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DIRECTORS’ REPORT

The Directors present their report on Diatreme Resources Limited (“the Company”) and its
subsidiaries (the “Group”) for the year ended 31 December 2010.

DIRECTORS

The following persons were Directors of Diatreme Resources Limited during the whole of the financial
year and up to the date of this report unless otherwise stated:

Anthony John Fawdon FAICD, FAusIMM. (Executive Chairman/CEOQ)

Experience

Board member since 12 January 2001, Mr Fawdon has been active in the Australian mining and
exploration industry for 36 years, working until 1982 in various management levels for multinational
companies. He then became founder and director of several listed mineral explorers, including the
Queensland based gold and base metal explorer Strike Mining NL in 1994 for which he was
Managing Director/CEO until mid 2000.

Other current directorships (listed entities) - None
Former directorships in last 3 years (listed entities) - None

David Hugh Hall BAppSc (Geol), G.Dip.ESc., MAICD. (Executive Director — Operations)

Experience

Board member since 12 January 2001, Mr Hall is a geologist with over 30 years experience in the
mining industry. After spending the early part of his career in both coal and mineral exploration, in
1990 he branched into developing specialist experience in tenement administration and stakeholder
liaison within a private consultancy group. Between 1994 and 2000 he was the exploration
administrator with Strike Mining NL. He joined Diatreme as an executive director in early 2001.

Other current directorships (listed entities) - None
Former directorships in last 3 years (listed entities) — None

George H White BSc.Hons., FAICD. (Non-executive Director)

Experience

Mr White was appointed Director in April 2006. He has over 30 years experience in the mineral and
energy industries and has held senior environmental and mining management positions in Alcoa,
Chief Executive positions in Doral Resources NL and Doral Mineral Industries Ltd.

Mr White has been instrumental in the establishment of a number of greenfield resource projects in
mineral sands, gold, magnetite, natural gas production and the downstream processing of mineral
sands to zirconia and zirconium chemicals.

Other current directorships (listed entities) - None
Former directorships in last 3 years (listed entities) — None

Andrew Tsang (Non-executive Director)

Experience

Mr Tsang is a naturalised Australian citizen who was born and educated in China and who has
successfully established and run construction, engineering and property development businesses
both in China and Australia as well as establishing successful import agencies for Australian
manufactured goods into China.

Other current directorships (listed entities) — Mindax Limited (Director since 28 March 2008)
Former directorships in last 3 years (listed entities) — None
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DIRECTORS’ REPORT

On 30 November 2010 Lawrence James Litzow resigned from both his Joint Company Secretary
position and Non-executive Director position on the Board.

Directors’ Interests

The following table sets out each Director’s relevant interest in shares or options in shares of the
Company as at 31 December 2010.

Fully paid
Directors ordinary
shares Share options
Number Number
A J Fawdon 3,281,821 5,000,000
D H Hall 2,550,000 4,100,000
G H White 50,000 2,500,000
A Tsang 41,344,618 -
47,226,439 11,600,000

COMPANY SECRETARY

The Company Secretary is Ms Leni Stanley CA, B.Com. Ms Stanley was appointed to the position of
joint Company Secretary in October 2009. Ms Stanley currently is a partner with a Chartered
Accounting firm and holds the office of Company Secretary with other companies.

The previous joint Company Secretary was Mr L J Litzow who resigned from his position on 30
November 2010.

PRINCIPAL ACTIVITIES

The principal activity of the Group during the course of the financial year was exploration for heavy
mineral sands, copper, gold and base metals in Australia. There were no significant changes in the
nature of the Group’s principal activities during the year.

REVIEW OF OPERATIONS

During the year, exploration concentrated on the flagship Eucla Basin and Arckaringa mineral sand
projects, with particular emphasis being placed on the advancement of the Cyclone Heavy Mineral
(HM) Deposit located in Western Australia.

Highlights for the year were:
o Pre-feasibility studies at the Cyclone HM Deposit commenced following a positive scoping
study.
e Air core drilling in both the South Australian and Western Australian mineral sand tenements,
leading to the discovery of additional mineral sand mineralisation including the Zyphyr HM
Deposit.

OPERATING RESULTS

The net loss of the Group for the financial year ended 31 December 2010 was $4,000,451 (2009: loss
of $2,759,416).

During the year the Group utilised its cash resources to undertake exploration and evaluation
activities within its tenement portfolio. The Group monitors cash flow requirements for operational,
exploration and evaluation expenditure and will continue to use capital market issues to satisfy
anticipated funding requirements.

DIVIDENDS

No dividend has been paid since the end of the previous year and the Directors do not recommend
the payment of any dividend for the year ended 31 December 2010.
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SIGNIFICANT CHANGES IN STATE OF AFFAIRS

During the year there was an increase in contributed equity of $4,596,575 (from $28,724,912 to
$33,321,487) from the issue of 63,756,175 ordinary shares.

EVENTS SUBSEQUENT TO REPORTING DATE

On 18 January 2011 the Company announced the result of an independent technical review of the
Cyclone Heavy Mineral Deposit and Valuation Report. One of the outcomes from the independent
report included a suggested current value range for the Cyclone Project of between $142 million and
$170 million, with the most likely value being $156 million.

On 23 February 2011 the Company announced a non-renounceable Rights Issue to shareholders on
a 1 for 3 basis, with 1 free attaching option per share exercisable on or before 30 September 2013.
The total amount expected to be raised from the Rights Issue is approximately $7.1 million. The funds
will be applied towards working capital, pre-feasibility study and exploration of the Cyclone Heavy
Mineral Sand Deposit, and exploration on other Heavy Mineral Sands and Metalliferous projects.

No other matter or circumstance has arisen since the end of the year that has significantly affected, or
may significantly affect the operations of the Group, the results of those operations, or the state of
affairs of the Group in years subsequent to 31 December 2010.

LIKELY DEVELOPMENTS

Further information on likely developments in the operations of the Group and the expected results of
operations have not been included in this annual financial report because the directors believe it
would be likely to result in unreasonable prejudice of the Group.

REMUNERATION REPORT - AUDITED

The remuneration report is set out under the following main headings:

A Principles used to determine the nature and amount of remuneration

B Relationship of remuneration with company performance

C Details of remuneration

D Share-based compensation

E Service agreements

A Principles used to determine the nature and amount of remuneration

The board seeks to set aggregate remuneration at a level which provides the company with the ability
to attract and retain directors of the highest calibre, whilst incurring a cost which is acceptable to
shareholders.

() Executive Directors

The combination of Directors’ fees, salary, non-cash benefits and superannuation make up the
Executive Directors’ total remuneration. The salary component of Executive Directors’ remuneration
packages is reviewed annually to ensure the Executives' pay is competitive with the market.
Executive Directors’ pay is not directly linked to the financial performance of the Group.

(i) Non-executive Directors

Fees and payments to Non-executive Directors reflect the demands which are made on, and the
responsibilities of, the Director. Non-executive Directors’ fees and payments are reviewed annually
by the Remuneration Committee.

(iii) Directors’ fees

Non-executive Directors’ fees are determined within an aggregate Directors’ fee pool limit, which is
periodically recommended for approval by shareholders. The maximum currently stands at $150,000
per annum plus statutory superannuation.
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B Relationship of remuneration with company performance

The Directors consider that, as the Group is in an exploration phase of its development, it is not
appropriate that remuneration for employees and directors be linked to the financial performance of
the Group. Once the Group enters a sustained production phase, this assessment may change
accordingly.

2006 2007 2008 2009 2010
Share price at year end $/share 0.32 0.19 0.08 0.13 0.07
Market capitalisation $ million 26 27 12 26 19
Revenue $°000 203 446 601 251 241
Total assets $ million 10 20 18 22 23
Net profit/(loss) after tax $°000 (932) 704 (2,513) (2,759 (4,000)
C Details of remuneration

The key management personnel includes the Directors as per the “Directors” section above and the
following executive officer who has authority and responsibility for planning, directing and controlling
the activities of the entity:

2010 and 2009
D A Jelley — Exploration Manager

Details of the remuneration of the Directors and the key management personnel (as defined in AASB
124 Related Party Disclosures) of the Group are set out in the following table:

Post- Share-
employ based
ment Long-term payment
Short-term employee benefits benefits benefits S
Long
Salary & Non- Super- service
fees Bonus | monetary Other annuation leave Options Total
$ $ $ $ $ $ $ $

Non-
executive
directors
L J Litzow ~ 2010 99,583 - - - - - - 99,583

2009 65,000 - - - - - - 65,000
G H White 2010 40,000 - - - 3,600 - - 43,600

2009 30,000 - - - 2,700 - - 32,700
A Tsang 2010 40,000 - - - 3,600 - - 43,600

2009 27,089 - - - 2,438 - - 29,527
Executive
directors
AJFawdon# | 2010 248,000 - - - 22,320 4,557 - 274,877

2009 225,000 - - - 20,250 6,506 - 251,756
D H Hall # 2010 225,000 - - - 20,250 3,996 - 249,246

2009 205,000 - - - 18,450 5,927 - 229,377
Other key
management
personnel/
executives
D A Jelley # 2010 155,592 - - - - - - 155,592

2009 162,699 - - - - - - 162,699
L Stanley 2010 35,000 - - - - - - 35,000

2009 35,000 - - - - - - 35,000
Total 2010 843,175 - - - 49,770 8,553 - 901,498
Total 2009 749,788 - - - 43,838 12,433 - 806,059

# Included as one of the five highest paid executives of the Group and Company; there are no other executives.
" Resigned on 30 November 2010
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D Share-based compensation
There was no share-based compensation to key management personnel or executive in 2010.
E Service agreements

A J Fawdon, Executive Chairman/CEO
e Term of agreement — no fixed term.
e Base salary, inclusive of superannuation, of $277,078.

e Termination benefit — six months salary plus two weeks for every year, or part thereof, for
service to the Company since appointment (1 August 2000).

D H Hall, Executive Director - Operations
e Term of agreement — no fixed term.
e Base salary, inclusive of superannuation, of $251,381
e Termination benefit - six months salary plus two weeks for every year, or part thereof, for
service to the Company since appointment (1 August 2000).

G H White, Non-executive Director
e Term of agreement — no fixed term
e Base salary inclusive of superannuation, of $49,050.
¢ No termination benefit is specified in the agreement.

A Tsang, Non-executive Director
e Term of agreement — no fixed term.
e Base salary, inclusive of superannuation, of $49,050.
¢ No termination benefit is specified in the agreement.

D Jelly, Exploration Manager
e Term of agreement — no fixed term.
e Consulting daily rate - $900.
¢ No termination benefit is specified in the agreement.

L Stanley, Company Secretary
e Term of agreement — no fixed term.
e Fixed monthly fee - $2,500.
¢ No termination benefit is specified in the agreement
The salary package amounts disclosed above are the amounts as at the date of this report.

END OF AUDITED REMUNERATION REPORT

MEETINGS OF DIRECTORS

The number of meetings of the board of Directors held during the year ended 31 December 2010, and
the number of meetings attended by each Director were:

Name Board Audit Committee Remuneration

Committee
Held Attended Held Attended Held Attended

A J Fawdon 6 5 - - - -

D H Hall 6 6 - - 1 1

L J Litzow 6 4 - - - -

G H White 6 5 2 2 1 1

A Tsang 6 3 - -
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SHARES UNDER OPTION

Unissued ordinary shares of Diatreme Resources Limited under option at the date of this report are as
follows:
Issue price of Number under

Date options granted Expiry date shares option

July 2006 30/06/2011 $0.47 6,500,000

August 2006 30/06/2011 $0.47 100,000

June 2007 30/06/2011 $0.47 4,300,000

July 2007 31/07/2011 $0.47 3,000,000

June 2008 30/06/2011 $0.47 5,900,000
19,800,000

No option holder has any right under the options to participate in any other share issue of the
Company or any other entity.

Share options are unlisted options, carrying no rights to dividends and no voting rights.

ENVIRONMENTAL REGULATION

The Group is not subject to any significant environmental regulation (apart from normal requirements
under its mineral tenements) in respect of its operations.

INDEMNIFICATION OF OFFICERS AND AUDITORS

During the financial year, Diatreme Resources Limited paid a premium in respect of a contract
insuring Directors and executive officers of the Company and its controlled entities against a liability
incurred as Director or executive officer to the extent permitted by the Corporations Act 2001. The
contract of insurance prohibits disclosure of the nature of the liability and the amount of the premium.

The Company has not otherwise, during or since the end of the financial year, except to the extent
permitted by law, indemnified or agreed to indemnify an officer of the Company or any of its controlled
entities against a liability incurred as such an officer or auditor.

PROCEEDINGS ON BEHALF OF THE COMPANY

No person has applied to the Court under Section 237 of the Corporations Act 2001 for leave to bring
proceedings on behalf of the Company, or to intervene in any proceedings to which the Company is a
party, for the purpose of taking responsibility on behalf of the Company for all or part of those
proceedings.

No proceedings have been brought or intervened in on behalf of the Company with leave of the Court
under Section 237 of the Corporations Act 2001.

AUDITOR

BDO Audit (QLD) Pty Ltd was appointed as the Company’s auditor at the 2010 Annual General
Meeting held on 27 May 2010. The Company’s former auditor, Hacketts DFK, resigned as the
Company’s auditor in May 2010.

Non-audit services

Hacketts DFK, the Company’s former auditor, and BDO Audit (QLD) Pty Ltd, the Company’s current
auditor did not perform any other services in addition to their statutory audit duties.

AUDITOR’S INDEPENDENCE DECLARATION

The auditor’s independence declaration is set out on page 34.
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This report is made in accordance with a resolution of the directors.

AJ Fawdon
Executive Chairman/CEO
Brisbane, 25 March 2011
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CONSOLIDATED STATEMENT OF COMPREHENSIVE INCOME
for the year ended 31 December 2010

Note
Revenue 6

Employee benefits expenses

Depreciation expense 11
Exploration expenditure written off 12
Other expenses 6
Finance costs

Loss before income tax

Income tax benefit 7
Loss after income tax

Other comprehensive income
Total comprehensive loss for the year

Loss is attributable to:
Non-controlling interest
Owners of Diatreme Resources Limited

Total comprehensive loss for the year is attributable to:
Non-controlling interest
Owners of Diatreme Resources Limited

Basic earnings per share 28
Diluted earnings per share 28

Consolidated

2010 2009
$ $

240,809 251,141
(796,841) (1,364,553)
(281,605) (247,570)
(2,037,694) (279,586)
(1,422,778) (1,097,300)
(17,945) (21,548)
(4,316,054) (2,759,416)
315,603 -
(4,000,451) (2,759,416)
(4,000,451) (2,759,416)
- (19,871)
(4,000,451) (2,739,545)
(4,000,451) (2,759,416)
- (19,871)
(4,000,451) (2,739,545)
(4,000,451) (2,759,416)
Cents Cents
(2.8) (1.6)
(2.8) (1.6)

The above Consolidated Statement of Comprehensive Income should be read in conjunction with the accompanying notes.

Diatreme Resources Limited and its subsidiaries Annual Financial Report 2010



CONSOLIDATED STATEMENT OF FINANCIAL POSITION
as at 31 December 2010

Current Assets

Cash and cash equivalents
Trade and other receivables
Current tax asset

Total Current Assets

Non-current Assets
Available-for-sale financial assets
Property, plant and equipment
Exploration and evaluation

Other assets

Total Non-current Assets

Total Assets

Current Liabilities

Trade and other payables
Interest-bearing liabilities
Total Current Liabilities

Non-current Liabilities
Interest-bearing liabilities
Provisions

Total Non-current Liabilities

Total Liabilities
Net Assets

Equity

Contributed equity
Reserve

Accumulated losses
Parent entity interest
Non-controlling interest

Total Equity

Consolidated

2010 2009
Note $ $

8 1,602,313 1,916,742
9 164,370 274,677
315,603 -
2,082,286 2,191,419
10 162,586 162,586
11 938,513 1,202,100
12 18,791,274 17,820,255
13 683,113 663,741
20,575,486 19,848,682
22,657,772 22,040,101
14 255,914 203,045
15 45,107 42,083
301,021 245,128
15 130,050 175,157
16 89,519 78,758
219,569 253,915
520,590 499,043
22,137,182 21,541,058
17 33,321,487 28,724,912
18 87,670 87,670
19 (11,271,975) (7,271,524)
22,137,182 21,541,058
22,137,182 21,541,058

The above Consolidated Statement of Financial Position should be read in conjunction with the accompanying notes.
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CONSOLIDATED STATEMENT OF CHANGES IN EQUITY
for the year ended 31 December 2010

Contributed Share Accumulated Total Non- Total
equity option losses controlling equity
reserve interest
$ $ $ $ $ $
At 1 January 2009 21,259,642 87,670 (4,816,089) 16,531,223 1,023,981 17,555,204
Loss for the year - - (2,739,545)  (2,739,545) (19,871) (2,759,416)
Other comprehensive income i i} i i} . .
Total comprehensive
income/(loss) for the year - - (2,739,545) (2,739,545) (19,871) (2,759,416)
Transactions with owners in
their capacity as owners:
Shares issued 6,993,500 - - 6,993,500 - 6,993,500
Share issue costs (248,230) - - (248,230) - (248,230)
Acquisition of non-controlling
interest 720,000 - 284,110 1,004,110 (1,004,110) -
At 31 December 2009 28,724,912 87,670 (7,271,524) 21,541,058 - 21,541,058
At 1 January 2010 28,724,912 87,670 (7,271,524) 21,541,058 - 21,541,058
Loss for the year = - (4,000,451)  (4,000,451) - (4,000,451)
Other comprehensive income _ ; ; - - -
Total comprehensive
income/(loss) for the year - - (4,000,451) (4,000,451) - (4,000,451)
Transactions with owners in
their capacity as owners:
Shares issued 5,179,535 - - 5,179,535 - 5,179,535
Share issue costs (582,960) - - (582,960) - (582,960)
At 31 December 2010 33,321,487 87,670 (11,271,975) 22,137,182 - 22,137,182

The above Consolidated Statement of Changes in Equity should be read in conjunction with the accompanying notes.
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CONSOLIDATED STATEMENT OF CASH FLOWS
for the year ended 31 December 2010

Cash flows from operating activities
Sundry receipts

Payments to suppliers/employees

Interest received

Finance costs

Net cash inflow/(outflow) from operating
activities

Cash flows from investing activities

Payments for property, plant and equipment
Payments for exploration and evaluation assets
Proceeds from sale of property, plant and equipment
Payments for security deposits

Refund of security deposits

Net cash inflow/(outflow) from investing
activities

Cash flows from financing activities
Proceeds from issue of shares

Payments for share issue costs
Repayment of interest-bearing liabilities
Net cash inflow/(outflow) from financing
activities

Net decrease in cash and cash equivalents

Cash and cash equivalents at the beginning of the year

Cash and cash equivalents at the end of the year

The above Consolidated Statement of Cash Flows should be read in conjunction with the accompanying notes.

Note

27

8

Consolidated

2010 2009

$ $
182,039 96,223
(2,032,276)  (2,368,507)
58,769 100,130
(17,945) (21,548)
(1,809,413)  (2,193,702)
(23,823) (554,435)
(3,019,312)  (5,192,617)
3,000 132,000
(93,573) (119,092)
74,200 28,180
(3,059,508)  (5,705,964)
5,179,535 6,993,500
(582,960) (248,230)
(42,083) (38,483)
4,554,492 6,706,787
(314,429)  (1,192,879)
1,916,742 3,109,621
1,602,313 1,916,742
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NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS
for the year ended 31 December 2010

Contents of the notes to the consolidated financial statements

OCoO~NOOOUTR~,WNE

Reporting entity

Basis of preparation

Significant accounting policies

Use of estimates and judgments

Segment information

Revenue and expenses

Income tax

Current assets - cash and cash equivalents
Current assets — trade and other receivables
Non-current assets — available-for-sale financial assets
Non-current assets - property, plant and equipment
Non-current assets - exploration and evaluation
Non-current assets - other

Current liabilities — trade and other payables
Interest-bearing liabilities

Non-current liabilities - provisions

Contributed equity

Reserve

Accumulated losses

Financial instruments

Key management personnel disclosures
Remuneration of auditors

Contingencies

Commitments

Related party transactions

Group entities

Reconciliation of net profit/(loss) to net cash flow from operating activities
Earnings per share

Share-based payments

Parent entity information

Events subsequent to reporting date

New accounting standards and interpretations
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NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS
for the year ended 31 December 2010

1. REPORTING ENTITY
Diatreme Resources Limited (the “Company”) is a public company listed on the Australian
Securities Exchange (trading under the code DRX), and is incorporated and domiciled in
Australia. The Group financial statements as at and for the year ended 31 December 2010
comprise the Company and its subsidiaries (together referred to as the “Group”).
Separate financial statements for Diatreme Resources Limited as an individual entity are no
longer presented as the consequence of a change to the Corporations Act 2001, however, limited
financial information for the Company as an individual entity is included Note 30.
The principal activity of the Group during the course of the financial year was the exploration for
heavy mineral sands, copper, gold and base metals in Australia.

2. BASIS OF PREPARATION

(a) Statement of compliance
The financial statements are general purpose financial statements which have been prepared in
accordance with Australian Accounting Standards, other authoritative pronouncements of the
Australian Accounting Standards Board and the Corporations Act 2001.
The consolidated financial statements of Diatreme Resources Limited also comply with
International Financial Reporting Standards (IFRS) as issued by the International Accounting
Standards Board (IASB).
The financial statements were approved by the Board of Directors on 25 March 2011.

(b) Basis of measurement
The Group financial statements have been prepared on the historical cost basis.

(c) Functional and presentation currency
These Group financial statements are presented in Australian dollars, which is the Company’s
functional currency and the functional currency of the Group.

(d) Adoption of new and revised accounting standards with no effect on financial statements

The following new and revised Standards and Interpretations have been adopted in these
financial statements. Their adoption has not had any significant impact on the amounts reported
in these financial statements but may affect the accounting for future transactions or
arrangements.

AASB 3 Business Combinations (2008), and
AASB 127 Consolidated and Separate
Financial Statements (2008)

The revised standards alter the manner in which
business combinations and changes in ownership
interests in subsidiaries are accounted for.

ASB 2009-8 Amendments to Australian
Accounting Standards — Group Cash-settled
Share-based Payment Transactions

These amendments clarify the accounting for
group cash-settled share-based payment
transactions. An entity receiving goods or
services in a share-based payment arrangement
must account for those goods or services no
matter which entity in the group settles the
transaction, and no matter whether the
transaction is settled in shares or cash.

AASB 2009-5 Further Amendments to
Australian Accounting Standards arising
from the Annual Improvements Project

These amendments are largely technical.

AASB 2009-4 Amendments to Australian
Accounting Standards arising from the

These amendments are largely technical.
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NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS
for the year ended 31 December 2010

(e)

(@)

(b)

Annual Improvements Project
[AASB 2 and AASB 138 and AASB
Interpretations 9 & 16]

AASB 2008-6 Further Amendments to | These amendments are largely technical.
Australian Accounting Standards arising
from the Annual Improvements

Project
AASB Interpretation 17 Distributions of Non- | The amendments are in respect of the
cash Assets to Owners classification, presentation and measurement of

non-current assets held for distribution to owners
in their capacity as owners and the disclosure
requirements for dividends that are declared after
the reporting period but before the financial

statements are authorised for issue, respectively

Uncertainty regarding going concern and recoverability of exploration and evaluation
expenditure

The financial statements have been prepared on a going concern basis which contemplates the
continuity of the normal business activities and the realization of assets and discharge of liabilities
in the ordinary course of business. This includes the realisation of capitalized exploration
expenditure of $18,791,274 (31 December 2009: $17,820,255).

The ability of the company and economic entity to maintain continuity of normal business
activities, to pay its debts as and when they fall due and to recover the carrying value of
exploration and evaluation expenditure, is dependent on the ability of the economic entity to the
successfully raise additional capital and/or successful exploration and subsequent exploitation of
areas of interest through sale or development.

SIGNIFICANT ACCOUNTING POLICIES

The accounting policies set out below have been applied consistently to all periods presented in
these consolidated financial statements, and have been applied consistently by Group entities.

Basis of consolidation

The consolidated financial statements comprise the financial statements of Diatreme Resources
Limited and its subsidiaries at 31 December 2010. Subsidiaries are all those entities (including
special purpose entities) over which the Group has the power to govern the financial and
operating policies, generally accompanying a shareholding of more than one-half of the voting
rights. The existence and effect of potential voting rights that are currently exercisable or
convertible are considered when assessing whether the Group controls another entity.

Subsidiaries are fully consolidated from the date on which control is transferred to the Group.
They are de-consolidated from the date that control ceases.

Intercompany transactions, balances and unrealised gains on transactions between Group
companies are eliminated. Unrealised losses are also eliminated unless the transaction provides
evidence of the impairment of the asset transferred. Accounting policies of subsidiaries have
been changed where necessary to ensure consistency with the policies adopted by the Group.

Non-controlling interests in the results and equity of subsidiaries are shown separately in the
consolidated statement of comprehensive income and statement of financial position respectively.
Total comprehensive income is attributable to owners of Diatreme Resources Limited and non-
controlling interests even if this results in the con-controlling interest having a debit balance.
Revenue

Revenue is recognised at the fair value of the consideration received or receivable, and
recognised when the service is provided, or ownership of the product has passed to the customer.

Interest revenue is recognised on a time proportion basis using the effective interest method.
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NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS
for the year ended 31 December 2010

()

(d)

(e)

Income tax

The income tax expense or revenue for the year is the tax payable on the taxable income based
upon the national income tax rate for each jurisdiction adjusted by changes in deferred tax assets
and liabilities attributable to temporary differences between the tax bases of assets and liabilities
and their carrying amounts in the financial statements, and to unused tax losses.

Deferred tax assets and liabilities are recognised for temporary differences at the tax rates
expected to apply when the assets are recovered or liabilities are settled, based on those tax
rates which are enacted or substantively enacted for each jurisdiction. The relevant tax rates are
applied to the cumulative amounts of deductible and taxable temporary differences to measure
the deferred tax asset or liability. An exception is made for certain temporary differences arising
from the initial recognition of an asset or a liability. No deferred tax asset or liability is recognised
in relation to these temporary differences if they arose in a transaction, other than a business
combination, that at the time of the transaction did not affect either accounting profit or taxable
profit or loss.

Deferred tax assets are recognised for deductible temporary differences and unused tax losses
only if it is probable that future taxable amounts will be available to utilise those temporary
differences and losses.

Current and deferred tax balances attributable to amounts recognised directly in other
comprehensive income are also recognised directly in other comprehensive income.

Tax consolidation legislation

The Company and its wholly-owned Australian subsidiaries have implemented the tax
consolidation legislation as of 1 January 2004. During the year ended 31 December 2009, Lost
Sands Pty Ltd joined the Diatreme Resources Limited tax consolidated group, as it became a
wholly-owned subsidiary of Diatreme Resources Limited.

Where applicable, each entity in the Group recognises its own current and deferred tax assets
and liabilities. Amounts resulting from unused tax losses and tax credits are then immediately
assumed by the parent entity. The current tax liability of each subsidiary entity is then also
assumed by the parent entity.

The entities have also entered into a tax sharing and funding arrangement. Under the terms of
this agreement, the wholly-owned entities reimburse the Company for any current income tax
payable by the Company arising in respect of their activities. The reimbursements are payable at
the same time as the associated income tax liability falls due.

In the opinion of the Directors, the tax sharing agreement is also a valid agreement under the tax
consolidation legislation and limits the joint and several liability of the wholly-owned entities in the
case of a default by the Company.

Impairment of assets

At the end of each reporting period the Group assesses whether there is any indication that
individual assets are impaired. Where impairment indicators exist, recoverable amount is
determined and impairment losses are recognised in profit or loss where the asset's carrying
value exceeds its recoverable amount. Recoverable amount is the higher of an asset's fair value
less costs to sell and value in use. For the purpose of assessing value in use, the estimated future
cash flows are discounted to their present value using a pre-tax discount rate that reflects current
market assessments of the time value of money and the risks specific to the asset.

Where it is not possible to estimate recoverable amount for an individual asset, recoverable
amount is determined for the cash-generating unit to which the asset belongs.
Cash and cash equivalents

Cash and cash equivalents include cash on hand, deposits held at call, other short term, highly
liquid investments with original maturities of three months or less that are readily convertible to
known amounts of cash and which are subject to an insignificant risk of changes in value and
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(f)

(@)

(h)

()

bank overdrafts. Bank overdrafts are shown in interest-bearing liabilities in the statement of
financial position.

Trade and other receivables

Trade and other receivables are recognised at nominal amount less an allowance for uncollectible
amounts and have repayment terms between 30 and 90 days. Collectability of receivables is
assessed on an ongoing basis. Debts which are known to be uncollectible are written off. An
allowance is made for doubtful debts where there is objective evidence that the Group will not be
able to collect all amounts due according to the original terms. Objective evidence of impairment
include financial difficulties of the debtor, default payments or debts more than 120 days overdue.
On confirmation that the receivable will not be collectible the gross carrying value of the asset is
written off against the associated provision.

Available-for-sale financial assets

Available-for-sale financial assets comprise investments in listed and unlisted entities and any
non-derivatives that are not classified as any other category of financial asset, and are classified
as non-current assets (unless management intends to dispose of the investments within 12
months of the end of the reporting period).

Property, plant and equipment

Plant and equipment is stated at historical cost, including costs directly attributable to bringing the
asset to the location and condition necessary for it to be capable of operating in the manner
intended by management, less depreciation and any impairments.

Depreciation is calculated on a diminishing value basis. Estimates of remaining useful lives are
made on a regular basis for all assets.

The depreciation rates used for each class of assets are as follows:

Furniture and fittings 40%

Motor vehicles 20%

Plant and equipment 40%

Leased motor vehicles 20%
Leases

() Finance leases

Assets acquired under finance leases which result in the Group receiving substantially all the risks
and rewards of ownership of the asset are capitalised at the lease’s inception at the lower of the
fair value of the leased property or the estimated present value of the minimum lease payments.
The corresponding finance lease obligation, net of finance charges, is included within interest
bearing liabilities. The interest element is allocated to accounting periods during the lease term to
reflect a constant rate of interest on the remaining balance of the liability for each accounting
period. The leased asset is included in property, plant and equipment and is depreciated over the
shorter of the estimated useful life of the asset or the lease term.

(ii) Operating leases

Leases where the lessor retains substantially all the risks and rewards of ownership of the net
asset are classified as operating leases. Payments made under operating leases (net of
incentives received from the lessor) are charged to the profit or loss on a straight-line basis over
the period of the lease.

Exploration and Evaluation
Exploration and evaluation costs, including the costs of acquiring licences, are capitalised as

exploration and evaluation assets on an area of interest basis. Costs incurred before the Group
has obtained the legal rights to explore an area are recognised in the profit or loss.
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(k)

0]

Exploration and evaluation assets are only recognised if the rights of the area of interest are
current and either:
e the expenditures are expected to be recouped through successful development and
exploitation of the area of interest; or

e activities in the area of interest have not, at the reporting date, reached a stage which
permits a reasonable assessment of the existence or otherwise of economically
recoverable reserves and active and significant operations in, or in relation to, the area of
interest are continuing.

Impairment of assets

The Group conducts an annual review for indicators of impairment. The carrying values of
capitalised exploration and evaluation expenditure and property, plant and equipment are
assessed for impairment when indicators of such impairment exist. External factors, such as
changes in expected future processes, technology and economic conditions, are also monitored
to assess for indicators of impairment. If any indication of impairment exists, an estimate of the
asset's recoverable amount is calculated.

An impairment loss is recognised for the amount by which the asset's carrying amount exceeds its
recoverable amount. Recoverable amount is the higher of an asset's fair value less costs to sell
and value in use. For the purposes of assessing impairment, assets are grouped at the lowest
levels for which there are separately identifiable cash inflows that are largely independent of the
cash inflows from other assets or groups of assets (cash-generating units).

Non-financial assets that suffered impairment are tested for possible reversal of the impairment
whenever events or changes in circumstances indicate that the impairment may have reversed.
Impairment losses are recognised in the statement of comprehensive income in those expense
categories consistent with the function of the impaired asset, except for property previously
revalued where the revaluation was taken to other comprehensive income. In this case, the
impairment is also recognised in other comprehensive income up to the amount of any previous
revaluation.

Trade and Other Payables
These amounts represent liabilities for goods and services provided to the Group prior to the end

of the reporting period and which remain unpaid. The amounts are unsecured and are usually
paid within 30 days of recognition.

(m) Employee Benefits

(n)

(i) Wages and Salaries and Annual Leave

Liabilities for wages and salaries, including non-monetary benefits and annual leave expected to
be settled within 12 months of the end of the reporting period are recognised in other liabilities in
respect of employees' services rendered up to the end of the reporting period and are measured
at amounts expected to be paid when the liabilities are settled.

(i) Long Service Leave

Liabilities for long service leave are recognised as part of the provision for employee benefits and
measured as the present value of expected future payments to be made in respect of services
provided by employees to the end of the reporting period. Consideration is given to expected
future salaries and wages levels, experience of employee departures and periods of service.
Expected future payments are discounted using national government bond rates at the end of the
reporting period with terms to maturity and currency that match, as closely as possible, the
estimated future cash outflows.

Contributed equity
Ordinary shares are classified as equity.

Costs directly attributable to the issue of new shares or options are shown in equity as a
deduction, net of tax, from the proceeds.
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(o) Earnings per share

(i) Basic earnings per share

Basic earnings per share is calculated by dividing the profit or loss attributable to equity holders of
the Company, excluding any costs of servicing equity other than ordinary shares, by the weighted
average number of ordinary shares outstanding during the financial year, adjusted for bonus
elements in ordinary shares issued during the year.

(ii) Diluted earnings per share

Diluted earnings per share adjusts the figures used in the determination of basic earnings per
share to take into account the after income tax effect of interest and other financing costs
associated with dilutive potential ordinary shares and the weighted average number of shares
assumed to have been issued for no consideration in relation to dilutive potential ordinary shares.

(p) Goods and services tax (GST)

Revenues, expenses and assets are recognised net of the amount of associated GST, unless the
GST incurred is not recoverable from the taxation authority. In this case it is recognised as part of
the cost of acquisition of the asset or as part of the expense.

Receivables and payables are stated inclusive of the amount of GST receivable or payable. The
net amount of GST recoverable from, or payable to, the taxation authority is included with other
receivables or payables in the statement of financial position.

Cash flows are included in the statement of cash flows on a gross basis. The GST components
of cash flows arising from investing or financing activities which are recoverable from, or payable
to the taxation authority, are presented as operating cash flows.

4. USE OF ESTIMATES AND JUDGMENTS

The preparation of financial statements requires management to make judgements, estimates and
assumptions that affect the application of accounting policies and the reported amounts of assets,
liabilities, income and expenses. Actual results may differ from these estimates.

Estimates and underlying assumptions are reviewed on an ongoing basis. Revisions to accounting
estimates are recognised in the period in which the estimate is revised and in any future periods
affected.

In particular, information about significant areas of estimation uncertainty and critical judgements in
applying accounting policies that have the most significant effect on the amount recognised in the
financial statements are described below:

(i) Carrying value of exploration and evaluation assets

The Group performed a detailed review of its exploration tenements at period end to determine
whether the related expenditure should continue to be capitalised under AASB 6 Exploration for and
Evaluation of Mineral Resources or written off. As a result of this review, management has
determined that $2,037,694 (2009: $2,795,586) be written off in the year ended 31 December 2010.

The ultimate recoupment of cost carried forward for the exploration and evaluation assets is
dependent upon the successful development and commercial exploitation or sale of the respective
areas of interest. Ultimate exploitation through the development of mines will depend on raising
necessary funding.

5. SEGMENT INFORMATION
Operating segments are now reported in a manner that is consistent with the internal reporting to the
chief operating decision maker (“CDM”), which has been identified by the Group as the Chairman and

other members of the Board of directors.

(i) Identification of reportable segments
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The Group has identified that it operates in only one segment based on the internal reports that are
reviewed and used by the CDM in assessing performance and determining the allocation of
resources. The Group operates in one business segment as an explorer for heavy mineral sands,

copper, gold and base metals in Australia.

(i) Revenue and assets by geographical region

The Group’s revenue is received from sources and assets that are located wholly within Australia.

(iii) Financial information

Reportable items required to be disclosed in this note are consistent with the information disclosed in
the Consolidated Statement of Comprehensive Income and Consolidated Statement of Financial

Position and are not duplicated here.

6. REVENUE AND EXPENSES

(&) Revenue
Interest
Management fees
Other

(b) Other expenses

Professional fees

Rental expenses on operating leases

Listing and share registry expenses

Forgiveness of loans

Superannuation expenses

Write-off rent prepayments from relinquished exploration tenements
Loss on disposal of hon-current assets

Administration costs

7. INCOME TAX

(a) The prima facie tax on accounting loss differs from the income tax
provided in the financial statements. The difference is reconciled as
follows:

Loss before income tax

Prima facie income tax benefit at 30% (2009: 30%)

Tax effect of amounts which are not deductible in calculating taxable income:
- Effect of transactions eliminated on consolidation that are

not exempt from taxation

- Other

Deferred tax assets not recognised
Recognition of research & development tax claim
Total income tax benefit
(b) The components of income tax
benefit:
Current tax
Deferred tax
Adjustments for research & development
Total income tax benefit

Consolidated

2010 2009
$ $
58,769 91,449
6,201 70,393
175,839 89,299
240,809 251,141
312,294 280,507
291,039 272,317
78,436 81,028
- 15,022
126,034 162,685
126,719 -
2,804 5,824
485,452 279,917
1,422,778 1,097,300
Consolidated
2010 2009
$ $
(4,316,054) (2,759,416)
(1,294,816) (827,825)
- 130,953
- 4,507
(1,294,816) (692,365)
1,294,816 692,365
(315,603) -
(315,603) -
(315,603) -
(315,603) -
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Consolidated

2010 2009
$ $

(c) Deferred tax
Deferred tax assets
Unused tax losses 16,274,277 16,017,301
Unused capital losses 15,022 -
Temporary differences:
- Accruals 25,927 39,692
- Employee entitlements 131,020 142,898
- Capital raising costs 797,576 532,148

17,243,822 16,732,039

Deferred tax liabilities
Temporary differences:

- Property, plant and equipment (17,938) 36,326
- Exploration expenditure (17,225,040) (16,751,035)
- Prepayments - (18,919)
- Other (844) 1,589

(17,243,822) (16,732,039)

Net deferred tax asset/liability 2 -

Unrecognised deferred tax assets

Unused tax losses 40,140,347 34,031,390
Unused capital losses 15,022 -
Temporary differences:

- Property, plant and equipment (17,938) 36,326

- Accruals 25,927 39,692

- Employee entitlements 131,020 142,898

- Capital raising costs 797,576 532,148

- Exploration expenditure (17,225,040) (16,751,035)

- Prepayments - (18,919)

- Other (844) 1,589

23,866,070 18,014,089

Potential tax effect at 30% 7,159,821 5,407,227
8. CURRENT ASSETS — CASH AND CASH EQUIVALENTS Consolidated

2010 2009

$ $

Cash at bank and in hand 1,602,313 1,916,742
9. CURRENT ASSETS — TRADE & OTHER RECEIVABLES Consolidated

2010 2009

$ $

Trade receivables 1,319 19,285

Other receivables 79,905 47,868

Prepayments 83,146 207,524

164,370 274,677

Trade and other receivables do not contain impaired assets and are not past

due.
10. NON CURRENT ASSETS — AVAILABLE-FOR-SALE Consolidated
FINANCIAL ASSETS
2010 2009
$ $
Shares in an unlisted company — at cost 162,586 162,586

Unlisted shares comprise an investment in Opal Horizon Limited.
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11. NON CURRENT ASSETS — PROPERTY, PLANT AND EQUIPMENT

Furniture Motor Leased Plant and
Consolidated and vehicles Motor Equipment Total
fittings vehicles
$ $ $ $ $

Year ended 31 December
2009
Opening net book amount 63,923 114,013 243,959 606,061 1,027,956
Additions 20,245 91,142 - 448,152 559,539
Disposals - - - (137,825) (137,825)
Depreciation charge (26,684) (34,172) (45,991) (140,723) (247,570)
Closing net book amount 57,484 170,984 197,967 775,665 1,202,100
At 31 December 2009
Cost 135,198 244,857 287,346 1,088,279 1,755,680
Accumulated depreciation (77,714) (73,873) (89,379) (312,614) (553,580)
Net book amount 57,484 170,984 197,967 775,665 1,202,100
Year ended 31 December
2010
Opening net book amount 57,484 170,984 197,967 775,665 1,202,100
Additions - 444 - 23,379 23,823
Disposals - - - (5,805) (5,805)
Depreciation charge (16,422) (34,266) (39,593) (191,324) (281,605)
Closing net book amount 41,062 137,162 158,374 601,915 938,513
At 31 December 2010
Cost 135,198 245,301 287,346 1,104,136 1,771,981
Accumulated depreciation (94,136) (108,139) (128,972) (502,221) (833,468)
Net book amount 41,062 137,162 158,374 601,915 938,513
12. NON-CURRENT ASSETS — EXPLORATION AND EVALUATION Consolidated

2010 2009

$ $

Exploration and evaluation — at cost less
impairment 18,791,274 17,820,255
Opening balance 17,820,255 12,492,294
Costs capitalised during the year 3,008,713 5,607,547
Costs written off during the year (2,037,694) (279,586)
Closing balance 18,791,274 17,820,255

The recoverability of the carrying amount of the exploration and evaluation assets is dependent on
successful development and commercial exploitation, or alternatively, sale of the respective areas of
interest.

At balance date the carrying amount of exploration and evaluation expenditure was $18,791,274 of
which $3,618,196 is attributable to the significant exploration of the Group’s Cyclone Heavy Mineral
Project.

As disclosed in the above Directors’ Report, “Events Subsequent to Reporting Date”, in January 2011
the Directors commissioned an independent valuation of the Cyclone Heavy Mineral Project. The
indicative value for the Project was estimated to be between $142 million to $170 million, with the
most likely value being $156 million.
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13. NON CURRENT ASSETS - OTHER

Rent guarantee deposit
Security deposits

14. CURRENT LIABILITIES — TRADE & OTHER PAYABLES

Unsecured

Trade payables

Other payables and accruals
Employee benefits

Trade payables are non-interest bearing and are normally settled on 30 day
terms.

15. INTEREST BEARING LIABILITIES

Secured
Finance lease liabilities - current
Finance lease liabilities — non-current

Lease liabilities are secured over the rights to the leased assets recognised in
the Consolidated Statement of Financial Position which will revert to the
lessor if the Group defaults.

16. NON-CURRENT LIABILITIES — PROVISIONS

Employee benefits

Consolidated

2010 2009
$ $
105,669 105,669

577,444 558,072

683,113 663,741

Consolidated

2010 2009
$ $
145,782 70,294
68,631 68,611
41,501 64,140
255,914 203,045

Consolidated

2010 2009
$ $
45,107 42,083

130,050 175,157

175,157 217,240

Consolidated

2010 2009
$ $
89,519 78,758

Diatreme Resources Limited and its subsidiaries Annual Financial Report 2010

22



NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS
for the year ended 31 December 2010

17. CONTRIBUTED
EQUITY
(&) Share capital

Fully paid ordinary shares

(b) Movements in ordinary share capital

Date

1 January 2009
April

May

June

August
October
November
December

31 December 2009

1 January 2010
March

April

June

August
November
December

31 December 2010

Ordinary shares

2010 2009 2010 2009
$ $ No. No.
33,321,487 28,724,912 265,947,384 202,191,209
Number of Issue price

Details shares $ $
Opening balance 144,999,921 21,259,642
Shares issued 14,333,333 0.1423 2,040,000
Shares issued 11,000,000 0.1400 1,540,000
Shares issued 2,259,996 0.1500 339,000
Shares issued 4,500,000 0.1600 720,000
Shares issued 17,900,000 0.1225 2,192,750
Shares issued 3,300,000 0.1225 404,250
Shares issued 3,897,959 0.1225 477,500
Share issue costs - (248,230)
Balance 202,191,209 28,724,912
Opening balance 202,191,209 28,724,912
Shares issued 3,300,000 0.1225 404,250
Shares issued 20,350,000 0.0900 1,831,500
Shares issued 200,000 0.0900 18,000
Shares issued 8,823,525 0.0850 749,999
Shares issued 25,082,650 0.0700 1,755,786
Shares issued 6,000,000 0.0700 420,000
Share issue costs - (582,960)
Balance 265,947,384 33,321,487

Holders of ordinary shares are entitled to receive dividends that may be declared from time to time
and are entitled to one vote per share at shareholders’ meetings.
In the event of winding up of the Company, ordinary shareholders rank after all other shareholders
and creditors and are fully entitled to any proceeds from liquidation.

Effective 1 July 1998, the Company Law Review Act abolished the concept of par value shares and
authorised capital. Accordingly, the Company does not have authorised capital or par value in respect

of its issued shares.

(c) Share Options

Expiry date
30 June 2011 (unlisted)
31 July 2011 (unlisted)

Exercise Price

Number at end of year

2010

16,800,000
3,000,000

2009
17,550,000
3,000,000

19,800,000 20,550,000

During the year 750,000 options with an expiry date of 30 June 2011 have been cancelled in
accordance with the provisions of the Employee and Officers Option Plan 2006.

No share options were exercised during the financial year (2009: nil).

Share options

Share options issued by the Company carry no rights to dividends and no voting rights. All options are
exercisable for cash on a 1:1 basis.
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18. RESERVE Consolidated
2010 2009
$ $
Share-based payment - option reserve 87,670 87,670

Nature and purpose of share-based payment — option reserve
The share-based payment - option reserve is used to recognise the fair value of options issued under
the employee share option plan.

19. ACCUMULATED LOSSES Consolidated
2010 2009
$ $

Accumulated losses at the beginning of the year (7,271,524) (4,816,089)
Loss attributable to owners of Diatreme Resources Limited (4,000,451) (2,739,545)
Accumulated profit transferred on acquisition of

non-controlling interest during the year - 284,110
Accumulated losses at the end of the year (11,271,975) (7,271,524)

20. FINANCIAL INSTRUMENTS

The Group’s principal financial instruments comprise cash and short-term deposits. The main purpose
of these financial instruments is to fund the Group’s operations.

The Group does not use any form of derivatives as it is not at a level of exposure that requires the use
of derivatives to hedge its exposure. Exposure limits are reviewed by management on a continuous
basis. The Group does not enter into or trade financial instruments, including derivative financial
instruments, for speculative purposes.

(a) Categories of financial instruments
Consolidated

2010 2009
$ $

Financial assets

Cash and cash equivalents 1,602,313 1,916,742
Trade and other receivables 1,163,086 938,418
Available-for-sale financial assets 162,586 162,586
Total financial assets 2,927,985 3,017,746
Financial liabilities

Trade and other payables 255,914 203,045
Interest-bearing liabilities 175,157 217,240
Total financial liabilities 431,071 420,285

The Board of Directors has overall responsibility for the establishment and oversight of the risk
management framework which is summarised below:

(b) Capital risk

The Board’s policy is to maintain a strong capital base so as to maintain investor, creditor and market
confidence and to sustain future development of the business. As an emerging explorer, the Group
does not establish a return on capital. Capital management requires the maintenance of strong cash
balance to support ongoing exploration. There were no changes in the Group’s approach to capital
management during the year. The Group is not subject to externally imposed capital requirements.

(c) Market risk

(i) Interest rate risk

Exposure to interest rate risk arises on financial assets and financial liabilities recognised at the end
of reporting period whereby a future change in interest rates will affect future cash flows or the fair
value of fixed rate financial instrument. The Group is also exposed to earning volatility on floating rate
instruments. The Group does not have a formal policy in place to mitigate interest rate risks as the
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Group’s income and operating cash flows are not materially exposed to changes in market interest
rates.

At balance date, the Group had the following financial assets which are interest bearing:

Consolidated

2010 2009
$ $
Cash and cash equivalents (variable interest rates) 1,602,313 1,916,742
Security deposits (fixed interest rates) 577,444 558,072
2,179,757 2,474,814

(i) Interest rate sensitivity analysis

An increase of 80 basis points in interest rates at the reporting date, with all other variables held
constant, would have decreased the Group’s loss and increased equity by $17,416 (2009: $19,799).
Where interest rates decreased, there would be an equal and opposite impact on the loss and equity.
(iii) Price risk

The Group is exposed to equity securities price risk. This arises from an investment held by the

Group and classified on the consolidated statement of financial position as an available-for-sale
financial asset.

The price risk for unlisted securities is immaterial in terms of the possible impact on profit or loss or
total equity. A sensitivity analysis has therefore not been performed.

The Group is not exposed to commodity price risk or currency risk.

(d) Creditrisk

Credit risk is the risk that a contracting entity will not complete its obligation under a financial
instrument that will result in a financial loss to the Group. The carrying amount of financial assets

represents the maximum credit exposure.

The Group manages any credit risk associated with its funds on deposit by ensuring that it only
invests its funds with reputable financial institutions.

At 31 December 2010, trade and other receivables are mostly receivable within 30 days.

(e) Liquidity risk

Liquidity risk is the risk that the Group will not be able to meet its financial obligations as they fall due.
The Group’s approach to managing liquidity is to ensure, as far as possible, that it will always have
sufficient liquidity to meet its liabilities when due, under both normal and stressed conditions, without

incurring unacceptable losses or risking damage to the Group’s reputation.

The Group manages liquidity risk by maintaining adequate cash reserves from funds raised in the
market and by continuously monitoring forecast and actual cash flows.

The following are the contractual maturities of financial liabilities:

Consolidated Carrying  Contractual 6-12

amount cash flow < 6 months months 1-3 years > 3 years

$ $ $ $ $ $

31 Dec 2010
Trade and other
payables 255,914 (255,914) (255,914) - - -
Interest bearing
liabilities 175,157 (192,083) (29,953) (28,898) (133,232) -

431,071 (447,997)  (285,867) (28,898)  (133,232)
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Consolidated Carrying Contractual 6-12
amount cash flow < 6 months months 1-3 years > 3 years
$ $ $ $ $ $
31 Dec 2009
Trade and other
payables 203,045 (203,045) (203,045) - - -
Interest bearing
liabilities 217,240 (251,990) (29,953) (29,953) (192,084) -
420,285 (455,035) (232,998) (29,953) (192,084)

(f) Fair values

The carrying amount of financial assets and financial liabilities recorded in the financial statements

approximate their respective net fair values, other than as noted below.

The fair value of the non current asset comprising available-for-sale financial assets has been valued
at cost. As disclosed in the above Note 10, the assets are shares in an unlisted company Opal
Horizon Limited and as such their fair value can not be determined reliably. This is because there is
not an active market for the issued shares of the company as the investment is not listed. The
intention at this stage is to not dispose of the shares.

21. KEY MANAGEMENT PERSONNEL DISCLOSURES

(a) Key management personnel compensation

Short-term employee benefits
Post-employment benefits
Long-term benefits
Share-based payments

Consolidated

2010 2009
$ $
843,175 804,788
49,770 43,838
8,553 12,433
901,498 861,059

Detailed remuneration disclosures are provided in sections A and B of the remuneration report in the

Directors’ Report.

(b) Key management personnel equity holdings

Options

Balance Granted as Other Balance Vested and

at1Jan compensation | Exercised Changes at 31 Dec exercisable

No. No. No. No. No. No.

2010
A J Fawdon 5,000,000 - - 5,000,000 5,000,000
D H Hall 4,100,000 - - - 4,100,000 4,100,000
L J Litzow # 2,500,000 - - | (2,500,000) - -
G H White 2,500,000 - - - 2,500,000 2,500,000
A Tsang - - - - - -
D A Jelley 1,500,000 - - - 1,500,000 1,500,000
Total 15,600,000 (2,500,000) 13,100,000 13,100,000
2009
A J Fawdon 5,000,000 - - - 5,000,000 5,000,000
D H Hall 4,100,000 - - - 4,100,000 4,100,000
L J Litzow 2,500,000 - - - 2,500,000 2,500,000
G H White 2,500,000 - - - 2,500,000 2,500,000
A Tsang - - - - - -
D A Jelley 1,500,000 - - - 1,500,000 1,500,000
Total 15,600,000 15,600,000 15,600,000

# Net other changes relates to holdings at date of resignation 30 November 2010.
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Ordinary shares

Balance at the Received on Net purchased / Other Balance at the
start of the exercising (sold) changes end of the year
year options
2010
A J Fawdon 3,231,398 - 50,000 423 3,281,821
D H Hall 2,513,667 - 36,333 - 2,550,000
L J Litzow ® 4,461,785 - - | (4,461,785) -
G H White - - 50,000 - 50,000
A Tsang 34,802,428 - 6,542,190 - 41,344,618
D A Jelley - - - - -
Total 45,009,278 - 6,678,523 | (4,461,362) 47,226,439
2009
A J Fawdon 3,231,398 - - - 3,231,398
D H Hall 2,492,000 - 21,667 - 2,513,667
L J Litzow 4,461,785 - - - 4,461,785
G H White - - - - -
A Tsang @ 17,599,700 - 4,604,769 | 12,597,959 34,802,428
D A Jelley - - - - -
Total 27,784,883 - 4,626,436 12,597,959 45,009,278
(1) Resigned from Board 30 November 2010
(2) Appointed to Board 23 January 2009
22. REMUNERATION OF AUDITORS Consolidated
2010 2009
$ $
Amounts received by the Company’s former auditor — Hacketts DFK:
- Audit and review of the financial statements 4,135 25,105
Amounts received, or due and receivable, by the Company’s current auditor
— BDO Audit (QLD) Pty Ltd:
- Audit and review of the financial statements 31,000 -
35,135 25,105

23. CONTINGENCIES

(@) The Group has possible exposure to a contingent liability totalling $54,000 relating to an

unresolved stamp duty matter in Western Australia.

(b) On transfer of the Tick Hill mining tenements to the Group there will be a requirement to pay
$100,000 option exercise fee.

(c) The Group has exposure to meet costs associated with the remediation of contaminated soil
resulting from a field camp diesel spill at one of its exploration sites. It is not practical to estimate
the total liability at this stage, and the level of provision is dependent on the outcome of

investigations.

24, COMMITMENTS

(&) Tenement expenditure commitments

So as to maintain current rights to tenure of exploration tenements, the Group will be required to
outlay amounts in respect of tenement rent to the relevant governing authorities and to meet certain

annual exploration expenditure commitments.

These outlays (exploration expenditure and rent),

which arise in relation to granted tenements, inclusive of tenement applications are as follows:
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Payable within 1 year
Payable between one and five years

Consolidated
2010 2009
$ $
809,603 1,544,999
1,824,976 6,302,736

2,634,579 7,847,735

The outlays may be varied from time to time, subject to approval of the relevant government
departments, and may be relieved if a tenement is relinquished. Cash security bonds totalling
$577,444 (2009: $558,072) are currently held by the relevant governing authorities to ensure

compliance with granted tenement conditions.

(b) Operating lease commitments

Payable within 1 year
Payable between one and five years

Leasing arrangements for the rental of office
space expiring on 31 July 2016.

(c) Finance leases commitments

Payable within 1 year

Payable between one and five years
Payable later than five years
Minimum lease payments

Future finance charges

Recognised as a liability

Representing interest-bearing liabilities (Note 15):
Current
Non-current

The Group leases five motor vehicles under
finance lease agreements.

25. RELATED PARTY TRANSACTIONS

(a) Parent entity
The ultimate parent entity in the Group is Diatreme Resources Limited.

(b) Subsidiaries
Interests in subsidiaries are set out in Note 26.

(c) Key management personnel
Disclosures relating to key management personnel are set out in Note 21.

(d) Transactions with related parties
The following transactions occurred with related parties:

Management fee charged to Director related
entities ( Opal Horizon Ltd, Superior Resources Ltd,
and Xtreme Resources Ltd)

Reimbursement of employee benefits and on-
cost from Director related entities

Consolidated

2010 2009
$ $
285,225 236,421
1,362,222 132,496

1,647,447 368,917

Consolidated

2010 2009
$ $
58,851 59,906
133,232 192,084

192,083 251,990
(16,926) (34,750)

175,157 217,240

45,107 42,083
130,050 175,157
175,157 217,240

Consolidated

2010 2009
$ $
6,201 64,355
= 6,038
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(e) Loans to related parties
Consolidated

2010 2009
$ $
Loan to Xtreme Resources Limited (Director
related entity)#
Beginning of the year - 403,306
Loan repayment - (400,000)
Loans forgiven - (3,306)

End of the year -
# A J Fawdon was Non-executive Chairman of Xtreme Resources Limited from 2006 to 2009, and
D H Hall was Non-executive Director of Xtreme Resources Limited from 2006 to 2009.

26. GROUP ENTITIES Country of

Incorporation Ownership Interest
Subsidiaries 2010 2009
Regional Exploration Management Pty Ltd Australia 100% 100%
Chalcophile Resources Pty Ltd * Australia 100% 100%
Lost Sands Pty Ltd Australia 100% 100%

* This entity is 100% owned by Regional Exploration Management Pty Ltd.
Effects of change in ownership of Lost Sands Pty Ltd

In August 2009 Diatreme Resources Limited issued 4,500,000 shares to Zircon Resources Limited for
the sum of $720,000 to acquire the 25% equity position in Lost Sands Pty Ltd held by Zircon
Resources Limited. The impact of the increase in interests in Lost Sands Pty Ltd has been recognised
in equity (Refer Statement of Changes in Equity).

27. RECONCILIATION OF NET PROFIT/(LOSS) TO NET CASH FLOW Consolidated
FROM OPERATING ACTIVITIES
2010 2009
$ $
Loss for the year (4,000,451) (2,759,476)
Non-cash items
Depreciation 281,605 247,570
Capitalised exploration expenditure written-off 2,037,694 279,585
Loss / (profit) on sale of fixed assets 2,804 5,824
Movements in operating assets and liabilities
Decrease / (increase) in receivables 110,309 82,827
Decrease / (increase) in current tax asset (315,603) -
Decrease / (increase) in other assets - (35,794)
Increase / (decrease) in payables 63,468 (10,653)
Increase / (decrease) in provisions 10,761 (3,645)
Net cash outflow from operating activities (1,809,413) (2,193,702)
28. EARNINGS PER SHARE Consolidated
2010 2009
Cents Cents
Basic earnings per share (loss) (1.8) (1.6)
Diluted earnings per share (loss) (1.8) (1.6)
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2010 2009
Weighted average number of shares used as the denominator Number Number
Weighted average number of ordinary shares used as the denominator in
calculating basic earnings per share 227,551,989 172,890,874
Weighted average number of ordinary shares and potential ordinary
shares used as the denominator in calculating diluted earnings per share 227,551,989 172,890,874

Information concerning earnings per share

Earnings for the purpose of the calculation of basic earnings per share and also diluted earnings per
share, is the loss attributable to owners of Diatreme Resources Limited of $4,000,451 (2009: loss
$2,739,545).

Options granted are usually considered to be potential ordinary shares and taken into account in the
determination of diluted earnings per share and are not included in the determination of basic
earnings per share. In the circumstances of the Group, the options are not dilutive and are therefore
not used in the calculation of diluted earnings per share. Details of the options are set out in Note
17(c).

29. SHARE-BASED PAYMENTS

Share-based payments are granted at the discretion of the Board and provide long term incentives for
Directors and employees of the Group.

Each option issued converts to one ordinary share of Diatreme Resources Limited on exercise. No
amounts are paid or payable by the recipient on receipt of the option. Options neither carry rights or
dividends nor voting rights. Options may be exercised at any time from the date of vesting to the date
of their expiry.

Set out below are summaries of the share-based payment arrangements:

Balance at Granted Exercised Forfeited Balance at Exercisable
Options Exercise start of the during the during during the end of the at end of the
grant date Expiry date price year year the year year year year

July 2006 30 Jun 2011 $0.47 6,500,000 - 6,500,000 6,500,000
August 2006 30 Jun 2011 $0.47 100,000 100,000 100,000
June 2007 30 Jun 2011 $0.47 4,300,000 - 4,300,000 4,300,000
June 2008 30 Jun 2011 $0.47 6,400,000 (500,000) 5,900,000 5,900,000
August 2008 30 Jun 2011 $0.47 250,000 (250,000) - -
Total 17,550,000 (750,000) 16,800,000 16,800,000

In accordance with the terms of the share-based arrangements all options issued vested prior to 1
January 2009.

(a) Expenses arising from share-based payment transactions

Total expense arising from share-based payment transactions recognised during the year was nil
(2009: nil).
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30. PARENT ENTITY INFORMATION 2010 2009
$ $
Financial position
Current assets 1,719,211 1,817,998
Non-current assets 22,958,819 20,599,221
Total assets 24,678,030 22,417,219
Current liabilities 171,606 174,670
Non-current liabilities 89,519 78,758
Total liabilities 261,125 253,428
Net assets 24,416,905 22,163,791
Shareholders’ equity
Contributed equity 33,321,487 28,724,912
Option reserve 87,670 87,670
Accumulated losses (8,992,253) (6,648,791)
Total equity 24,416,905 22,163,791
Loss for the year (2,343,462) (1,774,710)
Total comprehensive loss for the year (2,343,462) (1,774,710)
Tenement expenditure commitments
2010 2009
$ $
Payable within 1 year 243,396 113,864
Payable between one and five years 150,000 -
393,396 113,864
Operating lease commitments
2010 2009
$ $
Payable within 1 year 271,853 222,040
Payable between one and five years 1,362,222 132,496
1,634,075 354,536

31. EVENTS SUBSEQUENT TO REPORTING DATE

On 23 February 2011 the Company announced a non-renounceable Rights Issue to shareholders on
a 1 for 3 basis, with 1 free attaching option per share exercisable on or before 30 September 2013.
The total amount expected to be raised from the Rights Issue is approximately $7.1 million.

No other matter or circumstance has arisen since the end of the financial year that has significantly
affected, or may significantly affect the operations of the Group, the results of those operations, or the
state of affairs of the Group in financial years subsequent to 31 December 2010.

32. NEW ACCOUNTING STANDARDS AND INTERPRETATIONS

At the date of authorisation of the financial report, certain Standards and Interpretations were on issue
but not yet effective. These Standards and Interpretations have not been adopted in the preparation
of the financial report for the year ended 31 December 2010. None of these Standards and
Interpretations is expected to have significant effect on the consolidated financial statements of the
Group, except for AASB 9 Financial Instruments, which becomes mandatory for the Group’s 2013
consolidated financial statements and could change the classification and measurement of financial
assets.

The Group does not plan to adopt this Standard early and the extent of the impact has not been
determined.
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The Group expects to first apply these Standards and Interpretations in the financial report of the
Group relating to the annual reporting period beginning after the effective date of each
pronouncement.
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DIRECTORS’ DECLARATION
The Directors declare that the financial statements and notes set out on pages 8 to 32 are in
accordance with the Corporations Act 2001 and:
(&) comply with Accounting Standards and the Corporations Regulations 2001; and

(b) give a true and fair view of the consolidated entity’s financial position as at 31 December 2010
and of its performance for the year ended on that date.

The consolidated entity has included in the notes to the financial statements an explicit and
unreserved statement of compliance with International Financial Reporting Standards.

In the Directors’ opinion, given reasonable assumptions in regards to the Company’s ability to raise
additional funds and/or scale back activities, there are reasonable grounds to believe that the
Company will be able to pay its debts as and when they become due and payable.

The remuneration disclosures included in pages 3 to 5 of the Directors’ Report (as part of the audited
Remuneration Report), for the year ended 31 December 2010 comply with Section 300A of the
Corporations Act 2001.

The Directors have been given the declarations by the Chief Executive Officer and Chief Financial
Officer required by Section 295A.

This declaration is made in accordance with a resolution of the Directors.

A J Fawdon
Executive Chairman/CEO

Brisbane, 25 March 2011
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DECLARATION OF INDEPENDENCE BY CHRIS SKELTON TO THE DIRECTORS OF DIATREME
RESOURCES LIMITED

As lead auditor for the audit of Diatreme Resources Limited for the year ended 31 December 2010, |
declare that to the best of my knowledge and belief, there have been:

A no contraventions of the auditor independence requirements of the Corporations Act 2001 in
relation to the audit; and
A no contraventions of any applicable code of professional conduct in relation to the audit.

This declaration is in respect of Diatreme Resources Limited and the entities it controlled during
the year.

CJ Skelton

Director

BDO Audit (QLD) Pty Ltd

Brisbane: 25 March 2011
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| NDEPENDENT AUDI TOR38S REPORT
To the members of Diatreme Resources Limited
Report on the Financial Report

We have audited the accompanying financial report of Diatreme Resources Limited, which

comprises the consolidated statement of financial position as at 31 December 2010, the

consolidated statement of comprehensive income, the consolidated statement of chan ges in equity

and the consolidated statement of cash flows for the year then ended, notes comprising a summary

of significant accounting policies and other explanat
of the consolidated entity comprisingtheco mpany and the entities it control
or from time to time during the financial year.

Directors6 Responsibility for the Financial Report

The directors of the company are responsible for the preparation of the financial report that gives a
true and fair view in accordance with Australian Accounting Standards and the Corporations 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 misstatem  ent, whether due to fraud or error. In
Note 1, the directors also state, in accordance with Accounting Standard AASB 101 Presentation of
Financial Statements, that the financial statement comply with  International Financial Reporting
Standards.

Au di tResponsibility

Our responsibility is to express an opinion on the financial report based on our audit. We conducted
our audit in accordance with Australian Auditing Standards. Those standards require that we comply
with relevant ethical requirements relat ing to audit engagements and plan and perform the audit
to obtain reasonable assurance about whether the financial report is free from material
misstatement.

An audit involves performing procedures to obtain audit evidence about the amounts and

disclosure s i n the financi al report. The procedures select
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 cons iders internal control relevant

to the entityds preparation of the financi al report t
audit procedures that are appropriate in the circumstances, but not for the purpose of expressing
anopinionontheeffect i veness of the entitydés internal control

the appropriateness of accounting policies used and the reasonableness of accounting estimates
made by the directors, as well as evaluating the overall presentation of the financi  al report.

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

Independence

In conducting our audit, we have complied with the independence requirements of the

Corporations Act 2001. We confirm that the independence declaration required by the  Corporations

Act 2001, which has been given to the directors of Diatreme Resources Limited, would be in the

same terms if given to the directors as at the time o
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Opinion
In our opinion:

(a) the financial report of Diatreme ResourcesLimited is in accordance with the Corporations Act
2001, including:

) giving a true and fair vi #gancidpositiorhasat8lonsol i dat ed ¢
December 2010 and of its performance for the year ended on that date; and

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

(b) the financial report also complies with International Financial Reporting Standards as
disclosed in Note 1.

Emphasis of Matters on Going Concern and Carrying Value of Exploration Expenditure

Without qualifying our opinion, we draw attention to the matters set out in Note 1. The financial
statements have been prepared on a going concern basis which contemplates the continuity of
normal business activities and the realisation of assets and disch arge of liabilities in the ordinary
course of business. This includes the realisation of capitalised exploration and evaluation
expenditure of $18,791,274 (31 December 2009: $17,820,255). The ability of the consolidated
entity to maintain continuity of nor mal business activities, to pay their debts as and when they fall
due and to recover the carrying value of their areas of interest, is dependent upon the ability of
the consolidated entity and to successfully raise additional capital and/or the successful
exploration and subsequent exploitation of their areas of interest through sale or development. As
a result of these factors, there exists material uncertainty regarding the ability of the consolidated
entity to continue as a going concern.

No adjustments have been made to the carrying value of assets or recorded amount of liabilities
should the consolidated entity plans not eventuate.

Report on the Remuneration Report

We have audited the Remuneration Report included in pages 3to5 of t he di r eforther sd r epo
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 is to express an opinion on the Remuneration Report, based on our

audit conducted in accordance with Australian Auditing Standards.

Opinion
In our opinion, the Remuneration Report of Diatreme Resources Limited for the year ended 31

December 2010 complies with section 300A of the Corporations Act 2001 .
BDOAudit (QLD) Pty Ltd

BDo
o g

C J Skelton
Director

Brisbane: 25 March 2011
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