2006 30.94 5.87
2007 29.02 547
2008 28.10 547
2009 28.00 547
2010 27.67 547
Thereafter 27.67 5.47

Based on these pricing assumptions, the undiscounted value of future net revenues from the Company’s proved reserves

exceeded the carrying value of the Corporation’s oil and natural gas properties at January 1, 2004.
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5. SHARE CAPITAL
Issued

Common shares were issued as follows:

Amount
2004 Number ($)
Balance, beginning of period 23,135,708 2,059,917
Issued for Cash 9,990,000 1,798,200
Issued on Conversion of Long-Term Debt 8,000,000 800,000
Issued for Purchase of Additional Interest of Slovenia Property 4,400,000 660,000
Share Issue Costs (net of tax effect) - (11,025)
Balance, end of period 45,525,708 5,307,092

Stock Options:

A summary of the status of the Company’s stock option plan as of September 30, 2004 and changes during the period
ended September 30,2004 is presented below:

Weighted Average

Options Exercise Price ($)

Outstanding at January 1,2004 2,213,000 0.12
Granted 2,200,000 0.20
Exercised - -
Forfeited - -
Outstanding and Exercisable at September 30, 2004 4,413,000 0.16

At September 30, 2004, the options outstanding had exercise prices ranging from $0.10 to $0.24 with a weighted average
contractual life of 2.9 years.

STOCK-BASED COMPENSATION:

The fair values of all common share options granted are estimated on the date of grant using the Black-Scholes option-
pricing model. The weighted average fair market value of options granted during the period ended September 30, 2004
and the assumptions used in their determination are as noted below:

Nine-months Ended
September 30,2004

Weighted average fair market value per option 0.22
Risk-free interest rate (percent) 3.16
Volatility (percent) 149
Expected life (years) 5

As described in note 2, the Company adopted the fair value based method of accounting for stock-based compensation
for its stock option plan retroactively without restatement of prior periods. Retained earnings at January 1, 2004 was
decreased by $16,000 with an increase to contributed surplus of $16,000.Beginning January 1,2004, stock compensation
is being recognized in earnings.
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CORPORATE INFORMATION

Directors Officers and Key Personnel

Ed A.Beaman Norman W. Holton, P. Geol., Chairman and C.E.O.
John |. Bitove Brian W. Mainwaring, Secretary

Richard W. Elliott

Timothy M. Elliott Stock Exchange Listing

Kenneth R.Heuchert TSX Venture Exchange

Norman W.Holton Symbol: LEY
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