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AUDITORS' REPORT

To the Shareholders of Gammon Lake Resources Inc.,

We have audited the consolidated balance sheets of Gammon Lake Resources Inc. (“the
Company") as at December 31, 2006 and 2005 and the consolidated statements of operations
and deficit and cash flows for the year ended December 31, 2006 and the five month period
ended December 31, 2005. These consolidated financial statements are the responsibility of the
Company's management. Our responsibility is to express an opinion on these financial
statements based on our audits.

We conducted our audits in accordance with Canadian generally accepted auditing standards.
With respect to the consolidated financial statements for the year ended December 31, 2006, we
also conducted our audit in accordance with the standards of the Public Company Accounting
Oversight Board (United States). Those standards require that we plan and perform an audit to
obtain reasonable assurance whether the financial statements are free of material misstatement.
An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in
the financial statements. An audit also includes assessing the accounting principles used and
significant estimates made by management, as well as evaluating the overall financial statement
presentation.

In our opinion, these consolidated financial statements present fairly, in all material respects, the
financial position of the Company as at December 31, 2006 and 2005 and the results of its
operations and its cash flows for the year ended December 31, 2006 and the five month period
ended December 31, 2005 in accordance with Canadian generally accepted accounting
principles.

The consolidated financial statements as at July 31, 2005 and for the year then ended were
audited by other auditors, who expressed an opinion without reservation on those statements in
their report, dated September 10, 2005.

/sl KPMG LLP

Chartered Accountants

Halifax, Canada

April 2, 2007
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This management discussion and analysis is made as of April 2, 2007, and should be read in conjunction with the
consolidated financial statements of Gammon Lake Resources Inc. (“the Company”) for the year ended December 31,
2006 and the management discussion and analysis and audited financial statements as at and for the five months
ended December 31, 2005 and the year ended July 31, 2005, including all accompanying notes to the financial
statements. In 2005, the Company changed its year-end from July 31 to December 31 to make the reporting period of
the Company consistent with other emerging precious metal producing issuers, and is reporting results for the year
ended December 31, 2006. Unless otherwise stated, gold equivalent ounces are calculated using the ratio of 50:1.
The term “Feasibility Study” is used to define the Kappes, Cassidy and Associates feasibility study published in
November, 2004. Results are presented in Canadian dollars, unless otherwise stated. Statements are subject to the
risks and uncertainties identified in the Forward-Looking Statements portion of this document.

The Company is a growth-oriented public gold and silver production and exploration company listed on the Toronto
Stock Exchange (TSX:GAM) and the American Stock Exchange (AMEX:GRS). The Company completed construction
of its Ocampo mine, and announced commercial production in January, 2007. The Company was producing during the
construction and commissioning period in 2006. 2007 is the Company's first full year of commercial production. The
Company expects to produce 400,000 gold equivalent ounces, comprised of 200,000 ounces of gold and 10,000,000
ounces of silver, and expects to realize a cash cost below US$200 per gold equivalent ounce in 2007. The results of
operations for 2006 will differ from previous years as the Company realizes revenue from its operations, and is now a
mid-tier producer. The results of operations for 2005 reflect the Company’s exploration and development activities at
the Ocampo Project, and therefore the financial results show no current sources of revenue other than interest earned
on cash and short-term money-market instruments, all of which were derived from issuances of share capital and long-
term debt.

2006 Highlights

- Records cash cost of US$293 per gold equivalent ounce for Ocampo in fourth quarter 2006. Company
reports cash cost of US$318 per gold equivalent ounce for the three months ended December 31, 2006 and
US$355 for the year ended December 31, 2006

- Records cash flow from operations of $6,871,156 in fourth quarter 2006

- Records revenues of $73 million in 2006

- Gold sales of 67,477 gold ounces, and 1,888,324 silver ounces (105,243 gold equivalent ounces)

- Gammon Lake announces first gold-silver pour from the Mill facility at Ocampo Gold-Silver Project,
September, 2006

- Gammon Lake Resources Inc. and Mexgold Resources Inc. obtain final court approval for the proposed
business combination, August, 2006

- Gammon Lake announces first gold-silver pour at Ocampo Gold-Silver Project, February 2006

- Gammon Lake announces Open Pit mining and commencement of heap leach operations at Ocampo Gold-
Silver Project, January, 2006

Further details on the history of the Company, its mineral properties and the risk factors associated with respect to the
Company can be found under the Company's associated documents including its Annual Information Form at
www.sedar.com or on the Company's website at www.gammonlake.com
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Outlook, Vision and Strategy

Gammon'’s outlook and growth strategy is to increase its production profile and reserve base by:

- expansion opportunities at Ocampo Open Pit mine, Ocampo Underground mine and El Cubo Underground
mine

- advancing exploration activities at both Ocampo and El Cubo with a commitment to an US$8 million drill
program, including 42,000 metres at Ocampo and 30,000 metres at EI Cubo in 2007

- actively pursuing a potential second Underground Mine in Ocampo

During 2006, the Company was focused on completing construction at the Ocampo mine. With construction
substantially complete, the Company is now focused on increasing its production profile from 200,000 gold ounces and
10,000,000 silver ounces in 2007 to 280,000 gold ounces and 15,000,000 silver ounces in 2009 and beyond.

Summary of 2006
Statements in this section are subject to the risks and uncertainties identified in the Forward-Looking Statements
portion of this document.

2006 was a major turning point for the shareholders, management, employees and board of Gammon Lake Resources
Inc. The Company was pleased with its accomplishments in 2006, and is now positioned to be a significant mid-tier
producer of gold and silver. The Company commenced construction of the Ocampo mine in early 2005, with the first
foundations poured on site in September, 2005. During late 2005 and through 2006, the Company completed
construction of two major processing facilities including its crushing/heap leach circuit and its 1,500 tonne per day mill
facility. During 2006, through its commissioning period, the Ocampo mine sold 51,748 ounces of gold, and 1,302,807
ounces of silver, or 77,804 gold equivalent ounces. Production from El Cubo for the period August 8, 2006 to
December 31, 2006 equaled 15,729 ounces of gold and 585,517 ounces of silver, or 27,439 gold equivalent ounces.
On a consolidated basis, the Company produced 67,477 ounces of gold and 1,888,324 ounces of silver (105,243 gold
equivalent ounces) during 2006. For fiscal 2007, the Company is targeting production of 400,000 gold equivalent
ounces (200,000 ounces of gold, and 10,000,000 ounces of silver).

The Company produced its first dore bar from Ocampo on February 1, 2006 from the heap leach facility. The
Company has been mining in the open pit since January, 2006. During the year, the Company mined 4,272,625
tonnes of ore and 12,954,869 tonnes of waste, for a 3.03:1 strip ratio. The Company stacked a total of 2,585,603
tonnes of ore on the heap leach pad with an average grade of 0.94 grams per tonne gold, and 38.88 grams per tonne
silver. During the third quarter, the Company experienced some challenges due to the excessive rainfall in the
Ocampo region. The rainfall received in July and August impaired production from the heap leach pad, and impacted
the Company’s ability to stack at optimal levels. Throughout the commissioning process, the Company had made
modifications to the crushing facility, and processed in excess of 10,000 tonnes of ore per day in the fourth quarter of
2006. The Company is installing a fourth crusher in the circuit which will increase the capacity from 11,400 tonnes per
day to 13,800 tonnes per day, and expects this work to be completed by Q3 2007. The Company has recovered a
total of 51% of the total gold and 26% of the silver placed on the pad to date. The heap leach pad contains
approximately 24,583 recoverable gold ounces and 1,065,798 recoverable silver ounces as at December 31, 2006.

The Company commenced its commissioning process of the mill in August, 2006 with the introduction of low-grade
ore. Commissioning continued through December with the introduction of higher grade ore. In December, the
Company shut down the mill for two weeks in order to make final modifications to the tailings filter plant. This allowed
the mill to achieve its designed capacity of 1,500 tonnes per day. During 2006, the Company processed 100,753
tonnes through the mill, with weighted average grades of 3.79 grams per tonne gold, and 199.5 grams per tonne silver
(7.78 gold equivalent grams per tonne). During 2006, the mill produced 9,272 ounces of gold, and 415,584 ounces of
silver (17,584 gold equivalent ounces). There were an additional 1,950 ounces of gold and 155,009 ounces of silver in
process at December 31, 2006. The recoveries in the mill have been at feasibility study levels of 96% on gold and
93% on silver.
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On August 8, 2006, the Company acquired all of the issued and outstanding common shares and options of Mexgold
Resources Inc. by way of a plan of arrangement under the Business Corporations Act (Ontario). Under the terms of the
transaction, each Mexgold shareholder, option and warrant holder other than Gammon Lake received 0.47 of a Gammon
Lake common share in exchange for each Mexgold common share. Gammon Lake Resources Inc. issued 21,838,033
common shares and will issue up to an aggregate of 5,498,897 common shares to the holders of Mexgold common share
and option holders upon exercise, respectively. Mexgold warrants will be exercisable to acquire up to an aggregate of
186,120 Gammon Lake common shares. The highlights of the combined company include:

- a new world-class mid-tier gold-silver Company with a market cap of in excess of $2.15 hillion (using
December 31, 2006 closing price)

- Full production is expected to be in excess of 400,000 gold equivalent ounces per annum commencing in
2007 (200,000 ounces of gold and 10,000,000 ounces of silver), free of hedging

- Expected low cash costs of below US$200 per gold equivalent ounce

- Alarge measured and indicated resource of more than 6.0-million gold equivalent ounces (3.5 million ounces
of gold and 165-million ounces of silver) and additional inferred resources of more than 9.0-million gold
equivalent ounces (4.9-million ounces of gold and 249-million ounces of silver). Included within measured
and indicated resources are proven and probable reserves of more than 5.0-million gold equivalent ounces
(2.8 million ounces of gold and 137-million ounces of silver).

- Low geopolitical risk

- Attractive land package

The Company’s financial statements for the year ended December 31, 2006 incorporate the results of operations from
the EI Cubo mine from August 8, 2006 to December 31, 2006. During this period, EI Cubo produced a total of 15,729
ounces of gold and 585,517 ounces of silver (27,439 gold equivalent ounces). Production from EI-Cubo in August and
September was lower than expected due to an extraordinary number of lightning and rain storms. The El Cubo mine
has low voltage transmission lines that lack proper lightning protection and caused frequent losses of power to the
beneficiation plant. During the month of September, the Company committed to a major upgrade of the electrical
distribution system. The Comision Federal de Electricidad (CFE) has since agreed to provide the Company with a new
115kv line with complete lightning protection to eliminate this problem in the future. The Company also replaced some
bearings in the ball mill which caused a production loss during the month of August. The Company expects production
from the EI Cubo mine in 2007 to approximate 83,000 gold equivalent ounces comprised of 47,000 ounces of gold and
1,800,000 silver ounces.

The Company secured US$120 million from Scotia Capital and Societe Generale during 2005 and 2006 to assist in the
funding of the Ocampo project. The Company believes it has sufficient funding to finance ongoing working capital
requirements through expected operating earnings in 2007.

The Company has been very successful in the past with its exploration programs, and has committed US$8 million to
an exploration program for 2007. The Company believes the Ocampo, El Cubo and Guadalupe y Calvo properties
hold positive future exploration potential.

Current gold and silver prices are particularly attractive to the Company given the feasibility study for the Ocampo mine
was done at US$400 per gold ounce and US$6.50 per silver ounce. The Company's average price for sale of gold
during the year was US$606.99 per ounce and US$12.18 per ounce of silver for production from the Company. The
Company is entirely unhedged for its future production enabling it to fully participate in higher gold/silver prices.
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Summarized Annual Financial Results

The following selected information has been extracted from the Company’s audited consolidated financial statements.

12 months
ended
July 31, 2005

5 months
ended
Dec 31, 2005

12 months
ended
Dec 31, 2006

SELECTED ANNUAL INFORMATION

CDN $ unless otherwise stated

Revenue from mining operations $72,824,863

Production costs excluding amortization

and depletion $43,017,011

Gold ounces sold 67,477

Silver ounces sold 1,888,324

Average realized gold price — US$ $606.99 -

Average realized silver price — US$ $12.18 - -
Net loss ($28,692,380) $(11,607,510) $(19,375,595)
Net loss per share, basic and diluted @ ($0.33) $(0.16) $(0.29)
Cash flow used in operations ($22,470,789) ($3,993,150) ($8,975,284)
Total cash costs (per gold equivalent ounce) $355 - -
- US$

Cash dividends declared Nil Nil Nil
Total Assets $835,241,538 $258,955,515 $210,348,878

(1) Net loss per share on a diluted basis is the same as net loss per share on an undiluted basis, as all factors
which were considered in the calculation are anti-dilutive.

Review of Annual Financial Results:

The Company recorded revenues from mining operations of $72,824,863 (five month period ended December 31,
2005 - $Nil, year ended July 31, 2005 - $Nil) on gold sales of 67,477 ounces and silver sales of 1,888,324 ounces.
The Company considered 2006 a significant turning point for the Company, and is now positioned to be a significant
mid-tier gold and silver producer in the industry. The acquisition of Mexgold Resources Inc. in August, 2006 provided
the Company with the two producing assets in historically proven districts in the geopolitically stable country of Mexico.
The production costs excluding amortization and depletion for the year ended December 31, 2006 were $43,017,011
(five month period ended December 31, 2005 - $Nil, year ended July 31, 2005 - $Nil), and have demonstrated a trend
downward over the year on a non-GAAP cash cost per ounce basis. The asset base of the Company has grown
significantly from 2005, with total assets of $835,241,538 (December 31, 2005 - $258,955,515, July 31, 2005 -
$210,348,878), and demonstrates the Company’s commitment to growth for its shareholders through the acquisition of
Mexgold Resources Inc. and continued development of the mines.
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Quarterly Financial Review

SELECTED QUARTERLY FOR THE QUARTER ENDED
INFORMATION — 2006 @

Three months Three months  Three months  Three months

ended ended ended ended
31-Mar-06 30-June-06 30-Sept-06 31-Dec-06

CDN$ unless otherwise stated

Revenue from mining operations $2,088,038 $13,163,868 $18,448,372 $39,124,585 $72,824,863
Production costs $3,634,615 $4,465,924 $14,235,584 $20,680,888 $43,017,011
Gold ounces sold 2,827 13,672 17,112 33,866 67,477
Silver ounces sold 62,629 251,155 435,554 1,138,986 1,888,324
Average realized gold price — US$ $560.58 $615.97 $604.42 $608.53 $606.99
Average realized silver price — US$ $10.50 $11.45 $11.88 $12.54 $12.18
Net loss ($5,410,149) ($2,445,745) | ($16,945,886) |  ($3,890,600) | ($28,692,380)
Net loss per share, basic and diluted @ ($0.07) ($0.03) ($0.18) ($0.05) ($0.33)
Cash used in operations ($9,009,603 ($2,031,526) | ($18,300,816) $6,871,156 | ($22,470,789)
Total cash costs (per gold equivalent -6 $219 $502 $318 $355
ounce) - US$2@

Cash dividends declared Nil Nil Nil Nil Nil

1) Net loss per share on a diluted basis is the same as net loss per share on an undiluted basis, as all factors
which were considered in the calculation are anti-dilutive.

(2) Comparative information for 2005 is not presented as the Company commenced production in 2006.

(3) The Company did not report cash costs in Q1

(4) The exchange rate to calculate USD equivalent is CDN$1:00 = US$0.858 at December 31, 2006, CDN$1:00
= US$0.8979 at September 30, 2006, and CDN$1:00 = US$0.8931 at June 30, 2006 based on closing
interbank rates.

Review of Fourth Quarter Financial Results:

The Company’s net loss in the fourth quarter was $3,890,600 on revenue from mining operations of $39,124,585. The
Company recorded its best quarter to date in the fourth quarter of 2006 due in part to the acquisition of Mexgold
Resources Inc., and the continued increase in production quarter over quarter from Ocampo. The Company sold
33,866 ounces of gold and 1,138,986 ounces of silver in Q4, with total sales for the year amounting to 67,477 ounces
of gold and 1,888,324 ounces of silver. The Company’s loss per share in Q4 was $0.05 per share. The Company is
also pleased with the drop in cash costs over Q3 2006. The Company believes that cash costs can continue to
decrease, and is focused on achieving its targeted cash cost below US$200 per gold equivalent ounce in 2007. The
Company expected to incur higher cash costs in Q4 as a result of the mill being commissioned, however the costs
were in line with the Company’s expectations.

The Company poured its first dore bar from Ocampo in February, 2006 and throughout each quarter has demonstrated
a significant increase in production and revenue from mining operations.
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Results of Operations

Results of Operations — 2006 OI\(/;&ZES ’ Ell/lggit():% i —

CDNS$ unless otherwise stated P

Revenue from mining operations $53,527,140 $19,297,723 = $72,824,863
Gold ounces sold 51,748 15,729 - 67,477
Silver ounces sold 1,302,807 585,517 - 1,888,324
Net earnings/(loss) before other items $9,685,415 ($4,115,650) | ($29,646,946) | ($24,077,181)
Production costs $30,157,684 $12,859,327 - $43,017,011
Refining costs $388,632 $207,250 $595,882
Amortization and depletion $11,061,961 $9,884,598 $318,226 $21,264,785
Total cash costs (per gold equivalent $337 $408 - $355
ounce) — US$®

() Total cash cost per ounce is calculated by dividing production costs and refining costs over gold equivalent ounces. Gold equivalent ounces is
calculated using a ratio of silver to gold of 50:1. The exchange rate to calculate USD equivalent is CDN$1:00 = US$0.858 based on closing
interbank rate

Results of Operations — 2006

CDNS$ unless otherwise stated
Ocampo - Mexico

Revenue from mining operations $2,088,038 $13,163,868 | $11,395,607 $26,879,627
Production costs $3,634,615 $4,465,924 $9,158,177 $12,898,968
Refining costs $68,124 $148,021 $172,487
Gold ounces sold 2,827 13,672 11,688 23,561

Silver ounces sold 62,629 251,155 252,158 736,865
Total cash costs (per gold equivalent - $219 $502 $293
ounce) — US$0@)
() Total cash cost per ounce is calculated by dividing production costs and refining costs over gold equivalent ounces. Gold equivalent ounces is

calculated using a ratio of silver to gold of 50:1. The exchange rate to calculate USD equivalent is CDN$1:00 = US$0.858 at December 31, 2006,
CDN$1:00 = US$0.8979 at September 30, 2006, and CDN$1:00 = US$0.8931 at June 30, 2006 based on closing interbank rates.

() The Company did not report cash costs in Q1-2006

Results of Operations — 2006

CDNS$ unless otherwise stated At‘g gSSptz g86

El Cubo - Mexico 2006 ’

Revenue from mining operations - - $7,052,765 $12,244,958
Production costs - - $5,077,409 $7,781,918
Refining costs - - $74,562 $132,688
Gold ounces sold - - 5,424 10,305
Silver ounces sold - - 183,396 402,121
Total cash costs (per gold equivalent - - $508 $370
ounce) — US$®

1) Total cash cost per ounce is calculated by dividing production costs and refining costs over gold equivalent ounces. Gold equivalent ounces is
calculated using a ratio of silver to gold of 50:1. The exchange rate to calculate USD equivalent is C$1:00 = US$0.858 at December 31, 2006,
C$1:00 = US$0.8979 at September 30, 2006 based on closing interbank rates.

(2 The Company acquired Mexgold Resources Inc. on August 8, 2006 and is reporting results from acquisition date to December 31, 2008.
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Operational Review

Ocampo Mine — Open Pit

2006

Operational Data — Open Pit
CDNS$ unless otherwise stated

Total — 2006

Tonnes of ore mined 234,497 1,005,570 1,260,812 1,771,746 4,272,625
Underground tonnes placed on

heap leach pad 88,309 103,763 66,398 43,870 302,340
Total tonnes of ore processed 300,569 739,275 610,198 935,561 2,585,603
Waste to ore ratio 9.01:1 3.45:1 3.53:1 1.99:1 3.03:1
Average grade of gold processed 1.49 1.00 0.87 0.76 0.94
(grams per tonne)

Average grade of silver processed

(grams per tonne) 57.41 39.14 39.92 32.05 38.88
Gold ounces produced 2,827 13,672 11,376 15,233 43,108
Silver ounces produced 62,629 251,155 242,283 347,841 903,908
Gold ounces sold 2,827 13,672 11,376 14,601 42,476
Silver ounces sold 62,629 251,155 242,283 331,156 887,223

2006

Cost Data — Open Pit

Mining cost per tonne of ore and waste — US$ $0.90
Crushing cost per tonne of ore — US$ $1.74
Processing cost per tonne of ore — US$ $1.86

The Company commenced mining in the Open Pit in January, 2006. During the year the Company mined 4,272,625
tonnes of ore, and 12,954,869 tonnes of waste, or a 3.03:1 strip ratio. The Company has been reviewing optimization
plans on grades and revenues, and during the year placed 302,340 tonnes of ore from the Underground mine on the
heap leach pad. The feasibility study did not review optimization plans for the heap leach or the mill, however the
Company has been placing lower grade ore from the Underground on the heap leach pad. The average grade of
Underground ore placed on the heap leach pad was 1.92 g/t gold and 82.70 g/t silver. The Company has also been
directing mill grade ore from the Open Pit to be processed through its mill facilities in order to obtain higher recoveries.

The Company processed a total of 2,585,603 tonnes of ore to the heap leach pad. The average grade of ore placed
on the pad was 0.94 grams per tonne gold, and 38.88 grams per tonne silver. The Company has experienced
quicker leaching of the gold placed on the pad, with the silver taking slightly longer. The Company maintains column
tests on site, and the leach data indicates that silver continues to leach beyond the 140 day cycle. The Company
believes silver recoveries should reach predicted total recovery percentages, however will require additional leach
time. The average ore at Ocampo will remain under leach for approximately 36 months. The rainfall experienced in
Q3 had an impact of slowing down the recovery times and impairing steady state on the heap leach pad, however
this has since corrected itself over Q4 2006 and into Q1 2007. The Company reviews the long term viability of
processing this ore based on estimates of future gold and silver prices, and a reasonable estimate of processing
costs and recoveries associated with the ore. The Company has determined that $2,256,368 should be written off to
production costs to adjust the ore in process to its estimated net realizable value, and has applied this in the fourth
quarter.
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The Company will commence installing a fourth crusher in the circuit over the coming months. The additional crusher
will expand the capabilities of the crushing unit an additional 1,500 tonnes per day. The Company made this decision
early on since mining in the Open Pit has always exceeded the capabilities of the crushing facility. The approximate
capital costs associated with this project will be US$2.5 million. This will allow the Company to consistently achieve
production output of approximately 13,000-14,000 tonnes per day on the heap leach pad.

Mining cost per tonne of ore in 2006 was approximately 36% above Feasibility Study levels due primarily to higher
costs for energy-related consumables, explosives, drill bits and hammers. The costs for consumables have
increased considerably in the two years since the Feasibility Study was prepared. The Company is budgeting
US$1.00 per tonne for 2007.

Crushing and processing costs outlined in the Feasibility Study were US$1.82 per tonne. The Company experienced
a significant amount of repairs and modifications to the crushing units during the year, resulting in crushing costs of
US$1.74 per tonne. The units were purchased used, and through 2006 the Company’s operations teams became
more familiar with the units. Major improvements in crusher throughput and productivity were realized in the latter
half of the year. Crushed tonnes in the third quarter of 2006 dropped significantly due to the excessive rainfall
experienced in Q3. However, in Q4 the crushing operation was able to consistently achieve a targeted rate in
excess of 10,000 tonnes of crushed ore per day.

Processing cost per tonne of ore in 2006 was US$1.86 cost per tonne. Processing costs include expenditures
incurred with respect to the leach pad, gold recovery plant and refining activities. The expenditures on processing
activities continue to be higher than Feasibility Study levels as a result of additional costs associated with using
cement on the heap leach pad to assist with agglomeration. The Company expects crushing and processing costs
to be US$3.30 per tonne of ore.

The Company has 1,794,343 tonnes of low grade material in stockpile with average grades of 0.24 grams per tonne
gold and 5 grams per tonne silver. The Company reviews the long term viability of processing this ore based on
estimates of future gold and silver prices, and a reasonable estimate of processing costs associated with the ore.
The Company has determined that $1,557,140 should be written off to production costs to adjust the stockpiled ore
to its estimated net realizable value. This amount was recorded in the December 31, 2006 financial statements.
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Ocampo Mine - Underground

2006

Operational Data — Ocampo
Underground

Tonnes of ore mined 136,174 148,212 102,132 85,103 471,621

Tonnes of ore processed
Average grade of gold processed

- 19,355 81,398 100,753

(grams per tonne) - - 1.60 431 3.79
Average grade of silver processed

(grams per tonne) - - 84.80 226.82 199.54
Gold ounces produced/in process - - 304 11,482 11,786
Silver ounces produced/in process - - 10,151 590,958 601,109
Gold ounces sold - - - 9,272 9,272
Silver ounces sold - - - 415,584 415,584

2006

Operational Data - Underground

Mining cost per tonne- US$ $17.53
Processing cost per tonne — US$ $50.54

The Underground operations have continued to expand throughout the year. The Company currently has in excess of
28 kilometres of underground tunneling complete, comprised of 40 stopes in various stages of development. During
the year, the Company extracted 471,621 tonnes of ore from the Underground. The Company continues to carry a
sufficient stockpile in order to feed in excess of one-month’s capacity in the mill. The Company had 70,348 tonnes of
ore in stockpile at December 31, 2006. Mining rates in 2007 continue at the rate of 45,000 tonnes per month, and the
Company is projecting costs of US$18.00 per tonne in 2007.

The mill commenced its commissioning process in Q3 with the introduction of lower grade ore. The Company
continued to increase the rate of production and grades through Q4. In the fourth quarter, the Company processed
81,398 tonnes of ore with an average grade of 4.31 g/t gold, and 226.82 g/t silver, or 8.85 gold equivalent grams per
tonne. The Company made some modifications to filter clothes in the latter part of Q4 which temporarily shut-down the
mill production. The mill has been providing feasibility study level recoveries of 96% on gold, and 93% on silver.
Overall costs in the mill are expected to come down significantly, and the Company is projecting US$21 per tonne of
ore processed. During commissioning, the mill had intermittent production which caused an increase in power
consumption allocated to the mill. The Company has also been using sodium metabisulfite to destruct cyanide, and is
awaiting its operational permit for sulphur which will also reduce processing costs. The shaft is nearing completion,
and is expected to be commissioned in Q2 2007. Once the shaft is completed, this will also reduce the costs by
approximately US$1.00-$1.50 per tonne for haulage costs.

The Company is also in the process of expanding the current mill design. The mill was engineered that it could
produce 3,000 tonnes per day with the addition of three leach tanks, and a larger motor for the ball mill. The Company
plans to install a third tailings filter press in Q3 2007, which will allow the mill to produce 2,000 tonnes per day. The
Company has ordered the filter press and is finalizing the labour contract to commence this work. The Company
estimates the capital cost of the filter press to be US$2.0-2.5 million. The Company will aggressively develop the
underground operations over 2007 and 2008, and is targeting 3,000 tonnes per day of production in 2009.
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El Cubo Mine

Aug 8-Sept
30, 2006

Operational Data — El Cubo

Q4 Total — 2006

Tonnes of ore mined and

processed 67,874 112,153 180,027
Average grade of gold processed

(grams per tonne) 3.21 2.98 3.07
Average grade of silver processed

(grams per tonne) 109.95 116.00 113.99
Recoveries — Au 88.65% 87.57% 88.11%
Recoveries — Ag 87.39% 87.39% 87.39%
Gold ounces produced and sold 5424 10,305 15,729
Silver ounces produced and sold 183,396 402,121 585,517

2006

Operational Data — El Cubo

Mining cost per tonne— US$ $44.69
Processing cost per tonne — US$ $20.72

During the fourth quarter of 2006, the Company produced 10,305 ounces of gold and 402,121 ounces of silver, or
18,347 gold equivalent ounces. Revenues from mining operations during the fourth quarter totaled $12,244,958, and
production costs totaled $7,781,919 bring year to date revenues from mining operations to $19,297,723 and production
costs to $12,859,327.

Results from the El Cubo mine have been mixed. The mine has faced several challenges related to weather causing
power outages, however the Company has been working on a solution with the Comision Federal de Electricidad
(CFE) who has agreed to provide the Company with a new 115kv line with complete lightning protection to eliminate
this problem in the future. During the fourth quarter, the Company processed lower grade material through the mill
primarily related to the mine plan which impaired production based on internal targets of 7,000 gold equivalent ounces
per month. In the short term, the Company has compensated for lower grades by increasing the tons of material
mined.

The long term focus has been on development of higher grade mineralization zones. The Company has been
investing funds in development and exploration activities, and in the fourth quarter advanced its exploration activities
by completing 8,672 metres of underground and surface drilling. There have been some positive developments,
including some higher grade sections in the La Loca-Dolores area. In January, 2007, the Company announced
positive drill results from the El Cubo Mine, including Hole C-417 drilled on the La Loca structure returning grades of
72.74 grams per tonne gold and 703 grams per tonne silver over an interval of 2.5 metres. The Company also
announced a newly discovered offshoot of the Imaculada Vein; the Ciento Sententa Ocho Vein which represents a new
exploration area of particular significance. Initial exploration drilling on this structure has returned 8 intersections in 5
holes with a weighted average of 2.4 metres grading 10.81 grams per tonne gold and 753 grams per tonne silver.

The Company is also evaluating the economic impact of old “rezagas”, defined as fill from older stopes. Preliminary
work has suggested that mineralization exists in the fill, and the Company is doing further work through sampling the
areas. In some areas, the Company has encountered samples up to 2.5 equivalent grams per tonne gold. As part of
the Las Torres agreement, the Company has a 2,200 tonne per day mill which is on care and maintenance and has
recently begun processing ore from these areas through the mill.
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Expenses
Twelve months Five months Twelve months
ended ended ended
December 31 December 31 July 31
2006 2005 2005
General and administrative $32,024,366 $12,614,847 $20,131,038
Amortization and depletion $21,264,785 $212,755 $175,345

General and administrative costs increased significantly from 2005 due to a charge of $17,879,591 related to stock
based compensation (five month period ended December 31, 2005 - $6,598,970, July 31, 2005 - $13,974,680).

Amortization and depletion, which relates to mining activities increased to $21,264,785 for the year, compared to
$212,755 for the five month period ended December 31, 2005 and $175,345 for the year ended July 31, 2005,
primarily as a result of the increased mining activities and assets being commissioned during 2006. The acquisition of
Mexgold Resources Inc. and the resulting fair value allocation to those assets accounted for the increase as well.

Other Income (Expense)

Twelve months Five months Twelve months

ended ended ended

December 31 December 31 July 31

2006 2005 2005

Interest on long term debt ($5,977,943) ($242,845) -
Foreign exchange (loss)/gain ($1,697,560) $672,524 $312,172
Gain/(loss) on equity investment $571,062 $210,000 ($1,226,000)
Interest and sundry $890,192 $201,413 $1,423,576

Interest on long term debt increased to $5,977,943 in 2006 from $242,845 in 2005. The Company secured the
US$120 million credit facility with Scotia Capital and Societe Generale in October, 2005, and the resulting interest
relates to the debt facility drawings during the year.

The Company’s carrying value of its investment of 13,850,000 million shares in Mexgold Resources Inc. was increased
by $372,804 due to its equity share of income for the period January 1, 2006 to August 7, 2006 to a carrying value of
$18,568,804. The investment in Mexgold Resources Inc. was eliminated on August 8, 2006 upon the acquisition of all
the issued and outstanding common shares, options and warrants of Mexgold Resources Inc. in exchange for common
shares, options and warrants of Gammon Lake Resources Inc.

The Company earned interest on short-term investments and sundry income of $890,192 (five month period ended
December 31, 2005 - $201,413, July 31, 2005 - $1,423,576) during the year. Sundry income related to Management
Fees to Mexgold Resources Inc. to recover expenditures related to professional fees, travel and general and
administrative costs up to the date of acquisition.
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Income taxes (recovery)

During the year ended December 31, 2006, the Company realized a future income tax recovery of $1,599,050 (five
month period ended December 31, 2005 - $379,000, year ended July 31, 2005 - $421,040). The Company has
implemented tax planning initiatives resulting in the differences between the financial reporting and tax basis of assets
and liabilities and on unclaimed losses carried forward, being more likely than not realized in the future.

Income taxes

The Company is reporting a future income tax expense of $1,598,643 for the three months ended December 31, 2006
and an income tax recovery of $1,599,050 for the twelve months ended December 31, 2006 (five month period ended
December 31, 2005 - $379,000, year ended July 31, 2005 - $421,040). The Company has sufficient loss carryforwards
in Mexico and Canada which lower the effective tax rate to zero. Future income tax assets and liabilities are
determined based on the difference between the financial reporting and tax basis of assets and liabilities and on
unclaimed losses carried forward and are measured using the substantively enacted tax rates that will be in effect
when the differences are expected to reverse or when unclaimed losses are expected to be utilized.

Non- GAAP Measure — Total Cash Cost per Gold ounce Calculation

The Company reports total cash costs on a sales basis. This is a common performance measure but does not have
any standardized meaning in the gold mining industry, and is a non-GAAP measure. The Company follows the
recommendations of the Gold Institute standard. The Company believes, in addition to conventional measures
prepared in accordance with GAAP, certain investors use such non-GAAP information to evaluate the Company's
performance and ability to generate cash flow. Accordingly, it is not intended to provide additional information and
should not be considered in isolation or as a substitute for measures of performance prepared in accordance with
GAAP. The Company believes that conventional measures of performance prepared in accordance with Canadian
GAAP do not fully illustrate the ability of its operating mine to generate cash flow. The measures are not necessarily
indicative of operating profit or cash flow from operations as determined under Canadian GAAP. Where cost per ounce
data is computed by dividing GAAP operating cost components by ounces sold, the Company has not provided formal
reconciliations of these statistics. The following table provides a summary of total cash costs per ounce to the financial
statements;

December 31, 2006

Production costs per financial statements $ 43,017,011
Refining costs per financial statements $ 595,882

$ 43,612,893
Divided by gold equivalent ounces sold 105,243
Total cash cost per ounce — CDN $ $ 414
Total cash cost per ounce - US $ $ 355

e (Gold equivalent ounces are calculated using the ratio of 50:1
e CDN$ to USDS$ rate conversion = $1 CDN=$0.858 USD, based on December 31, 2006 Interbank closing rate
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Liquidity

The Company has been taking measures to improve its liquidity situation. During the fourth quarter of 2006, the
Company commenced negotiations with Scotia Capital and Societe Generale to modify the existing debt facility. The
Company expects to be in a position that renegotiations will be completed by Q2 2007. The Company has financed
the majority of the capital costs for Ocampo with the debt facility. The debt facility consists of a two-year revolving
facility of US$32,500,000, and a three year non-revolving facility of US$87,500,000. Interest is payable at Prime Rate
plus 1.25% or in the case of US dollar advances, LIBOR + 2.25%. The Company has met all of the conditions
precedent under the facility, and as at December 31, 2006 had drawn US$113,800,000. The Company believes that
the robust economics of the Ocampo deposit will allow it to repay the debt facility over the next two to three years. The
results of operations for the year did result in negative working capital as a result of the aggressive repayment terms
outlined in the debt facility, however the Company's projected cash flow in 2007 and beyond are expected to be
sufficient in order to realize its current and long term debts and obligations, and working capital requirements. The
Company did report cash flow from operations for the fourth quarter 2006 of $6,871,156, which is positive to the
Company. The Company has substantially completed the Ocampo capital project, and expects the liquidity situation
will improve dramatically in 2007. The Company has also been aggressively pursuing its value-added tax claims with
the Mexican government. The Company’s balance of cash and cash equivalents as at December 31, 2006 was
$4,747,815 (December 31, 2005 - $6,701,543, year ended July 31, 2005 - $35,400,349). Investments are held in
commercial paper discount notes with terms of less than 60 days. The Company has long-term debt denominated in
US dollars and some of the Company'’s receivables and payables are denominated in Mexican Pesos and US dollars.

A cash flow summary for the Company projected from January 1, 2007 to December 31, 2007 is set forth below:

(US$ millions) Project Current
2007 (F)
Projected revenue less total cash costs,
excluding amortization and depletion 131
Proceeds from exercise of options 25
Additional financing required °
Projected capital expenditures Ocampo Mine (44)
Projected capital expenditures El Cubo Mine (10)
Net 102

(F) = Forecast, net of value added tax

Details of the Company'’s operating, financing and investing activities and long term debt agreement are provided
below, and in conjunction with the financial statements and management discussion and analysis for the year ended
December 31, 2006 and the five months ended December 31, 2005. Other than as discussed herein, the Company is
not aware of any trends, demands, commitments, events or uncertainties that may result in the Company’s liquidity or
capital resources either materially increasing or decreasing at present or in the foreseeable future. Material increases
or decreases in the Company’s liquidity and capital resources will be substantially determined by the success or failure
of the Company’s exploration, development and construction programs on its mineral properties and its ability to obtain
equity or other sources of financing.

Cash used in operations for the year ended December 31, 2006 was $22,470,789 (five months ended December 31,
2005 - $3,993,150 and year ended July 31, 2005 - $8,975,284). The Company allocates current mining costs to ore in
stockpiles and ore in process which results in an increase in the inventory values carried from previous years. Cash
provided by operations for the fourth quarter of 2006 was $6,871,156, which represents a positive trend for the
Company.

Investing activities for the year ended December 31, 2006 used cash of $102,857,170 (five months ended December
31, 2005 - $66,644,285 and year ended July 31, 2005 - $74,851,117), and included expenditures of $120,409,276 (five
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months ended December 31, 2005 — $73,623,829, year ended July 31, 2005 - $66,043,615) related to mining interests,
related deferred costs and the acquisition of capital assets. The amounts reflect the construction activities and
development of the mining property over 2006 and 2005 as the Company completed construction of the Ocampo
project.

Financing activities for the year ended December 31, 2006 was $123,374,231 (five months ended December 31, 2005
- $41,938,629 and year ended July 31, 2005 - $106,205,810), and included borrowings of long term debt of
$93,869,892 (five months ended December 31, 2005 - $34,977,000, year ended July 31, 2005 - $Nil). The Company
secured a US$120 million debt facility with Scotia Capital and Societe Generale in October, 2005 and has been
drawing funds through 2005 and 2006 for the construction and operations of the Ocampo mine. The Company also
has received proceeds of $18,722,616 (five months ended December 31, 2005 - $7,111,838, year ended July 31, 2005
- $2,274,230) related to the exercise of stock options. The Company has 12,756,677 options that are in-the-money as
at December 31, 2006 that would inject $75,152,112 into the Company if exercised.

Project Development Review

Ocampo Mine
The Company will commence several capital projects in 2007 in order to increase production for 2008 and beyond. A

fourth crusher will be installed at the existing crushing unit which will increase the crushing rate to approximately
13,000-14,000 tonnes per day. The estimated capital cost will approximate US$2.5 million. The Company will also
commence construction of phase two of its heap leach facilities. The current heap leach pad can hold approximately
12,000,000 tonnes of ore. The design and engineering for an additional 20 million tonnes of heap leach production
have been completed, and the company has budgeted for US$10.5 million the expansion. Additional push-back in the
Picacho open pit will be performed in 2007. The Company has secured a contractor to perform these activities, and
the current pricing should have very little impact on the cost per tonne. The Company has budgeted US$4.8 million for
these activities in 2007 and US$5.0 million in 2008. Sustaining capital for the Open Pit is approximately US$7.0
million.

The Company is installing a third tailings filter in the mill which will allow the Company to process 2,000 tonnes per
day. The estimated capital cost will approximate US$2.0-$2.5 million.

The Underground mine will continue to be developed, and the Company has budgeted 17,000 metres of additional
development for a total estimated cost of US$8.5 million. The main focus of development will be on the potential
second underground mine at Ocampo beneath the existing Open Pit. In 2003, the Company performed deep drilling
beneath the Open Pit, some as deep as 300 metres below the depths of the ultimate pit. The results were
encouraging, however the Company ceased drilling on this area due to the high costs associated with these deep drill
holes. The Company now has a significant amount of data on the vein structures in the Open Pit, and has block
modeled the veins to determine their lengths and widths. The Company has commenced driving a ramp, and is
approximately 500 metres from intercepting the vein package below the open pit, and will be focused on the
exploration and development in this area through 2007.

The shaft is nearing completion and the Company estimates that additional capital costs of US$1.5 million will be
required to complete the shaft.

The Company has also committed US$8 million to a drill program for 2007, of which $5 million is for Ocampo and $3
million for El Cubo.

El Cubo Mine

The Company will be increasing the mill capacity at El Cubo from its existing 1,320 tonnes per day to 1,800 tonnes per
day. The Company expects this to be completed in Q4 2007, and will cost approximately US$1.6-$2.0 million. The
Company is reviewing the electrical upgrade, and the Comision Federal de Electricidad (CFE) has since agreed to
provide the Company with a new 115kv line with complete lightning protection to eliminate some of the problems which
occurred in Q3 2006. The Company expects this cost to approximate US$2.4 million. The Company is also upgrading
some of the underground mining equipment, and expects this to approximate US$2.5 million.
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Guadalupe y Calvo

The Company has performed a limited amount of drilling at Guadalupe y Calvo, however will be developing a drill
program for 2007. To date, a total of 37 holes have been drilled, comprising approximately 10,000 metres of drilling.
Gold and silver grades from all drill holes to date with intercepts above 3.0 grams per tone cut off, average 4.22 grams
per tonne gold and 437 grams per tonne silver, over an average interval of 2.1 metres. The Guadalupe y Calvo project
contains inferred resources of 1.08 million ounces of gold and 45.6 million ounces of silver. This estimate is based on
exploration work completed on the Rosario and Nankin structures and does address other mineralized structures on
the property and potential for significant strike extensions that are known to be present within the project boundaries.

The Company believes that successful exploration results in the existing areas where exploration work has been
performed could significantly enhance the overall project potential.

Long term debt agreement
A summary of the Company'’s financial commitments under its long term debt agreement with Soyopa are as follows:

On or before February 16, 2007 US$ 3,500,000
On or before November 23, 2007 US$ 3,500,000

In the event that the Company has commenced production of gold and/or silver from the mining title acquired prior to
November 23, 2006, the Company is required to pay Soyopa the principal amount of US$1,000,000, annually,
commencing on the first anniversary of the start of production which will reduce the remaining amount due. In the event
the Company sells or transfers title to the concessions to a third party, the US$7,000,000 or the principal amount
remaining, becomes due. The long term debt is secured by a first charge over certain mineral properties, and is non-
interest bearing.

In October, 2005, May, 2006 and December, 2006 the Company secured a credit facility with Scotia Capital Inc and
Societe Generale. The facility is secured and consists of a two-year revolving facility of US$32,500,000, and a three-year
non-revolving facility of US$87,500,000. Interest is payable at prime rate plus 1.25% or in the case of US dollar advances,
LIBOR + 2.25%. The Company has met all of the conditions precedent under the facility, and as at December 31, 2006
had drawn US$113,800,000 (Cdn$132,611,140). A summary of the Company's financial commitments under its long term
debt agreement with Scotia Capital Inc. are as follows;

2007 $65,418,166
2008 $45,317,222
2009 $22,982,306

The Company intends to fund these obligations from a combination of working capital, debt and/or equity financing and
cash on hand.
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Contractual Obligations

A summary of the Company’s contractual obligations is summarized as follows:

Contractual Obligations

Long term debt $145,827,196 $75,427,744 $70,399,452
Interest on long term debt $11,520,557 $7,516,915 $4,003,642
Capital leases $6,364,475 $2,637,834 $3,726,641
Future purchase commitments SNl SNl SNl

The Company does not have any contractual obligations which extend beyond 3 years.

Off-Balance Sheet Arrangements

The Company does not have any off-balance sheet arrangements.

Transactions with Related Parties

The Company paid or has payable the following amounts to directors for services other than in their capacity as directors,
and companies controlled by or related to directors. The Company also pays a third party company related to a director for
the provision of workers in our Mexican operations, and pays a mark-up of cost plus 12.5%. The total costs paid to the
company for the provision of workers plus the mark-up of cost was;

Twelve months Five months Twelve months

ended ended ended

December 31 December 31 July 31

2006 2005 2005

Management fees $ - 8 150,737 $278,440
Mining interests & production costs 26,429,650 4831617 3 4,392,431

$ 26429650 $ 4982354 § 4,670,871

The Company paid or has payable the following amounts to directors for services other than in their capacity as directors,
and companies controlled by or related to directors. The Company also pays a third party company related to a director for
the provision of mine consumables. The company believes these costs are at fair market value. The total costs paid to the
company for the provision of mine consumables was:

Twelve months Five months Twelve months

ended ended ended

December 31 December 31 July 31

2006 2005 2005

Production costs $ 3450322 $ - 3 -
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The Company paid or has payable the following amounts to directors for services other than in their capacity as directors,
and companies controlled by or related to directors. The Company also pays a third party company related to a director for
the provision and construction of production and support facilities. The Company believes these costs are at fair market
value. The total costs paid to the company for the provision and construction of production and support facilities was:

Twelve months Five months Twelve months

ended ended ended

December 31 December 31 July 31

2006 2005 2005

Capital Assets $ 1,027977 $ - $ -

The amounts owing from related parties are recorded as a receivable and due from related companies on the balance
sheet. Related party transactions for management, professional fees and mineral property exploration are recorded at fair
market value.

No director, senior officer, principal holder of securities or any associate or affiliate thereof of the Company has any
interest, directly or indirectly, in material transactions with the Company or any of its direct or indirect wholly-owned
subsidiaries, other than the above-noted transactions, which were in the normal course of operations.

Commencing in 2004, the Company has retained mineral exploration and mining contracting services through a
Company owned by a related party of a director of the Company. For the year ended December 31, 2006 these non-
arm’s length mineral exploration expenditures totalled $26,429,650 (Five months ended December 31, 2005 -
$4,831,617, year ended July 31, 2005 - $4,392,431). These expenditures are recorded at fair value calculated at cost
plus 12.5%. The Company believes that this arrangement gives the Company better quality and control for mineral
exploration and mining contracting services than it could otherwise receive through third party independent contractors.

During the year ended December 31, 2006 Gammon charged a management fee to Mexgold Resources Inc. to
recover expenditures related to professional fees, travel, and general and administrative expenses. The management
fees were terminated on August 8, 2006 with the acquisition of Mexgold Resources Inc. by the Company.

Directors and officers of the Company are entitled to hold management incentive stock options. The Company has a
Stock Option Plan for directors, officers, employees and consultants of the Company and its subsidiaries. The purpose
of the Stock Option Plan is to encourage ownership of the Company’s common shares by the persons who are
primarily responsible for the management and profitable growth of the Company’s business, as well as to provide an
additional incentive for superior performance by such persons and attract and retain valued personnel. The plan
provides that eligible persons thereunder include any director, senior officer, consultant or employee of the Company.
A consultant is defined as an individual that is engaged by the Company, under a written contract, to provide services
on an ongoing basis and spends a significant amount of time on the Company’s business and affairs. The definition of
consultant also includes an individual whose services are engaged through a personal holding company. See also
“Results of Operations”.

Critical Accounting Estimates

Management is required to make estimates and assumptions in the preparation of financial statements in conformity
with generally accepted accounting principles. A description of the Company’s significant accounting policies can be
found in note 2 of the Company’s consolidated financial statements.
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Controls and Procedures

(a) Evaluation of Disclosure Controls and Procedures

We maintain disclosure controls and procedures designed to ensure that information required to be disclosed in its
annual filings, interim filings or other reports filed or submitted by it under provincial and territorial securities legislation
or reports that it files or submits under the U.S. Securities Exchange Act of 1934 is recorded, processed, summarized
and reported within the applicable time periods, and that such information is accumulated and communicated to our
management, including our Chief Executive Officer and Chief Financial Officer, as appropriate, to allow timely
decisions regarding required disclosures. As of December 31, 2006 an evaluation was carried out for the first time,
under the supervision of and with the participation of management, including the Chief Executive Officer and the Chief
Financial Officer, of the effectiveness of disclosure controls and procedures as defined in Rule 13a-15(¢) under the U.S.
Securities Exchange Act of 1934 and in Multilateral Instrument 52-109 under the Canadian Securities Administrators
Rules and Policies. Based on that evaluation, the Chief Executive Officer and Chief Financial Officer concluded that,
as a result of a material weakness identified in Gammon Lake’s internal controls over financial reporting as described
below, disclosure controls and procedures were not effective as of the end of the period covered by this annual report.

(b) Management’s Report on Internal Control Over Financial Reporting

Management, including the Chief Executive Officer and Chief Financial Officer, is responsible for establishing and
maintaining adequate internal control over financial reporting, as such term is defined in Rule 13a-15(e) under the U.S.
Securities Exchange Act of 1934 and in Multilateral Instrument 52-109 under the Canadian Securities Administrators
Rules and Policies. Gammon Lake’s internal controls over financial reporting is a process designed to provide reasonable
assurance regarding the reliability of financial reporting and the preparation of financial statements for external purposes in
accordance with Canadian generally accepted accounting principles (GAAP). Because of its inherent limitations, internal
control over financial reporting may not prevent or detect misstatements.

As of December 31, 2006, management assessed the effectiveness of the Company's internal control over financial
reporting. In making this assessment, management used the criteria set forth in Internal Control-Integrated Framework
issued by the Committee of Sponsoring Organizations of the Treadway Commission (COSO). During this process,
management identified a material weakness in internal control over financial reporting as described below. A material
weakness, as defined under standards established in the United States by the Public Company Accounting Oversight
Board’s (“PCAOB") Auditing Standard No. 2, is a significant deficiency, or combination of significant deficiencies, that
results in more than a remote likelihood that a material misstatement of the Company’s annual or interim financial
statements will not be prevented or detected.

The Company had insufficient accounting personnel to appropriately review and approve non-routine and complex
transactions. Specifically, this involved accounting for stock option expense and inventory valuation. This did not
result in material errors in Gammon Lake's 2006 consolidated financial statements. However, this could have resulted
in material adjustments to the financial statements and, as a result, there is a more than remote likelihood that a
material misstatement of the annual or interim financial statements would not be prevented or detected.

Because of the material weakness described above, management has concluded that as of December 31, 2006, the
Company's internal controls over financial reporting were not effective. Notwithstanding the above-mentioned weakness,
management has concluded that the Consolidated Financial Statements included in this report fairly present the
Company's consolidated financial position and the consolidated results of operations, as of and for the year ending
December 31, 2006.

Management's assessment of the effectiveness of the Company’s internal control over financial reporting has been

audited by KPMG LLP, the Company’s independent registered public accounting firm, as stated in their report which is
included herein.
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(c) Management’s Remediation Plan

Gammon Lake has addressed and will continue to address these control deficiencies by adding accounting and
finance personnel with the requisite skills, who are being trained in the Company’s reporting procedures and controls.
The following are steps that the Company has taken and is taking to remedy the conditions leading to the above stated
material weakness:

e The Company has hired 2 Corporate Controllers to provide additional review and oversight to the Company’s
routine and non-routine accounting transactions;

e The Company has engaged third party experts to provide additional support in the identification and
accounting for non-routine transactions;

e The Company plans to hire additional accounting personnel with strong technical accounting skills to meet
the growing needs of the Company’s operations and accounting requirements.

Cautionary Note to US Investors

Cautionary Note to U.S. Investors concerning estimates of Measured and Indicated Resources. We advise
U.S. investors that while such terms are recognized and permitted under Canadian regulations, the U.S.
Securities and Exchange Commission does not recognize them. The term “resources” does not equate to the
term “reserves”, and U.S. investors are cautioned not to assume that any part or all of the mineral deposits in
these categories will ever be converted into reserves.

Cautionary Note to U.S. Investors concerning estimates of Inferred Resources. We advise U.S. investors that
while such term is recognized and permitted under Canadian regulations, the U.S. Securities and Exchange
Commission does not recognize it. "Inferred resources" have a great amount of uncertainty as to their
existence, and great uncertainty as to their economic and legal feasibility. It cannot be assumed that all or any
part of an inferred mineral resource will ever be upgraded to a higher category. Under Canadian rules
estimates of inferred mineral resources may not form the basis of feasibility or other economic studies. U.S.
investors are cautioned not to assume that any part or all of an inferred resource exists, or is economically or
legally mineable.

The consolidated financial statements of the Company have been prepared by management in accordance with
Canadian generally accepted accounting principles (GAAP) (see Summary of Significant Accounting Polices and Note
2: Basis of Presentation), which differ in certain material respects from accounting principles generally accepted in the
United States of America (US GAAP). Differences between GAAP and US GAAP applicable to the Company are
described in the Annual Information Form (AIF). The Company’s reporting currency is in Canadian dollars unless
otherwise noted.

19



GAMMON LAKE RESOURCES INC.

MANAGEMENT DISCUSSION AND ANALYSIS
FOR THE YEAR ENDED DECEMBER 31, 2006

Cautionary Statement reqgarding Forward-Looking Statements

Certain information regarding the Company contained herein may constitute forward-looking statements
within the meaning of applicable securities laws. Forward-looking statements are subject to a variety of risks
and uncertainties which could cause actual events or results to differ from those reflected in the forward-
looking statements. Should one or more of these risks and uncertainties materialize, or should underlying
assumptions prove incorrect, actual results may vary materially from those described in forward looking
statements. Specific reference is made to "Risk Factors" in the Company's Annual Information Form and 10K
Report. Forward-looking statements may include estimates, plans, expectations, opinions, forecasts,
projections, guidance or other statements that are not statements of fact including, without limitation,
statements regarding potential mineralization and reserves, including the impact of any future exploration on
reserve estimates; expectations regarding the timing and extent of production at the Ocampo project;
estimates regarding the future costs related to exploration at Ocampo; the nature and availability of additional
funding sources; and future plans and objectives of Gammon Lake. In some cases, you can identify forward-
looking statements by the use of words such as may, will, should, could, expect, plan, intend, anticipate,
believe, estimate, predict, potential or continue or the negative or other variations of these words, or other
comparable words or phrases. Although the Company believes that the expectations reflected in such
forward-looking statements are reasonable, it can give no assurance that such expectations will prove to have
been correct. Important factors that could cause actual results to differ materially from the Company’s
expectations include, among others, risks related to international operations, including political turmoil and
limited local infrastructure to support large scale mining operations; the actual results of current exploration
activities; conclusions of economic evaluations and changes in project parameters as plans continue to be
refined; and fluctuations in future prices of gold and silver. These factors are set out in the Company’s annual
information form. The Company’s forward-looking statements are expressly qualified in their entirety by this
cautionary statement.
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Gammon Lake Resources Inc.
Consolidated Balance Sheets

December 31 December 31 July 31
2006 2005 2005
Assets
Current
Cash and cash equivalents 3,427,063 6,701,543 $ 35,400,349
Restricted cash 1,320,752 - -
Receivables
Commodity taxes 14,036,491 9,558,654 5,332,406
Trade / other 3,506,646 2,747,728 129,772
Inventories:
Supplies 9,525,376 2,056,963 -
Ore stockpiles 5,628,522 - -
Ore in process 38,773,078 - -
Prepaids and deposits 903,716 289,736 947,344
Due from related companies - 626,228 229,700
77,121,644 21,980,852 42,039,571
Deposits on capital equipment 1,223,154 1,762,696 9,138,768
Long term investment (Note 4) - 10,632,000 10,422,000
Deferred compensation 997,571 - -
Long term ore inventory in stockpile 2,380,888 - -
Mining interests and capital assets (Note 5) 628,592,613 224,579,967 148,748,539
Goodwill 124,925,668 - -
$ 835241538 $ 258955515 $ 210.348.878
Liabilities
Current
Payables and accruals $ 35,950,905 10,552,274 $ 3,609,306
Current portion of long-term debt and capital leases 78,065,578 24,935,455 -
114,016,483 35,487,729 3,609,306
Long term debt and capital leases (Note 6) 74,126,093 21,203,828 8,581,300
Employee future benefits (Note 8) 3,757,638 276,126 213,738
Future income taxes (Note 9) 82,149,543 7,336,000 8,121,000
274,049,757 64,303,683 20,525,344
Shareholders’ Equity
Capital stock (Note 10) 551,067,338 218,974,423 204,065,585
Contributed surplus (Note 10) 83,394,693 20,255,279 18,728,309
Deficit (73,270,250) (44,577,870) (32,970,360)
561,191,781 194,651,832 189,823,534
$ 835241538 $ 258955515 $ 210.348878
Nature of operations and going concern assumption (Note 1)
Commitments and contingencies (Note 7)
Subsequent events (Note 17)
On behalf of the Board: “Fred George” Director “Brad Langille” Director

See accompanying notes to the consolidated financial statements.



Gammon Lake Resources Inc.

Consolidated Statements of Operations and Deficit

Twelve months Five months  Twelve months

ended ended ended

December 31 December 31 July 31

2006 2005 2005

Revenues from mining operations 72,824, 863 - -

Expenses

Production costs excluding

amortization & depletion 43,017,011 - -

Refining costs 595,882 - -

General and administrative 32,024,366 12,614,847 20,131,038

Amortization and depletion 21,264,785 212,755 175,345

96,902,044 12,827,602 20,306,383

Loss before other items (24,077,181) (12,827,602) (20,306,383)

Interest on long term debt (5,977,943) (242,845) -

Foreign exchange (loss)/gain (1,697,560) 672,524 312,172

Gain/(loss) on equity investment 571,062 210,000 (1,226,000)

Interest and sundry 890,192 201,413 1,423,576

(6,214,249) 841,092 509,748

Loss before income taxes (30,291,430) (11,986,510) (19,796,635)

Future income tax recovery (Note 9) (1,599,050) (379,000) (421,040)

Net loss (28,692,380) (11,607,510) (19,375,595)

Loss per share (Note 11) (0.33) (0.16) (0.29)

Deficit, beginning of period (44,577,870) (32,970,360) (13,594,765)

Net loss (28,692,380) (11,607,510) (19,375,595)

Deficit, end of period

S (73270220) $ (44.577.870) $ (32.970.360)

See accompanying notes to the consolidated financial statements.



Gammon Lake Resources Inc.

Consolidated Statements of Cash Flows

Twelve months Five months  Twelve months
ended ended ended
December 31 December 31 July 31
2006 2005 2005
Cashflows from (used in) operating activities
Net loss $ (28,692,380) $ (11,607,510) (19,375,595)
Amortization and depletion 21,264,785 603,245 537,540
Unrealized foreign exchange gain (2,267,313) (675,791) (876,706)
Stock option expense 17,879,591 6,598,970 13,974,680
Employee future benefits 445,022 62,388 -
Future income tax recovery (1,599,050) (379,000) (421,040)
Accrued interest on long term debt 916,415 190,139 -
(Gain)/loss on long term
equity investment (571,062) (210,000) 1,226,000
Change in non-cash operating
working capital (Note 14) (29,846,797) 1,424,409 (4,040,163)
(22,470,789) (3,993,150) (8,975,284)
Cashflows from (used in) investing activities
Acquisition of Investment (Note 3) (7,375,000) - -
Cash acquired on acquisition of Mexgold (Note 3) 23,761,336 - -
Advances (to) from related companies 626,228 (396,528) 155,001
Decrease/(Increase) in deposits on capital
equipment 539,542 7,376,072 (8,962,503)
Expenditures on mining interests and related
deferred costs and acquisition
of capital assets (120,409,276) (73,623,829) (66,043,615)
(102,857,170) (66,644,285) (74,851,117)
Cashflows from (used in) financing activities
Repayment of capital lease obligation (2,167,709) (150,209) -
Proceeds from long-term debt 93,869,892 34,977,000 -
Repayment from related company advances 12,949,432 - -
Net proceeds from issuance of capital stock - - 103,931,580
Proceeds from exercise of options and warrants 18,722,616 7,111,838 2,274,230
123,374,231 41,938,629 106,205,810
Net (decrease)/increase in cash and
cash equivalents (1,953,728) (28,698,806) 22,379,409
Cash and cash equivalents
Beginning of period 6,701,543 35,400,349 13,020,940
End of period $ 4747815 $ 6701543 $ 35.400.349

See accompanying notes to the consolidated financial statements.



Gammon Lake Resources Inc.

Notes to the Consolidated Financial Statements

For the year ended December 31, 2006, the five month period ended December 31, 2005 and the year ended
July 31, 2005

1. Nature of operations and going concern assumption

Gammon Lake Resources Inc. (the “Company”) is a publicly traded company, engaged in the acquisition,
exploration and development of resource properties in Mexico. The Company is continued under Part 1A of the
Companies Act (Quebec) and its common shares are listed on the Toronto Stock Exchange (TSX:GAM) and the
American Stock Exchange (AMEX:GRS). These financial statements are prepared in Canadian dollars unless
otherwise stated.

In 2005, the Company changed its year-end from July 31 to December 31. The reason for the change of year-
end was to make the reporting period of the Company consistent with other emerging precious metal producing
issuers.

These financial statements have been prepared on the basis of accounting principles applicable to a going
concern, which assume that the Company will continue in operation for the foreseeable future and will be able to
realize its assets and discharge its liabilities in the normal course of operations. The future of the Company is
dependent on the successful operation of the mine and mill at its Ocampo and El Cubo operations.

The Company has substantially completed construction activities at the Ocampo Mine. The Company has been
crushing ore since January 3, 2006 and produced its first dore bar on February 1, 2006. The Company has
completed all the necessary construction to run its crushing facilities, mill and heap leach pad. The Company
reached commercial production in January, 2007. During 2006, the Company has been recognizing revenue
from the sale of dore bars and has expensed costs related to the production of gold and silver.

If the going concern assumption were not appropriate for these financial statements, then adjustments would be
necessary in the carrying values of assets and liabilities, the reported revenues and expenses, and the balance
sheet classifications used.

2. Summary of significant accounting policies

Basis of presentation

The accompanying consolidated financial statements are prepared by management in accordance with
Canadian generally accepted accounting principles and contain all adjustments necessary to present fairly
Gammon Lake Resources Inc.’s financial position as at December 31, 2006 as well as its operations and cash
flows for the year ended December 31, 2006, the five month period ended December 31, 2005 and the year
ended July 31, 2005.

These consolidated financial statements include the accounts of the Company and its wholly-owned
subsidiaries, Gammon Lake Resources (NS) Incorporated, Gammon Lake de Mexico S.A. de C.V., Gammon
Lake Resources (USA) Inc. and Gammon Lake Resources (Barbados) Inc. On August 8, 2006, the Company
acquired all of the issued and outstanding shares and options of Mexgold Resources Inc. by way of a plan of
arrangement under the Business Corporations Act (Ontario). These consolidated financial statements also
include the accounts of Mexgold Resources Inc, and its subsidiaries Compania Minera El Cubo, S.A. de C.V,,
and Metales Interamericanos, S.A. de C.V., and incorporates the results of operations of these subsidiaries from
August 8, 2006.

All significant inter-company balances and transactions have been eliminated on consolidation.



Gammon Lake Resources Inc.

Notes to the Consolidated Financial Statements
December 31, 2006

2. Summary of significant accounting policies (continued)
Asset retirement obligations

The Company recognizes the fair value of estimated asset retirement obligations on the balance sheet when a
reasonable estimate of fair value can be made. The Company’s mining and exploration activities are subject to
various governmental laws and regulations relating to the protection of the environment. These environmental
regulations are continually changing, and the Company has made, and intends to make in the future,
expenditures to comply with such laws and regulations. The Company is required to record the estimated
present value of future cash flows associated with site closure and reclamation as a liability when the liability is
incurred and increase the carrying value of the related assets for the amount. These asset retirement costs will
be amortized to expense over the life of the related assets using the unit-of-production method. At the end of
each period, the liability is increased to reflect the passage of time and changes in the estimated future cash
flows underlying any initial fair value measurements. The Company has not incurred any asset retirement
obligations.

Use of estimates

The presentation of financial statements in conformity with generally accepted accounting principles requires
management to make estimates and assumptions that affect the reported amount of assets and liabilities and
disclosure of contingent liabilities at the date of the financial statements and the reported amounts of revenues
and expenses during the reporting periods. The significant areas requiring the use of management estimates
and assumptions relate to mineral reserves that are the basis for future cash flow estimates utilized in
impairment calculations, depletion and amortization calculations; estimates of recoverable gold and other
minerals in stockpile and leach pad inventories; estimates of fair value for certain reporting units and asset
impairment; write-downs of inventory to net realizable value; post employment, post retirement and other
employee future benefits; valuation allowances for future income tax assets; reserves for contingencies and
litigation; and the fair value and accounting treatment of financial instruments. The Company bases its
estimates on historical experience and on various other assumptions that are believed to be reasonable under
the circumstances. Accordingly, actual results could differ from those estimates.

Cash and cash equivalents

The Company considers deposits in banks, certificates of deposits and short-term investments with original
maturities of three months or less from the acquisition date as cash and cash equivalents.

Long term investment

Prior to the acquisition of Mexgold Resources Inc. (Note 3), the Company accounted for its investment using the
equity method of accounting whereby the investment is initially recorded at cost and subsequently adjusted to
recognize the Company’s share of earnings or losses of the investee company and reduced by dividends
received.

Mineral properties and related deferred costs

Acquisitions, exploration and development costs relating to mineral properties are deferred until the properties
are brought into production, at which time they are amortized on the unit of production method based on
estimated recoverable reserves. If it is determined that the deferred costs related to a property are not
recoverable over its productive life, those costs will be written down to fair value as a charge to operations in the
period in which the determination is made. The amounts at which mineral properties and the related deferred
costs are recorded, do not necessarily reflect present or future values.



Gammon Lake Resources Inc.

Notes to the Consolidated Financial Statements
December 31, 2006

2. Summary of significant accounting policies (continued)

The recoverability of the book value of each property is assessed annually for indicators of impairment such as
adverse changes to any of the following:

- estimated recoverable ounces of gold
- estimated future commodity prices
- estimated expected future operating costs, capital expenditures and reclamation expenditures

A write-down to fair value is recorded when the expected future cash flow is less than the net book value of the
property.

Supplies Inventory, Ore Stockpiles and Ore in Process

Supplies Inventory
Supplies inventory consists of mining supplies and consumables used in the operations of the mines and is
valued at the lower of average cost or net realizable value.

Ore Stockpiles

Stockpiles represent ore that has been mined and is available for further processing. Stockpiles are measured
by estimating the number of tonnes added and removed from the stockpile, the number of containing ounces
(based on assay data) and the estimated metallurgical recovery rates (based on the expected processing
method). Stockpile ore tonnages are verified by periodic surveys. Costs are allocated to stockpiles based on
relative values of material stockpiled and processed using current mining costs incurred up to the point of
stockpiling the ore, including applicable overhead, depreciation, depletion and amortization relating to mining
operations, and removed at the average cost per recoverable unit.

Ore in Process

The recovery of gold and silver is achieved through a milling and heap leaching process. Under the heap
leaching process, ore is placed on leach pads where it is treated with a chemical solution, which dissolves the
gold and silver contained in the ore. The resulting “pregnant” solution is further processed in a plant where the
gold and silver is recovered. Costs are added to ore on leach pads and in the mill based on current mining
costs, including applicable depreciation, depletion and amortization relating to mining operations. Costs are
removed from ore on leach pads and in the mill as ounces are recovered based on the average cost per
estimated recoverable ounce of gold on the leach pad and in the mill.

Capital assets and amortization

Capital assets are recorded at cost. Amortization is calculated on the straight-line basis over the estimated
useful lives of the assets as follows:

Computer equipment 3-4 years
Exploration equipment 5-10 years
Furniture and fixtures 5-10 years
Processing plant 8-9 years
Development equipment 8-9 years
Vehicles 4 years
Buildings 20 years



Gammon Lake Resources Inc.

Notes to the Consolidated Financial Statements
December 31, 2006

2. Summary of significant accounting policies (continued)
Impairment of long lived assets

An impairment loss will be recognized if the carrying amount of a long-lived asset is not recoverable. The
carrying amount of a long-lived asset is not recoverable if the carrying amount exceeds the sum of the
undiscounted cash flows expected to result from its use and eventual disposition. The impairment loss to be
recognized is measured as the amount by which the carrying amount of the long-lived asset exceeds its fair
value. The Company has determined there is no impact on its results of operations and financial position.

Revenue recognition

Revenue is recognized when: (i) persuasive evidence that a sales arrangement exists; (ii) the risks and rewards
of ownership pass to the purchaser including delivery of the product; (iii) the selling price is fixed or
determinable, and (iv) collectibility is reasonably assured.

Sale of the dore bars are recorded at the time of shipping to the third-party refinery. Sales are recorded at
estimated values by the Company, and are further adjusted based upon final quality assessment and
guotations.

Stock based compensation

The Company uses the fair value method of accounting for employee stock-based compensation and other
stock-based payments made in exchange for goods and services. All awards made to employees and non-
employees are measured and recorded in the financial statements at fair value. The Company’s stock option
plan is described in Note 10.

Foreign currency transactions

Foreign monetary assets and liabilities and foreign integrated operations are denominated in foreign currencies,
and are translated to Canadian dollars at the period end exchange rate. Non-monetary assets and liabilities, as
well as revenue and expense transactions denominated in foreign currencies are translated at the rate prevailing
at the time of the transaction. Translation gains or losses in operations are recognized in the period in which
they occur.

Income taxes

Income taxes are calculated using the asset and liability method. Under this method, current income taxes are
recognized for the estimated income taxes payable for the current period. Future income tax assets and
liabilities are determined based on the difference between the financial reporting and tax basis of assets and
liabilities and on unclaimed losses carried forward and are measured using the substantively enacted tax rates
that will be in effect when the differences are expected to reverse or when unclaimed losses are expected to be
utilized. A valuation allowance is recognized to the extent that the recoverability of future income tax assets is
not considered more likely than not.

Loss per common share

Loss per common share is calculated based on the weighted average number of common shares outstanding
for the period. Diluted loss per common share, when applicable, considers the potential exercise of outstanding
options and warrants using the treasury stock method. This method assumes that proceeds received from the
exercise of the in-the-money stock options and warrants are used to repurchase shares at the average market
price for the periods.



Gammon Lake Resources Inc.

Notes to the Consolidated Financial Statements
December 31, 2006

2. Summary of significant accounting policies (continued)
Goodwill

The Company allocates goodwill arising from business combinations to reporting units acquired by preparing
estimates of the fair value of the entire reporting unit and comparing this amount to the fair value of assets and
liabilities (including intangibles) in the reporting unit. The difference represents the amount of goodwill allocated
to each reporting unit. Based on an independent valuation, the Company calculated the amount of goodwiill
arising on the Mexgold Resources acquisition, identified the reporting units and allocated goodwill to those
reporting units.

The Company will test goodwill for impairment annually. This process will be performed in accordance with the
recent accounting pronouncement relating to “Mining Assets — Impairment and Business Combination”
(Emerging Issue Committee Abstract 152). This impairment assessment will involve estimating the fair value of
each reporting unit that includes goodwill. The Company will compare this fair value to the total carrying amount
of each reporting unit (including goodwill). If the fair value exceeds this carrying amount, then the Company will
estimate the fair values of all identifiable assets and liabilities in the reporting unit, and compare this net fair
value of assets less liabilities to the estimated fair value of the entire reporting unit. The difference will represent
the fair value of goodwill, and if necessary, the Company will reduce the carrying amount of goodwill to this fair
value.

Recent accounting pronouncements
i) Financial Instruments — Recognition and Measurement, Section 3855

In 2005 the CICA issued Section 3855, Financial Instruments, Recognition and Measurement. This section
establishes for recognizing and measuring financial assets, financial liabilities and non-financial derivatives. The
following four fundamental decisions serve as cornerstones underlying this Section:

1) financial instruments and non-financial derivatives represent rights or obligations that meet the definition
of assets or liabilities and should be reported in the financial statements;

2) the fair value is the most relevant measure for financial instruments and the only relevant measure for
derivative financial instruments;

3) only items that are assets or liabilities should be reported as such in financial statements; and

4) special accounting for items designated as being part of a hedging relationship should be provided only
for qualifying items.

The mandatory effective date for the new Section is for interim and annual financial statements relating to fiscal
years beginning on or after October 1, 2006. Management does not expect the adoption of this standard to
have a material effect on the Company’s financial position and results of operation.

During 2005, the CICA also issued Section 3861, Financial Instruments — Disclosure and Presentation. This
section establishes standards for presentation of financial instruments and non-financial derivatives, and
identifies the information that should be disclosed about them. The presentation paragraphs deal with the
classification of financial instruments, from the perspective of the issuer, between liabilities and equity, the
classification of related interest, dividends, losses and gains, and the circumstances in which financial assets
and financial liabilities are offset. The disclosure paragraphs deal with information about factors that affect the
amount, timing and certainty of an entity’s future cash flows relating to financial instruments, the business
purposes they serve, the risks associated with them and management’s policies for controlling these risks. This
Section applies to interim and annual financial statements relating to fiscal years beginning on or after October
1, 2006. Management does not expect the adoption of this standard to have a material effect on the Company’s
consolidated financial position and results of operations.



Gammon Lake Resources Inc.

Notes to the Consolidated Financial Statements
December 31, 2006

2. Summary of significant accounting policies (continued)
ii) Hedges, Section 3865

This standard is applicable when a company chooses to designate a hedging relationship for accounting
purposes. It builds on the existing Accounting Guideline 13 (AcG-13) “Hedging Relationships” and Section 1650
“Foreign Currency Translation”, by specifying how hedge accounting is applied and what disclosures are
necessary when it is applied.

iil) Comprehensive Income, Section 1530

This standard introduces new rules for the reporting and display of comprehensive income. Comprehensive
income represents a change in shareholders’ equity (net assets) of an enterprise during a reporting period from
transactions and other events and circumstances from non-owner sources. It includes all changes in equity
during a period except those resulting from investments by owners and distributions to owners. These items
include holding gains and losses on certain investments, gain and losses on certain derivative investments, and
foreign currency gains and losses related to self-sustaining foreign operations. The Company does not believe
that it will have any comprehensive income when it adopts this standard commencing January 1, 2007.

3. Business combinations
Acquisition of Mexgold Resources Inc.

On August 8, 2006, the Company acquired all of the issued and outstanding common shares and options of
Mexgold Resources Inc. (“Mexgold”) by way of a plan of arrangement under the Business Corporations Act
(Ontario). Under the terms of the transaction, each Mexgold shareholder, and warrant holder other than
Gammon Lake received 0.47 of a Gammon Lake common share in exchange for each Mexgold common share
and each Mexgold warrant. Holders of Mexgold options received Gammon Lake options to purchase a
proportionate number of Gammon Lake common shares. Gammon Lake Resources Inc. issued 21,838,033
common shares and will issue up to an aggregate of 5,498,897 common shares to the holders of Mexgold
common share and option holders upon exercise, respectively. Mexgold warrants will be exercisable to acquire
up to an aggregate of 186,120 Gammon Lake common shares, options and warrants.

Accounting for the Mexgold Resources Acquisition

The Mexgold Resources Inc. acquisition has been accounted for as a purchase business combination, with
Gammon Lake Resources Inc. as the accounting acquirer. Gammon Lake Resources Inc. acquired Mexgold
Resources Inc. on August 8, 2006, with the results of operations of Mexgold Resources Inc. consolidated from
August 8, 2006 onwards. The purchase cost was $387 million and was funded through the issuance of
Gammon Lake common shares and options to acquire common shares.

The measurement price of $14.13 per common share for the purchase consideration represents the average of
the closing price 2 days before and 2 days after of the Company’s common shares at August 8, 2006. The fair
value of the stock options and warrants outstanding under the Mexgold stock option plan has been recorded
using the weighted average strike price and expiration.
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Gammon Lake Resources Inc.

Notes to the Consolidated Financial Statements
December 31, 2006

3. Business combinations (continued)

In accordance with the purchase method of accounting, the purchase cost was allocated to the underlying
assets acquired and liabilities assumed based upon their fair values at the date of acquisition. Gammon Lake
determined the fair values based on independent appraisals, discounted cash flows, quoted market prices, and
estimates made by management. Gammon Lake recorded the excess of purchase cost over the net identifiable
tangible and intangible assets acquired as goodwill which has been allocated to reporting units. This process
was performed in accordance with recent accounting pronouncements relating to “Mining Assets and Business
Combinations” (CICA Emerging Issues Committee Abstract 152). The amount allocated to goodwill is not
deductible for tax purposes.

An independent valuation of the significant assets acquired was completed in March 2007, supporting
management’s allocation of the purchase consideration.

The following table sets the final allocation of the purchase cost to assets and liabilities acquired, based on fair
valuations.

Purchase Price Allocation

Cash and cash equivalents $ 22,534,836
Restricted funds 1,226,500
Other working capital, net 15,594,978
Deferred stock based compensation 5,428,375
Capital assets 22,400,000
Mining interests 279,543,087
Goodwill 124,925,668
Long term debt (5,021,186)
Employee future benefits (3,041,022)
Future income taxes (76,611,460)
Net assets acquired, at fair value $ 386979776

Consideration

Common shares representing the shares of Mexgold not already owned $ 308,571,406
Stock options and warrants 57,200,050
Transaction costs 3,012,320
Investment in Mexgold previously owned 18,196,000
Total consideration provided $ 386.979.776

11



Gammon Lake Resources Inc.

Notes to the Consolidated Financial Statements
December 31, 2006

4, Long term investment

In 2005, the Company held 10,900,000 shares of Mexgold Resources Inc. In February, 2006,

the Company

acquired an additional 2,950,000 shares of Mexgold Resources Inc., representing in total a 23% interest in the
issued and outstanding shares of Mexgold Resources Inc. On August 8, 2006, the Company acquired all of the
remaining issued and outstanding common shares and options of Mexgold Resources Inc. thereby acquiring

100% ownership (Note 3).

December 31 December 31 July 31

2006 2005 2005

Investment in Mexgold Resources Inc. $ 12,300,000 $ 12,300,000 $ 12,300,000
Cumulative equity share of income/(losses) in

Mexgold Resources Inc. (1,479,000) (1,668,000) (1,878,000)

Additional investment in Mexgold Resources Inc. 7,375,000 - -

Acquisition of Mexgold Resources Inc. (18,196,000) - -

s - 10.632.000 $ 10.422.000

5. Mining interests & Capital assets

December 31, 2006 December 31, 2005
Accumulated Net Book Accumulated Net Book
Cost Amortization Value Cost _ Amortization Value
Mining properties 449,060,910 19,355,412 429,705,498 150,193,940 - 150,193,940
Equipment under capital lease 11,233,450 656,512 10,576,938 4,116,614 - 4,116,614
Plant and equipment 213,119,708 24,809,531 188,310,177 71,640,793 1,371,380 70,269,413
$673.414.068 $ 44,821,450 $628.502,613 $225.051.347 $ 1.371.380 $224.579.967

July 31, 2005

Accumulated Net Book
Cost _ Amortization Value
Mining properties 115,997,985 - 115,997,985
Equipment under capital lease - - -
Plant and equipment 33,518,941 768,387 32,750,554
$149516926 $ 768.387 $148.748.539

The carrying value of mineral properties represents the accumulated costs to date for the acquisition of and
exploration and development costs incurred by the Company on its producing mineral properties located in
Ocampo and El Cubo, Mexico. Amortization of tangible capital assets does not commence until they are
available at the mine site or in use. Depletion of the mineral properties commenced when the Company began
production and are depleted using the unit of production method based on estimated proven and probable

reserves.
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Gammon Lake Resources Inc.

Notes to the Consolidated Financial Statements

December 31, 2006

6. Obligations under capital lease and long-term debt

Consolidated long-term debt and capital leases:

December 31 December 31 July 31

2006 2005 2005

a) Total lease payments ending December, 2009 $ 6289876 $ 2693418 $ -

b) Other 74,599 117,426 -

¢) Soyopa loan 7,848,996 8,161,300 8,581,300

d) Revolving credit facility 133,717,694 35,167,139 -

e) Mining Development Trust Loan 4,078,554 - -

f) Nacional Financiera SNC 40,463 - -

g) Nacional Financiera SNC 141,489 - -

152,191,671 46,139,283 8,581,300

Less: Current portion 78,065,578 24,935,455 -

$ 74126003 $ 21203828 3$ 8581300

The estimated future minimum lease and debt payments under all facilities are as follows:

2007 $ 78,065,578
2008 $ 50,029,639
2009 $ 24,096,454

December 31 December 31 July 31

2006 2005 2005

a) Total lease payments $ 6883878 $ 2,961,933 $ -

Less: Interest on lease 594,002 268,515 -

Present value of lease payments 6,289,876 2,693,418 -

Less: Current portion 2,594,905 816,793 -

$ 3604071 1876625 $ -

The Company is obligated under capital leases for mobile equipment. All capital leases agreements provide
that the Company can purchase the leased equipment at the end of the lease term for a nominal amount.
Interest payable on the various leases range from LIBOR + 2.50% to LIBOR + 2.75%. The estimated future
minimum lease payments under the lease are as follows:

2007 $ 2,594,905
2008 $ 2,580,823
2009 $ 1,114,148
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Gammon Lake Resources Inc.

Notes to the Consolidated Financial Statements

December 31, 2006

6. Obligations under capital lease and long-term debt (continued)

December 31 December 31 July 31

2006 2005 2005

b) Total lease payments $ 79,978 $ 129,383 $ -
Less: Interest on lease 5,379 11,957 -
Present value of lease payments 74,599 117,426 -
Less: Current portion 42,929 42,827 -
$ 31670 $ 74599 $ -

The Company is obligated under capital leases for computer hardware and software for terms ranging from two
to three years. All capital lease agreements provide that the Company can purchase the leased equipment for a
nominal amount at the end of the leased term. The estimated future minimum lease payments under the lease

are as follows:

2007 $ 42,929
2008 $ 31,670

December 31

December 31 July 31
2005 2005

2006
¢) Soyopa loan, non-interest bearing, translated to
Canadian dollars at the balance sheet date. $ 7,848,996
Less: Current portion $ 7,848,996

$ 8161300 $ 8,581,300

$ 4,080,650 -

$ -

$ 4080650 $  8581.300

The long term debt payable to Soyopa is non-interest bearing and has been recorded at fair value with terms of

repayment as follows:
i) US $3,500,000 on or before February 16, 2007;

ii.) US $3,500,000 on or before November 23, 2007;

iii.) In the event that the Company has commenced production of gold and/or silver from the mining title
acquired prior to November 23, 2006, the Company is required to pay Soyopa US $1,000,000, annually,
commencing on the first anniversary of the start of production which will reduce the remaining amount

due;

iv.) In the event the Company sells or transfers title to the concessions to a third party, the US $7,000,000

or the amount remaining, becomes due.

On February 16, 2007, the Company repaid US$3,500,000 of the Soyopa loan included in long-term debt in

accordance with the terms.

The long term debt is secured by a first charge over certain mineral properties. The estimated future minimum

debt payment under the facility is as follows:

2007 $ 7,848,996
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Gammon Lake Resources Inc.

Notes to the Consolidated Financial Statements

December 31, 2006

6. Obligations under capital lease and long-term debt (continued)
December 31 December 31 July 31
2006 2005 2005
d) Revolving and non-revolving credit facility $ 132,611,140 $ 34,977,000 -
Add: Accrued interest 1,106,554 190,139 -
133,717,694 35,167,139 -
Less: Current portion 65,418,166 20,185,324 -
$ 68200528 $ 14981815 $ -

On October 14, 2005 and May 19, 2006, the Company secured a credit facility with Scotia Capital Inc and
Societe Generale. The facility is secured and consists of a two-year revolving facility of US $32,500,000, and a
three year non-revolving facility of US $87,500,000. Interest is payable at Prime Rate plus 1.25% or in the case
of US dollar advances, LIBOR + 2.25%. The Company has met all of the conditions precedent under the facility,

and as at December 31, 2006 had drawn US $113,800,000.

The estimated future minimum debt payments under the facility are as follows:

2007 $ 65,418,166
2008 $ 45,317,222
2009 $ 22,982,306

€) Mining Development Trust Loan

December 31 December 31 July 31

2006 2005 2005

Mining Development Trust Loan $ 4078554 $ - -
Less: Current portion 2,039,268 - -
$ 2039286 $ - -

On December 21, 1999, El Cubo entered into a credit agreement with the Mining Development Trust for an
amount of US $7,000,000. On December 21, 2003, the loan was restructured to reflect an amended interest
rate of LIBOR plus 650 basis points with monthly principal payments of US $145,833 to commence January,
2005. This loan is secured by a first priority mortgage over the rights deriving from El Cubo’s mining concession
rights, certain machinery and equipment of El Cubo and an industrial mortgage on buildings, machinery and

equipment of El Cubo.

The estimated future minimum debt payments under the facility are as follows:

2007 $ 2,039,268
2008 $ 2,039,286
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6. Obligations under capital lease and long-term debt (continued)

f) Nacional Financiera SNC

December 31 December 31 July 31

2006 2005 2005

Other debt $ 40,463 $ - $ -
Less: Current portion 40,463 - -
$ - $ - $ -

On September 8, 2005, El Cubo received a loan from Nacional Financiera, S.N.C. of $107,100 (Ps 1,000,000),
which was used to finance an energy-saving project. This loan is a non-interest bearing loan, with quarterly
payments of Ps125,000 beginning on December 31, 2005, and as of December 31, 2006, the aggregate balance
of the loan amounted to $40,463 (Ps 375,000).

The estimated future minimum debt payment under the facility is as follows:

2007 $ 40,463

g) Nacional Financiera SNC

December 31 December 31 July 31

2006 2005 2005

Other debt $ 141,489 $ - $ -
Less: Current portion 80,851 - -
$ 60638 $ - 3 -

On September 8, 2005, El Cubo received a loan from Nacional Financiera, S.N.C. of $152,261 (Ps 1,498,628),
which was used to finance an energy-saving project. This loan is a non-interest bearing loan, with quarterly
payments of Ps 187,329 beginning on November 18, 2006.

The estimated future minimum debt payments under the facility are as follows:

2007 $ 80,851
2008 $ 60,638
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7. Commitments and contingencies
Option and joint venture agreements

a) Minera Fuerte Mayo, S.A. de C.V. (“Fuerte Mayo”)/Compania Minera Brenda, S.A de
C.V. (“Brenda”)

The Company has a joint venture agreement with Fuerte Mayo respecting the Ocampo property under which the
Company has a 60% participating interest in 17 mining claims in Mexico. Under the terms of the joint venture,
the Company is the operator and 100% of the sales from production on the property may be applied to the cash
payment due to Fuerte Mayo in the joint venture stage. Under the terms of the agreement, a balance of US
$211,526 was due to Fuerte Mayo upon the sale of the property to a third party. During the year ended July 31,
2005, in consideration for a consulting payment of $250,000 due for services rendered by Fuerte Mayo to the
Company, Fuerte Mayo forgave the US $211,526 due upon the sale of the property to a third party.

On February 21, 2003, the Company acquired the remaining 40% of the title and interest in a group of claims
located in the municipality of Ocampo from Brenda. The Company agreed to pay 8% of net profits attributable
to the development of the mining claims and their concessions up to a maximum of US $2,000,000. An
additional US $250,000 is due if, as a result of the exploration of the claims, a minimum mining reserve of two
million ounces of equivalent gold are obtained. In the event that the Company were to sell the property, the full
US $2,000,000 becomes due and payable at that time. During the year ended December 31, 2006, the
Company paid Brenda US $40,000 (December 31, 2005 — $Nil and July 31, 2005 $Nil)

b) Compania Minera Global, S.A. de C.V. (“Global”)

On July 17, 2000, the Company entered into an agreement with Global for consulting services to assist in the
negotiations of an agreement with Soyopa to secure the right to acquire the then remaining fifty-one percent
(51%) interest in the Ocampo property.

As part of the consideration for the successful negotiation and execution of the agreement between the
Company and Soyopa and upon sale by the Company of the lands, claims and concessions described in the
agreements, the Company is required to pay Global US $1,000,000.

A summary of the future commitments based on the above noted option and joint venture agreements at
December 31, 2006 are set out in the following table:

Agreement Consideration | Terms
Compania Minera Global, S.A. de C.V. US $ 1,000,000 Upon sale of the related property

8% of net profits attributable to related mining
claims or upon sale of the related property

Compania Minera, Brenda, S.A.deC.V. | US$ 250,000 Upon a minimum proven reserve amount

Compania Minera, Brenda, S.A. de C.V. | US $ 2,000,000
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7. Commitments and contingencies (continued)
c) Compania Minera Las Torres S.A. de C.V. (“Las Torres”)

In September, 2004, the Company entered into a mining lease agreement with Las Torres. Pursuant to the
agreement, the Company acquired the right to explore, develop and mine the Las Torres Gold-Silver property
located in Guanajuato State, Mexico, for a five-year period, subject to renewal for a further five-year period. The
annual lease payments total US $480,000 for the first year and US $720,000 for each year thereafter. The
Company has provided a letter of credit in the amount of US $1 million in favour of the fulfilment of the terms and
conditions as set forth in this mining lease agreement.

In addition, the Company is required to pay a 3.5% net smelter return on all gold and silver sales equal to or
above US $350 per gold ounce and US $5.50 per silver ounce, with a minimum monthly royalty of US $20,000.
The royalty will gradually decrease to a 3.0% net smelter return for sales of gold and silver at or below US $300
per gold ounce and US $5 per silver ounce.

Pursuant to the mining lease agreement with Las Torres, minimum annual lease and royalty payment
commitments for successive years approximate:

Lease Royalty

Payments Payments

(US $) (US $)

2007 . $ 720,000 $ 240,000
2008 720,000 240,000
2009 720,000 180,000

$ 2160000 $ 660.000
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8. Employee future benefits

The Company accrues for employee future benefits for contract workers and employees in Mexico paid through
an employment services company. These benefits consist of a one-time payment equivalent to 12 days wages
for each year of service (at the employee’s most recent salary, but not to exceed twice the legal minimum
wage), payable to all employees with 15 or more years of service, as well as to certain employees terminated
involuntarily prior to the vesting of their seniority premium benefit. Under Mexican Labour Law, the Company
also provides statutorily mandated severance benefits to its employees terminated under certain circumstances.
Such benefits consist of a one-time payment of three months wages plus 20 days wages for each year of
service payable upon involuntary termination without just cause.

The reconciliation of the funded status of the defined benefit plans to the amounts recorded in the financial
statements is as follows:

December 31, 2006 Pension Seniority Total
benefit plans premium premiums

Projected benefit obligation:

Balance at beginning of period $ 316,701 $ 10,276 $ 326,977
Foreign exchange adjustment (5,198) (168) (5,366)
Acquisition of Mexgold 2,034,436 1,006,586 3,041,022
Service cost 205,796 106,074 311,870
Interest cost 76,819 31,782 108,601
Actuarial (gain) loss 239,988 (99,946) 140,042
Balance at end of period $ 2868542 $ 1.054604 $ 3923146
Current benefit obligation:
Projected benefit obligation, end of period $ 2,868,542 $ 1,054,604 $ 3,923,146
Actuarial gain (loss) (269,134) 103,626 (165,508)
Total accrued liability $ 2599408 $ 1158230 $ 3757638
Employee future benefit costs recognized during the year are as follows:
Employee future benefits expense:
Service cost $ 205,796 $ 106,074 $ 311,870
Interest cost 76,819 31,783 108,602
Actuarial (gain) loss 20,006 4,544 24,550
Net expense for the period $ 302,621 $ 142,401 $ 445,022
Significant assumptions used:
Discount rate 4.00% 4.00% 4.00%
Rate of compensation increase 1.50% 1.50% 1.50%
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8. Employee future benefits (continued)

The reconciliation of the funded status of the defined benefit plans to the amounts recorded in the financial

statements is as follows:

December 31, 2005

Projected benefit obligation:
Balance at beginning of period
Service cost
Interest cost
Actuarial (gain) loss

Balance at end of period
Current benefit obligation:
Projected benefit obligation, end of period

Actuarial gain (loss)

Total accrued liability

Employee future benefit costs recognized during the year are as follows:

Employee future benefits expense:
Service cost
Interest cost
Actuarial (gain) loss

Net expense for the period

Significant assumptions used:
Discount rate

Rate of compensation increase

Pension Seniority
benefit plans premium
$ 230,724 $ 8,823
19,787 3,536

4,232 161
61,958 (2,244)

$ 316,701 $ 10,276
$ 316,701 $ 10,276
(49,972) (879)

$ 266.729 $ 9.397
$ 19,787 $ 3,536
4,232 161

42,371 4,807

$ 66.390 $ 8.504
4.50% 4.50%

1.50% 1.50%

Total
premiums

$ 239,547
23,323
4,393

59,714

$ 326977
$ 326,977

(50,851)
$ 276126

$ 23,323
4,393

47,178

$ 74.894

4.50%

1.50%
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8. Employee future benefits (continued)

The reconciliation of the funded status of the defined benefit plans to the amounts recorded in the financial

statements is as follows:

July 31, 2005

Projected benefit obligation:
Balance at beginning of period
Service cost
Interest cost
Actuarial (gain) loss

Balance at end of period
Current benefit obligation:
Projected benefit obligation, end of period

Actuarial gain (loss)

Total accrued liability

Employee future benefit costs recognized during the year are as follows:

Employee future benefits expense:
Service cost
Interest cost
Actuarial (gain) loss

Net expense for the period

Significant assumptions used:
Discount rate

Rate of compensation increase

Pension Seniority
benefit plans premium
$ 209,270 $ 4,462
23,927 4,624

9,417 201

519 11

$ 243,133 $ 9,298
$ 243,133 $ 9,298
(37,888) (805)

$ 205,245 $ 8.493
$ 23,927 $ 4,624
9,417 201

5,556 118

$ 38.900 $ 4,943
4.50% 4.50%

1.50% 1.50%

Total
premiums

$ 213,732
28,551

9,618

530

$ 252431
$ 252,431

(38,693)
$ 213738

$ 28,551
9,618

5,674

$ 43.843

4.50%

1.50%
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9. Income taxes

The following table reconciles the expected income tax recovery (payable) at the statutory income tax rate to the
amounts recognized in the consolidated statements of operations for the years ended December 31, 2006,
December 31, 2005 and July 31, 2005.

December 31 December 31 July 31

2006 2005 2005

Net Loss $ 30,291,430 $ 11,987,000 $ 19,797,000
Income Tax Rate 38% 38% 38%
Expected income tax recovery based on above rates 11,547,093 4,555,000 7,523,000
Effect of lower tax rates in foreign jurisdictions (1,579,633) - -
Other non-deductible expenses 1,126,237 (113,100) (399,960)
Adjustment for unrecorded losses - 428,000 -
Effect of expiry of losses - (140,600) -
Non-deductible stock option expense (6,815,700) (2,508,000) (5,310,000)
Valuation allowance (2,678,947) (1,842,300) (1,392,000)
Provision for income taxes $ 1599050 $ 379.000 $ 421.040

The following reflects future income tax liabilities at December 31, 2006, December 31, 2005 and July 31, 2005

December 31 December 31 July 31
2006 2005 2005
Accounting value of mineral properties and related
deferred costs in excess of tax value $ 114,607,688 $ 35138,000 $ 26,508,000
Deductible share issue costs (2,475,800) (3,099,600) (2,883,100)
Future employee benefits (460,979)
Tax value of equity investment in excess of
accounting value - (316,900) (356,800)
Accounting value of foreign denominated debt
in excess of tax value 384,700 656,700 480,700
Non-capital losses carried forward (43,119,752) (35,389,900) (24,245,600)
68,935,857 (3,011,700) (496,800)
Valuation allowance 13,213,686 10,347,700 8,617,800
Future income tax liabilities recognized $ 82149543 $ 7336000 $ 8121000
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9. Income taxes (continued)

The Company has tax loss carryforwards expiring in the following years:

Canada United States Mexico Total

2006 $ - $ - - -
2007 249,930 - - 249,930
2008 861,250 - - 861,250
2009 2,979,351 - - 2,979,351
2010 - - 1,547,790 1,547,790
2011 - - 49,181 49,181
2012 1,461,209 - 5,601,632 7,062,841
2013 5,523,818 - 15,711,660 21,235,478
2014 6,137,892 - 24,660,167 30,798,059
2015 4,089,216 - 60,682,147 64,771,363
2016 - - 19,037,348 19,037,348
2026 6,283,192 - - 6,283,192
$ 27585858 $ - $ 127289925 $ 154875.783

10. Capital stock

a) Authorized:
Unlimited number of common shares

Unlimited number of non-cumulative, dividends to be determined by the Board of Directors not to exceed 12%,
non-participating, non-voting, Class “A” preferred shares, redeemable at their paid-in value.

Unlimited number of non-cumulative, dividends to be determined by the Board of Directors not to exceed 13%,
non-participating, non-voting, Class “B” preferred shares, redeemable at their paid-in value.
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10. Capital stock (continued)

Issued and outstanding:

Balance, July 31, 2004

Issued during the year ended July 31, 2005
For cash pursuant to private placement

For cash pursuant to exercise of share purchase options

Less share issue costs

Balance, July 31, 2005

Issued during the five month period ended December 31,

2005

For cash pursuant to exercise of share purchase options

Fair value of options exercised

Balance, December 31, 2005

Issued in connection with acquisition of Mexgold Resources Inc.

For cash pursuant to exercise of share purchase options
For cash pursuant to exercise of warrants

Fair value of warrants exercised

Fair value of options exercised

Balance, December 31, 2006

b) Contributed Surplus

Contributed surplus at beginning of year

Options issued in connection with Acquisition
of Mexgold Resources Inc.

Add: Stock option expense for the year

Deduct: Fair value of options exercised

Contributed surplus at end of year

Number of
Common Ascribed
Shares Value
56,676,724 $ 98,642,382
15,715,000 110,005,000
994,800 2,274,230
- (6,856,027)
73,386,524 $ 204,065,585
2,983,700 9,836,338
- 5,072,000
76,370,224 $ 218,974,423
21,838,033 308,571,406
2,995,555 10,909,629
942,296 5,102,459
- 3,579,211
- 3,930,210
102,146,108 $ 551,067,338

December 31 December 31 July 31
2006 2005 2005

$ 20,255,279 $ 18,728,309 $ 3,971,222
57,200,050 - -
13,448,785 6,598,970 14,757,087
(7,509,421) (5,072,000) -

$ 83304603 $ 20255279 $ 18728.309

24



Gammon Lake Resources Inc.

Notes to the Consolidated Financial Statements
December 31, 2006

10. Capital stock (continued)

c) Stock options

The Company has a stock option plan under which options to purchase common shares of the Company may
be granted to directors, senior officers, employees and service providers of the Company. The aggregate
number of common shares which may be reserved for issuance under the plan shall be 22,500,000. The
maximum number of common shares which may be reserved for issuance to any one person under the plan
shall be 5% of the shares outstanding at the time of grant (on a non-diluted basis) less the aggregate number of
shares reserved for issuance to such person under any other option to purchase shares from treasury granted
as a compensation or incentive mechanism.

The increase of the Corporation’s Stock Option Plan for directors, officers, employees and consultants by
3,000,000 common shares was approved at the Annual and Special Meeting of the Shareholders held on May
10, 2006. During 2005, the Company had granted 2,555,000 options to directors, officers, employees and
consultants, and upon approval at the Annual and Special Meeting of the Shareholders held on May 10, 2006,
the options vested. As a result $13,448,785 (December 31, 2006 - $6,614,408 and July 31, 2005 -
$13,974,680) was included in general and administrative costs in 2006.

On August 8, 2006, the Company acquired all of the issued and outstanding common shares and options of
Mexgold Resources Inc. by way of a plan of arrangement under the Business Corporations Act (Ontario). Under
the terms of the transaction, each Mexgold shareholder, option and warrant holder other than Gammon Lake
received 0.47 of a Gammon Lake common share in exchange for each Mexgold common share. Gammon Lake
Resources Inc. issued 21,838,033 common shares and up to an aggregate of 5,512,997 common shares to the
holders of Mexgold common share and option holders upon exercise, respectively. Mexgold warrants will be
exercisable to acquire up to an aggregate of 186,120 Gammon Lake common shares.

The fair value of the options granted was calculated using the Black-Scholes option pricing model with the
following weighted average assumptions:

December 31 December 31 July 31

2006 2005 2005

Dividend yield 0% 0% 0%
Expected volatility 43.82% 41.89% 53.00%
Risk free interest rate 3.93% 3.90% 3.47%
Expected life 5years 5 years 5 years
Weighted average fair value $4.48 $2.98 $3.09
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10. Capital stock (continued)

Options
December 31, 2006 December 31, 2005
Weighted Average Weighted Average
Shares  Exercise Price Shares  Exercise Price
Outstanding, beginning of period 9,032,000 $ 475 11,389,500 $ 416
Granted 2,555,000 $ 9.05 620,000 $ 9.05
Issued in connection with acquisition
of Mexgold Resources Inc. 5,512,997 $ 540 - $ -
Expired (64,100) $ (7.90)
Exercised (2,995,555) $ (3.64) (2,977,500) $ (3.28)
Outstanding, end of period 14.040.342 $ 6.30 9.032.000 $ 475
Options exercisable, end of period 12,756,677 $ 597 8.587.000 $ 456

July 31, 2005
Weighted Average
Shares  Exercise Price
Outstanding, beginning of period 9,892,300 $ 344
Granted 2,512,000 $ 6.27
Issued in connection with acquisition
of Mexgold Resources Inc. (20,000) $ (5.45)
Expired
Exercised (994,800) $ (2.29)
Outstanding, end of period 11,389,500 $ 4.16
Options exercisable, end of period 9.373.500 $ 371
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10. Capital stock (continued)

During the year ended December 31, 2006, Employees, Consultants, Officers and Directors of the Company
exercised 2,995,555 options for total proceeds of $10,909,629. Set forth below is a summary of the outstanding
options to purchase common shares as at December 31, 2006.

Options Outstanding Options Exercisable
Weighted
Weighted average
average remaining Weighted
Number exercise contractual life Number average
Option Price outstanding price (yrs) exercisable exercise price

$1.01-$1.50 1,633,250 $1.06 1.04 1,633,250 $1.06
$251-$3.00 1,524,000 $2.60 1.51 1,524,000 $2.60
$4.51-$5.00 4,700 $4.89 2.85 4,700 $4.89
$5.01-$5.50 2,829,615 $5.44 2.42 2,640,606 $5.45
$5.51-$6.00 1,612,100 $5.68 2.10 1,612,100 $5.68
$6.01-$6.50 1,615,000 $6.12 3.09 1,615,000 $6.12
$6.51-$7.00 321,100 $6.59 3.43 224,969 $6.60
$7.01-$7.50 235,000 $7.45 2.19 235,000 $7.45
$7.51-$8.00 50,000 $7.94 2.36 50,000 $7.94
$9.00- $9.50 470,000 $9.05 3.84 470,000 $9.05
$9.51-$10.00 90,000 $10.00 3.11 90,000 $10.00
$10.01 - $10.50 555,000 $10.49 4.96 375,500 $10.49
$10.51 - $11.00 3,100,577 $10.64 412 2,281,552 $10.64
Totals 14,040,342 12,756,677
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10. Capital stock (continued)
d) Compensation Warrants

During the year ended July 31, 2005, 314,300 compensation warrants were granted to agents as part of the
private placement and were expensed based on the fair value of the warrants on the date granted. As a result,
$782,607 was recorded as share issue costs with a corresponding credit to contributed surplus. The fair value of
the warrants granted was calculated using the Black-Scholes option pricing model with the following
assumptions:

Dividend yield 0%
Expected volatility 62.00%
Risk free interest rate 2.88%
Expected life 2 years

A total of 942,296 broker warrants were exercised during the year for total proceeds of $5,102,459. As a result,
$3,579,211 representing the fair value of the broker warrants was recorded as capital stock with a
corresponding credit to share issue costs. As at December 31, 2006, there are no remaining broker warrants
outstanding.

11. Loss per share

Loss per share is calculated based on the weighted average number of shares outstanding during the year
ended December 31, 2006 of 88,025,714 (December 31, 2005 — 73,831,114 and July 31, 2005 — 66,002,431)

Diluted earnings (loss) per share is based on the assumption that options under the stock option plan and
warrants have been exercised on the later of the beginning of the year and the date granted. The diluted
weighted average number of shares for the year ended December 31, 2006, December 31, 2005 and July 31,
2005 were not presented, as all factors are anti-dilutive.

12. Related party transactions

The Company paid or has payable the following amounts to directors for services other than in their capacity as
directors, and companies controlled by or related to directors. The Company also pays a third party company
related to a director for the provision of workers in our Mexican operations, and pays a mark-up of cost plus
12.5%. The total costs paid to the company for the provision of workers plus the mark-up of cost was:

Twelve months Five months  Twelve months

ended ended ended

December 31 December 31 July 31

2006 2005 2005

Management fees $ - $ 150,737 $ 278,440
Mining interests & production costs 26,429,650 4,831,617 4,392,431

$ 26429650 $ 4982354 $ 4670871
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12. Related party transactions (continued)

The Company paid or has payable the following amounts to directors for services other than in their capacity as
directors, and companies controlled by or related to directors. The Company also pays a third party company
related to a director for the provision of mine consumables. The Company believes these costs are at fair market
value. The total costs paid to the company for the provision of mine consumables was:

Twelve months Five months Twelve months

ended ended ended

December 31 December 31 July 31

2006 2005 2005

Production costs $ 3450322 $ - -

The Company paid or has payable the following amounts to directors for services other than in their capacity as
directors, and companies controlled by or related to directors. The Company also pays a third party company
related to a director for the provision and construction of production and support facilities. The Company believes
these costs are at fair market value. The total costs paid to the company for the provision and construction of
production and support facilities was:

Twelve months Five months Twelve months

ended ended ended

December 31 December 31 July 31

2006 2005 2005

Capital Assets $ 1027977 $ - $ -

13. Financial instruments

The Company’s financial instruments consisted of cash and cash equivalents, restricted cash, receivables,
payables and accruals, long term debt and capital leases. Unless otherwise noted, it is management’s opinion
that the Company is not exposed to significant interest or credit risks arising from these financial instruments.
Some of the Company'’s receivables and payables are denominated in Mexican Pesos and the Company’s long
term debt is denominated in United States dollars. Balances are translated at the period end based on the
Company’s accounting policy as set out in Note 2 to the consolidated financial statements. The long term debt
creates a risk to the Company’s earnings that arises from fluctuations in foreign exchange rates and the degree
of volatility of these rates. The Company does not enter into derivative financial instruments to mitigate the
foreign exchange risks related to the foregoing items.

The Company estimates that the fair value of its cash and cash equivalents, restricted cash, receivables, and
payables and accruals approximate the carrying value of the assets and liabilities. The Company has calculated
the fair value of its long term debt and such fair value approximates the carrying value of the debt as disclosed in
Note 6.
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14. Supplemental cash flow information

December 31 December 31 July 31
2006 2005 2005

Change in non-cash working capital:
Receivables $ (500,309) $ (4,119,204) $ (2,779,637)
Prepaids (504,766) 657,608 (831,027)
Inventory - Supplies (5,295,954) (2,056,963) -
Inventory - Ore (37,034,315) - -
Payables and accruals 13,488,547 6,942,968 (429,499)

$ (290846797) $ 1424409 3 (4.040.163)

Supplemental information
Interest paid $ 5,061,528 $ 242,845 $ -
Income taxes paid - - -

Non-cash transactions

Acquisition of assets under capital lease $ 5722,736 $ 2,810,844 $ -
Loan to shareholder pursuant to exercise

of share options $ 14468 $ 2,725,000 $ -
Cash and equivalents

Cash $ 4747815 $ 6,701,543 $ 13,752,796

Temporary money market instruments - - 21,647,553

$ 4747815 $ 6701543 $ 35400349

Temporary money market instruments consisted of commercial paper with terms of less than 30 days, having
rates between 2.46%-2.48%. The loan to shareholder pursuant to the exercise of share options is unsecured,
non-interest bearing with no set terms of repayment. The loan was subsequently received in February, 2006.

15. Comparative figures

Certain of the comparative figures for December 31, 2005 have been reclassified to conform with the financial
statement presentation adopted for December 31, 2006.
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16. Segmented information

On August 8, 2006, the Company acquired all the issued and outstanding common shares and options of
Mexgold Resources Inc. (Note 3). With the acquisition of Mexgold Resouces, the Company acquired the El Cubo
mine resulting in a separate reportable segment from Ocampo and Other operations.

Operating results by segment:
December 31, 2006

Revenue Amortization Income (Loss)
From  Production Refining and Before
Production Costs Costs Depletion Other _Other Items

Operating Segments
Ocampo $ 53,527,140 $ 30,157,684 $ 388,632 $ 11,061,961 $ 2,233,448 $ 9,685,415
El Cubo 19,297,723 12,859,327 207,250 9,884,598 462,197 (4,115,649)
Corporate and other - - - 318,226 29,328,721 _ (29,646,947)
Total $ 72824863 $ 43017011 $ 9505882 $ 21264785 $ 32,024,366 $(24.077.181)

Total assets by segment:
December 31

2006

Operating Segments
Ocampo $397,682,176
El Cubo 432,776,015
Corporate and other 4,783,347
Total $832.241.538

17. Subsequent events

Subsequent to year end, 2,948,355 options were exercised by employees, consultants and directors for total
proceeds of $26,436,444.
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