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CHAIRMAN'S MESSAGE

In the Advanced Magnesium
Limited (AML) 2005 Annual Report,
| advised you that the next stage of
corporate restructuring to be
undertaken by the Board and
Management was to prepare the
Company for investment by new
shareholders, who would support
the new business direction of
commercialising magnesium
technologies and expertise. A program of converting
market enthusiasm into commercial orders for the
magnesium technologies was a priority task.

AML was launched at our Extraordinary General Meeting
in October 2005 after shareholders ratified a capital
reconstruction and placement of shares to a new group of
technology investors. The Company then had the financial
resources to advance its market development program for
its magnesium technologies and alloys, particularly the
Company’s flagship alloy AM-lite®. The work undertaken
since then has been directed at developing market
acceptance for the value proposition offered by the
Company’s magnesium alloys and metal handling
technologies and developing firm orders to underpin future
growth.

The Management team of AML’s wholly owned subsidiary,
Advanced Magnesium Technologies (AMT), has worked
diligently to introduce AM-lite to more than 150
international customers over the past 12 months. As a
result, 44 production trials of the alloy have been
undertaken by 33 customers and these were resoundingly
successful.

The target markets for AM-lite are diecasters, who supply
cast products to the automotive, electronic and hardware
markets. These business sectors are undergoing major
structural change in response to significant cost pressures,
as China becomes the workshop of the world. Diecasters
in western countries have to consolidate, restructure,
relocate to countries with lower costs of production and
seek new technological and cost reduction breakthroughs.

Diecasters are currently utilising zinc, aluminium and
magnesium alloys, as their core materials. Each of these
materials either has manufacturing or marketing limitations
or has undergone significant increases in input costs
during the commaodity price boom. AM-lite offers improved
casting and finishing properties over existing metals and
significantly reduced costs for finished products over all
other materials. The fact that so many producers have
chosen to interrupt their production lines and undertake
AM-lite trials is testament to their interest in the value
proposition this new alloy presents.

This global exposure of AM-lite is progressively translating
into detailed product development programs and sales
orders. For zinc and aluminium diecasting customers, who
choose to introduce the AM-lite alloy, some capital
investment, retooling and retraining is required. These
diecasters have to be certain the products made from AM-
lite are acceptable to their customers and that all product
liability issues have been resolved. These developments
take time and involve considerable buy-in by the major
diecasters.

Your Company is now in a phase of focusing its efforts on
a few major diecasters, who have advanced preparations
for purchasing significant orders of AM-lite in the near term
and are committed to applying their financial and technical
resources to ensure that products manufactured from
AM:-lite are suitable for, and accepted by, international
customers. This market development phase is expected to
produce positive results in the coming months.

Once the priority customers have embraced AM-lite in
their production lines, it is expected that other customers,
who successfully trialed AM-lite or who have been
enthusiastic in their interest for further information on the
alloy will move to the next phase of introducing AM-lite into
their production planning. The manufacturing and cost
benefits of the alloy and experience with successful
integration of AM-lite into production is likely to create
further momentum for increased sales in the medium term.

The Company'’s pipeline of future alloys and technologies
is aimed at continuing the flow of products to market once
AM:-lite has received broad market acceptance. The high
temperature creep resistant engine alloys AM-HP2™ and
AM-SC1™ are progressively being improved through
further research and development.

One of the Company’s other products, AM-cover™ forms
the technology basis for a Joint Venture with Hyder
Consulting to reduce greenhouse emissions and earn
Certified Emission Reduction Units (carbon credits) from
the global magnesium industry. This is a business in its
infancy and is a product for the international carbon trading
market. Early market interest in this product has been
encouraging.

Steady progress has also been made with introduction of
the AM-converter to the European diecasting market. This
equipment helps magnesium diecasters to reduce costs by
reducing metal losses and enabling in-cell recycling of
diecasting returns.

The Board, Management and Staff of your Company have
worked tirelessly to develop the commercial, technical and
operational requirements for a global supplier of
magnesium technology and promulgate these to potential
global customers. They are to be congratulated for their
continued enthusiasm. Their efforts to develop
international markets for the Company’s products and
technical expertise have established a sound platform for
future growth.

| would like to express your Board’s appreciation to

Mr. Creagh O’Connor who resigned from the Board in April
2006. Mr. O’'Connor had been a Director of the Company
since 1996 and made a significant contribution to
overcoming many of the issues which challenged the
Board in recent years.

| thank you for your continued support and understanding
during Advanced Magnesium’s Limited’s current market
development phase and look forward to reporting strong
sales growth over the next 12 months.

ST " 7 =
c ﬁZMS |
DR CD RAWLINGS
NON-EXECUTIVE CHAIRMAN

ADVANCED MAGNESIUM LIMITED | ANNUAL REPORT 2006 | 1



LAPTOP SKI BOOT BUCKLE

TAPWARE

“AMT's pipeline of future alloys and technologies
iIs aimed at continuing the flow of products to market

once AM-lite has received broad market acceptance.”
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CEO’S REPORT

Overview

It is now twelve months since Advanced Magnesium
Limited, through its wholly owned subsidiary, Advanced
Magnesium Technologies Pty Ltd (AMT) first launched its
exciting new alloy AM-lite® onto the international market.
The Board and Management are pleased to report that,
subject to the successful commercial launch of a number
of products from development programs currently
underway, the Company is projected to achieve annualised
sales of around 5,000 tonnes per annum (tpa) of AM-lite by
the end of June, 2007.

This represents a substantial achievement on the part of
AMT and reflects both the outstanding characteristics and
qualities of our products and the professionalism and
dedication of our technical staff and international marketing
teams. It also reflects an exciting shift from product trialling
to production commitment, in the process of introducing
our new product to the global magnesium markets.

Since the end of the 2005 financial year AMT has received
significant commitments from major manufacturers to
convert existing products made from other materials to
AM-lite. Success with these programs is likely to lead to
orders for AM-lite sufficient to cover and then exceed the
Company’s operating cost requirements by June 2008.

The Company remains debt-free and has current cash of
$12.1m as at 30 June 2006. The cash operating costs over
the last 12 months were on budget at $7.8m and are not
expected to be exceeded in the current financial year.

During the past year AMT has achieved three very
significant milestones:

o AMT’s international marketing team has given detailed
technical presentations on AM-lite to over 150 major
Original Equipment Manufacturers (OEMs), Tier One
suppliers and diecasters, and has completed 44
production trials of the alloy with potential customers.
These trials have enabled a number of major players in
the global magnesium industry to thoroughly test AM-
lite and verify its cost saving potential and other
performance claims;

e The Company has now formed cooperative alliances
with 9 priority customers (3 in each of China, Europe
and North America) to focus on a few new commercial
applications which are likely to bring large sales orders
in the near team; and

o The Company has provided support to its alliance
partner, MacDermid Inc, to install MacDermid’s new
electroplating and conversion coating technology in
existing commercial surface coating facilities. These
technologies were specifically developed for AM-lite.
The aim is to have two electroplating facilities operating
in each of the three major regions of China, Europe
and North America by the end of 2006.

In June 2006 AMT formed a Joint Venture with Hyder
Consulting, to offer AMT’s AM-cover™ technology to the
global magnesium industry. In comparison to the cover gas
technology traditionally used, AMT’s cover gas technology

ADVANCED MAGNESIUM LIMITED

can reduce greenhouse gas emissions by up to 99% and
earn associated Certified Emission Reduction units
(carbon credits) under the Kyoto Protocol. These carbon
credits can then be traded on the international carbon
market and represent a new and significant potential future
revenue stream for AMT.

The Company has maintained its support for the ongoing
research activities of the Cooperative Research Centre,
CAST, to develop a pipeline of new magnesium
technologies for the Company in the future.

AM-lite®

AM-lite and its accompanying surface finishing technology
is the product of intensive research and development by
AMT, its research partner CAST and MacDermid Inc. The
new alloy has considerable potential to expand markets for
magnesium into areas that have previously been the
domain of zinc and aluminium diecasting alloys and
injection moulded plastics.

The decorative diecasting market requires an alloy that has
the light weight attributes of magnesium combined with the
diecastability and surface finishing characteristics of zinc.
Over the past two decades, zinc has lost much of the
automotive decorative market, primarily to plastics but also
to aluminium and magnesium AZ91D, because of its
weight. More recently, the rapid rise in zinc prices has
made it increasingly favourable to substitute zinc
diecastings with other materials that can fulfil the
requirements of decorative applications. More than three
times as many parts per unit weight of metal can be
produced from magnesium alloys compared to zinc. Thus,
based on current metal prices, the cost of metal in diecast
parts is ~70% cheaper for AM-lite than for zinc.

Magnesium AZ91D has many admirable attributes and has
served as a work horse alloy for the magnesium industry
for many years but cannot fulfil all of the requirements
needed for a wide range of decorative applications. It is
difficult and expensive to electroplate AZ91D. Moreover,
the diecastability and as-cast surface quality of AZ91D is
considerably inferior to zinc, so that diecast AZ91D
generally requires extensive pre-work (polishing, buffing,
filling) as part of surface finishing operations. AZ91D also
has the typical disadvantages of magnesium alloys relating
to melt losses in the foundry, due to dross and sludge
formation, and the need for external recycling of casting
returns.

Diecast AM-lite has surface characteristics that are very
suitable for surface finishing operations and MacDermid
has developed specific chemical pre-treatments, Bondal®
Mg for electroplating and Chemidize Mag Prime for
painting and powder coating, that enable high quality
durable electroplated and painted surface finishes to be
applied.

AM-lite® Market Development and Experience Gained
The marketing focus for AM-lite has been on a wide range
of diecasting applications where diecastability and

decorative surface finishes are of prime importance. The
key market sectors are general hardware, bathroom and
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CEO’S REPORT

kitchen fittings, furniture fittings, mobile phones, laptop
computers and decoratively finished automotive and
motorcycle components. Each sector has different needs
for quality, performance and safety, resulting in differing
testing regimes and differing lead times to market.

The sector with the longest lead times and most
challenging acceptance criteria is the automotive industry.
This is also the largest potential market. As a general rule,
most domestic hardware applications are at the other end
of the scale, and are less challenging and have shorter
lead times. Nevertheless, these applications require a lot
of attention to detail and considerable technical input to
achieve results which can be accepted.

Manufacturers with well established high volume
production lines currently using competing materials, need
product quality, manufacturing reliability and liability
certainty before changing materials, to lower production
costs. This process takes time, technical assistance and
product trialling to achieve acceptance.

The wide variety of trials that have been conducted to date
have provided a wealth of experience about the way that
AM-lite performs in various diecasting operations. The
trials have identified what may be described as “large scale
effects”, but in order to get a given product to market, a
whole range of “small scale effects” have to be addressed.
Many of these relate to surface finishing and the interaction
between diecasting and electroplating. This requires a
total system approach and relies on good cooperation
between diecaster, and electroplater, the benefit of AMT’s
accumulated technical know-how, and at times, the very
sophisticated analytical capabilities of AMT’s research
partner, CAST.

The Company is now focusing its technical resources on
supporting 9 key customers to finalise a number of
strategic product development programs, with the aim of
bringing these new products to market before the end of
calendar year 2006. These customers have been selected
because of their technical ability, shared commitment and
enthusiasm, and because they are specialists in each of
the key market sectors. The Company anticipates that
once many of these high profile products are released into
the market, it will provide the catalyst for many other
companies to accelerate their use of AM-lite, or lose their
market share.

Manufacturing and Logistics

AMT’s strategy is to have its alloy ingot products
manufactured under exclusive licensing agreements with
leading manufacturers in AMT’s main regional markets.
When required, AMT can provide R&D and technical
support to those manufacturers, and can licence AMT’s
metal handling technologies to those manufacturers to
improve quality and reduce costs.

The Company has concluded manufacturing agreements
with alloy producers in China, Japan and Europe, to
manufacture and recycle AM-lite. Recycling capabilities
have also been established in Korea, Taiwan and USA.
Technical personnel from AMT have worked with the
operating teams in all three manufacturing facilities to
transfer relevant know-how and establish good working
relationships with each facility.

The ability to electroplate AM-lite at low cost using
MacDermid’s new Bondal® Mg technology has opened up
a wide variety of new market opportunities to use AM-lite in
substitution for zinc, aluminium and plastic at lower cost.
These markets were previously denied to magnesium
because of the high cost of applying decorative finishes.
As with any new technology, the introduction of this new
electroplating technology is being managed carefully, to
ensure that any initial teething problems are adequately
addressed, and to maintain the very high quality standards
the market has come to expect from MacDermid’s
technologies.

MacDermid has assigned dedicated management to
support the introduction of this new technology to two
commercial sites in each of China, Europe and North
America. The aim is to have these facilities fully
operational by the end of December, 2006.

A competitive bidding process was conducted and finalised
during the 2006 financial period to establish forecast
shipping and logistics requirements going forward. The
Company has concluded agreements with NYK and
Schenker to service most of its international logistics
requirements. These activities are managed out of
Brisbane and interface with the Company’s regional
warehouses. Once delivered into the regional
warehouses, customer delivery requirements are managed
by the Company’s wholly owned subsidiaries in Europe
and North America, or by our agents in Asia.

Carbon Trading Joint Venture

In June, 2006, AMT and Hyder Consulting Pty Ltd (Hyder)
formed a joint venture to provide AMT’s AM-cover
technology and Hyder’s specialist environmental project
structuring services to the global magnesium industry, to
generate Certified Emission Reduction units (carbon
credits) under the Kyoto Protocol and trade these on the
global carbon market.

Use of cover gas in the magnesium industry is essential. It
protects molten magnesium from severe oxidation and
allows the metal to be handled safely. Sulphur
hexafluoride (SFs) has been the gas of choice to date,
providing a non-toxic, safe and odourless gas protection
system. However SF¢ has a global warming potential of
23,000 tonnes equivalent CO; per tonne SFg, and in
today’s environment, Governments around the world are
moving to phase out the use of SFs by 2008. AM-cover
offers similar benefits to SFg, but with the added advantage
of lower operating costs, significantly improved melt
losses, and a reduction of up to 99.6% in greenhouse gas
emissions.

Under the Kyoto Protocol, projects that reduce greenhouse
gas emissions from a baseline scenario can generate
carbon credits which can then be sold. Typical sale prices
have been between US$5-10 per tonne CO, emissions
eliminated. Hyder has specialist skills and expertise in
structuring and managing such projects, and in trading the
resulting carbon credits. Hyder is a global business with a
network of well resourced offices in the United Kingdom,
Europe, Middle East, Asia, China and Australia. The size
and global reach of Hyder in this specialised field is a
perfect complement to AMT.
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Despite its proven performance in a number of magnesium
diecasting and recycling facilities in Europe and North
America, and the prestigious awards it has received from
the US Environment Protection Agency and the Australian
CRC Association, most existing users of SFg in the
magnesium industry have been reluctant to pay royalties
for AM-cover to reduce greenhouse gas emissions. The
JV will effectively share revenues generated from the
proceeds of carbon credits projects with the client. This will
enable clients to use the proceeds to cover the cost of the
AMT royalty for licensing AM-cover and realise an
additional source of revenue for a number of years.

Research and Development

AMT'’s objective is to have a pipeline of new alloys and
technologies under development at all times. It allocates
its R&D resources in the following approximate
proportions:

. 70% to current and near term product development
(support for commercialisation of AM-lite);

. 20% to intermediate product development (the high
temperature creep resistant engine alloys AM-HP2™
and AM-SC1™); and

. 10% to strategic and long term product development
(extrusions, ductile alloys and evaluation of new
opportunities).

Throughout the year, the overwhelming priority for the R&D
team has been to support the introduction of AM-lite and its
application to a variety of new products. This work has
been invaluable in identifying the underlying causes for a
number of small scale effects in trials relating to the
development of new commercial applications for AM-lite.
By being able to understand what is happening at a
detailed metallurgical level, the AMT technical team has
been able to resolve most production issues and improve
part quality and yield for our customers.

Valuable progress has also been made by CAST
researchers during the year to improve the performance
and diecastability of AMT’s high temperature engine alloy
AM-HP2. AMT continues to support trials and evaluation
programs for AM-HP2 with a number of companies in
Europe, North America and Asia. These programs have
long lead times and despite encouraging progress, large
scale commercial demand is not expected for a number of
years.

The R&D team has also continued to support the
magnesium engine development program of USCAR
(US Centre for Automotive Research) that is utilising
AM-SC1 for the engine block in its magnesium V6 engine
development program. This program is now in its third
year and continues to make positive progress. It is
expected to last one more year.

Corporate and Finance

In October, 2005, the Company undertook a major capital
restructuring. The Company consolidated and restructured
its capital and raised $11.3 million of new capital from
institutional and private investors. As at 30 June, 2006, the
Company had cash reserves of $12.1 million.

AML remains debt free and based on current projections
should have sufficient funds to see it through the
commercialisation phase of the AM-lite project.

Cash operating costs for the 12 months ended 30 June
2006 were $7.8 million. The Company does not expect
cash operating costs for the next 12 months to change
significantly from 2006.

Looking forward

Since launching AM-lite at the beginning of the 2006
financial year, the commercialisation campaign has moved
through several phases:

. the introduction and promotional phase (over 150
companies);

. the trialling and due diligence phase (over 40
companies); and recently;

. implementation of the detailed development phase
for a number of new commercial applications with 9
priority customers.

During the coming year, the Company plans to:

. focus its energy on supporting these 9 key customers
to bring a range of new AM-lite products to the
market and to achieve annualised sales of around
5000 tpa by end of June, 2007,

. continue to support a limited number of new potential
customers wishing to trial AM-lite;

. continue to support the large number of diecasters
who have trialled AM-lite and wish to bring new
AM:-lite products to market;

. work with MacDermid to establish commercial
electroplating and conversion coating (pre-paint)
facilities in each major region; and

. minimise costs in other areas until ongoing sales of
AM-lite are well established.

MR ID HARTNELL
MANAGING DIRECTOR
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“Focus is on supporting key customers
to bring a range of new AM-lite products

to the market.”
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CORPORATE GOVERNANCE STATEMENT

A summary of the Company’s main corporate governance
practices, as well as any disclosures required by the
Australian Stock Exchange’s “Principles of Good Corporate
Governance and Best Practice Recommendations”, is set
out below.

Composition of the board

The Board reviews the mix of experience, expertise and
other qualities of the Directors. If a vacancy occurs on the
Board, or if the Board is to be increased, the Board will
identify the experience, expertise and other qualities
sought and identify appropriate candidates. The
Remuneration and Appointments (REM) Committee
considers these matters in concert with the Board.

Directors retiring by rotation do not seek re-election at an
Annual General Meeting if they have reached 69 years of
age on or before the date of that meeting. In any event,
Directors retire from the Board on reaching 70 years of
age.

Board responsibilities

The Directors are responsible for protecting the rights and
interests of the Shareholders through the development of
sound strategies, ensuring their implementation, and by
the development of an integrated framework of controls
over the Company’s resources, functions and assets.

The Board’s responsibilities include:

e  Steering strategic directions and establishing
goals for management;

e  Monitoring performance against these goals and
objectives;

e  Ensuring there are adequate business controls
and ethical standards of behaviour;

e  Appointing the Chief Executive Officer, evaluating
performance and determining the remuneration
of the Chief Executive Officer and senior
executives;

e  Ensuring the significant risks facing the business
have been identified and the appropriate and
adequate control monitoring and reporting
mechanisms are in place; and

e  Ensuring there are policies and procedures for
recruitment, training, remuneration and
succession planning.

Committees of the board

The Board of AML has established and continues to
operate the following committees:

. Finance, Audit and Compliance Committee; and
e Remuneration and Appointments Committee.

Each Committee is chaired by a Non-Executive Director
and is comprised of Non-Executive members. The
committee terms of reference outline committee
responsibilities and are available on request.

Membership and attendance at Board Committees is
detailed in the Directors’ Report.

Independence of directors

It is important to have a board of an effective composition,
size and commitment to adequately discharge its
responsibilities and duties. During the year, the Board
comprised of a Non-Executive Chairman, three Non-
Executive Directors and a Managing Director (who is

the only executive on the Board).

Mr Creagh O’Connor, Non-Executive Director resigned as
Director on 20 April 2006 due to other business
commitments. Mr O’Connor had been a Director of the
Company since October 1996.

Dr Rawlings, Mr Byrne and Mr Williams are Non-Executive
Directors and are independent, acting in the Company’s
best interests, notwithstanding the following:

o Dr Rawlings, was previously appointed acting
Chief Executive Officer on 16 June 2003, was
appointed as Executive Chairman on
24 November 2003. This was due to the
challenges facing the Group. With the finalisation
of the QMAG sale and termination of the Heads
of Agreement, Dr Rawlings resigned this position
on 8 November 2004, and became Non-
Executive Chairman; and

e  Mr Williams was a consultant to Newmont
Australia, recently a major shareholder, and was
also their previous Group Executive - Finance
and Business Management until March 2003.

The Non-Executive Directors meet whenever necessary
without the Managing Director. The Managing Director is
not a member of the FAC or REM Committees and is
invited to these meetings where appropriate.

The Company will engage further independent directors
(as required).

Internal controls framework and risk
management

The Board is responsible for the overall business control
framework, but recognises that cost-effective control
systems will not necessarily preclude all errors and
irregularities. To assist in discharging this responsibility,
the Board has instigated a Business Control Framework
designed to safeguard the Group’s assets and interests
and to ensure the integrity of reporting. In addition, the
Board constantly monitors the operational and financial
aspects of the Company’s activities. Through the audit
committee, the Board considers the recommendations and
advice of external auditors and other external advisors on
the operational and financial risks that face the Company.

The Business Control Framework identifies risk
management as a key area which is subject to regular
reporting to the Board. In addition, the Board investigates
ways of enhancing existing risk management strategies,
including appropriate segregation of duties, and the
employment and training of suitably qualified and
experienced personnel.
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Remuneration

The overall role of the REM Committee is to ensure that
Company remuneration policies and practices are
consistent with the Company’s goals and objectives.
Written detailed terms of reference have been completed.

Directors’ and executives’ remuneration is presented in the
Directors’ Report and in note 4 to the financial statements.

Independent professional advice

When Board members require advice, it is sought as
advice for the full Board and each member has
unrestricted access to that advice and may suggest issues
on which such advice should be sought.

However, if an individual Director requires separate advice
then, with the prior approval of the Chairman, which must

not be unreasonably withheld, that Director may seek that
advice at the Company’s expense.

Performance assessment

The Board reviews Key Performance Indicators (KPIs) for
the Managing Director and the Management Team set on
an annual basis. These annual KPIs are mutually agreed
by the employee and his/her supervisor. The KPlIs reflect
the employee’s ability to add value to the entity by ensuring
productive gains such as increasing efficiencies, reduction
in costs and increased profitability by maximising sales
volumes and margins on sale revenues. Variable and long
term incentives will only be paid if set objectives are
achieved.

A Board evaluation process is undertaken by the Directors
to define the areas in which the Board excels and, of equal
importance, those areas which need focused attention for
improvement. Non-Executive Directors do not receive any
performance incentive payments.

External auditor

The appointment of the external auditor, the audit fee, and
any questions of resignation or dismissal are considered
first by the FAC Committee. The FAC Committee then
conveys its recommendation to the full board. Our current
external auditor, Deloitte, was first appointed in late 1999.
It is Deloitte policy to rotate audit engagement partners on
listed companies at least every five years. In practice,
however, our audit engagement partner was changed for
the 2001 and again for the 2004 financial year audit.

Ethical standards

AML has adopted the following Statement of General
Principles that applies to all of AML'’s business affairs and
describes the behaviour expected of every employee. The
principles are founded in the core values of honesty,
integrity and respect for people.

All directors, managers and staff are expected to act with
the utmost integrity and objectivity, in their dealings with
each other, competitors, suppliers, customers and the
community, striving at all times to enhance the reputation
and performance of the business. Every employee has a
nominated supervisor to whom they may refer any issues
arising from their employment.

The requirement to comply with these ethical standards is
taken as a matter of course and is emphasised to all
employees.

Continuous disclosure and shareholder
communication

The Company has a written continuous disclosure policy.

The Company Secretary is responsible for communications
with the Australian Stock Exchange (ASX), including
compliance with the ASX continuous disclosure
requirements. These responsibilities are specified in the
Company Secretary’s written position description. The
charter of the Finance, Audit and Compliance Committee
also specifically includes the review of compliance with
ASX and legal requirements.

Through regular shareholder communications such as the
Annual Report, Quarterly Reports, and periodic Stock
Exchange Reports, the Board informs shareholders of
significant developments affecting the Company. All
company announcements are immediately posted on the
company website. Shareholders are explicitly
encouraged to attend general meetings in notices of
meeting.

Dealing in shares

The Company has a formal share dealing policy for all
employees. This policy reinforces the restrictions in the
Corporations Act 2001 with respect to inside trading and
use of price sensitive information.

Under the terms of the policy applicable to company staff,
AML securities may only be sold or purchased outside the
restricted period. The restricted period occurs during the
following times:

e  Two weeks prior to a Board Meeting.

e  One month prior to the release of the half yearly
results or the annual results.

e  One week prior to the release of the quarterly
reports.

If a special need arises for employees to deal outside the
window period they are required to contact the Company
Secretary prior to entering into the transaction so that
Management can determine whether the dealing would be
prohibited under the Corporations Law.

ADVANCED MAGNESIUM LIMITED | ANNUAL REPORT 2006 | 8



DIRECTORS’ REPORT

The Directors of Advanced Magnesium Limited (formerly Australian Magnesium Corporation Limited) submit herewith the
Annual Financial Report of the Company for the financial year ended 30 June 2006. In order to comply with the provisions of
the Corporations Act 2001, the Directors’ Report is as follows:

The names and particulars of the Directors of the Company during or since the end of the financial year are:

Board of Directors

DR CHRIS RAWLINGS Non-Executive Chairman

PhD, B Sc (Hons), FAICD. . . : .
¢ (Hons) Dr Rawlings (55) is a former Managing Director of QCT Resources Ltd and was

appointed to the AML Board on 3 October 2002. On 6 June 2003 he was
appointed Acting Chief Executive Officer. He was appointed Executive Chairman
on 22 November 2003 and resigned from his executive roles on 8 November
2004 and since then has been the Non-Executive Chairman of AML. He is the
Chairman of Renison Consolidated Mines NL, Northern Energy Corporation
Limited and D’Aguilar Gold Limited and a non-Executive Director of Uniquest Pty
Ltd and JKTech Pty Ltd.

Shareholding at 30 June 2006: 5,000 Ordinary Shares.

MR DENIS BYRNE Non-Executive Director

LL.B.
Mr Byrne (59) practised commercial law for 27 years with wide experience in the

corporate, infrastructure and resources areas. He was President of the
Queensland Law Society in 1985/1986 and the Law Council of Australia in
1988/1989. He was formerly the Managing Partner of Freehill Hollingdale &
Page, Brisbane.

Mr Byrne is currently a member of the Australian and the New Zealand
Takeovers Panel and Chairman of the Fisheries Research & Development
Corporation. His other directorships include Stanwell Corporation Ltd and the Ball
Solutions Group of Companies Australia — subsidiaries of Ball Corporation (US).

Shareholding at 30 June 2006: 100,000 Ordinary Shares.

MR IAN HARTNELL Managing Director

B. Eng. (Chem. Eng.), MBA. - . . .
ng. (Chem. Eng.) Mr Hartnell (58) joined the Company in 1987 and has over 30 years history in

new project development, international marketing of metals and merchant
banking. He was previously the General Manager of QMC and subsequently
became Vice President Sales & Marketing of AML. He was appointed the
Managing Director of the Company in November 2004.

Shareholding at 30 June 2006: 9,100 Ordinary Shares and 656,000 Options.

MR CREAGH O°CONNOR Non-Executive Director

B.Ec., LL.B., ACA. . . e .
¢ Mr O’Connor (45) is a Director and Principal of merchant bank advisory group

Gryphon Partners. Mr O’Connor resigned from the Board of Directors on 20
April, 2006.

Shareholding at 30 June 2006: not applicable.

MR KEN WILLIAMS Non-Executive Director

B.Ec (H M App Fin, MAICD, CFTP.
¢ (Hons), pp i, ’ Mr Williams (45) joined the AML Board as a Newmont appointee in April 2002

and became an independent non-executive director in December 2003. Mr
Williams has over 20 years experience in corporate finance and treasury related
roles and is a non-executive director of Havilah Resources NL, Curnamona
Energy Limited, Geothermal Resources Limited and Queensland Cotton Limited.

Shareholding at 30 June 2006: 15,000 Ordinary Shares.
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The above Directors held office during and since the end of the
financial year except for:

®  Mr Creagh O’Connor — resigned 20 April 2006
Directorships of other listed companies
Directorships of other listed companies held by directors in

the three years immediately before the end of the financial
year are as follows:

Dr CD Rawlings

Renison Consolidated Mines NL ~ Since 2002

D’Aguilar Gold Limited Since 2003
N_or_thern Energy Corporation Since 2005
Limited
Mr FCH O’Connor

Since 2003

Hindmarsh Resources Ltd Resigned April 2006

Mr KG Williams

. Since

Havilah Resources NL December 2003
L Since

Curnamona Energy Limited January 2005
Geothermal Resources Ltd Since July 2005
Queensland Cotton Ltd Since January 2006
Mr DM Byrne
Ball Solutions Group of
Companies Australia Since May 2005

(subsidiaries of Ball
Corporation (US))

Company Secretary

MR PK NAIR
B Bus (Acctg), MBA, FCA, FCPA, FCIS, FTIA, MAICD

Mr Nair (49) joined AML in 1988. He was previously a tax
manager for a chartered accounting firm and has over 30
years experience in commercial business.

Principal activities

The principal activities of the consolidated entity during the
course of the financial year consisted of:

e  Researching and developing new proprietary magnesium
alloys and technologies which will be required to support
the future needs of automotive and other downstream
users;

. Creating markets for these new alloys and technologies
by supporting in-house demonstration trials and programs
for developing new applications in alliance with these
customers; and

. Manufacturing and selling these new alloys and
technologies to its customers for a profit.

Directors meetings

The following table sets out the number of directors meetings
(including meetings of committees of directors) held during the
financial year and the number of meetings attended by each
director (while they were a director or committee member).
During the financial year, ten board meetings, one nomination
and remuneration committee meeting and five finance and
audit committee meetings were held.

Dr CD

- 10 10 5/5 17
Rawlings
Mr DM 10 10 515 111
Byrne
Mr ID
Hartnell 10 10 5/5 17
Mr FCH
O'Connor 8 9 4/4 0/0
Mr KG
Williams 10 10 5/5 17

* Attendance reflects tenure of member, e.g. attended four
of five (4/5) meetings while a committee appointee.

Directors’ shareholdings

The following table sets out each director’s relevant interest
in shares, debentures, and rights or options in shares or
debentures of the Company or a related body corporate as at
the date of this report.

Dr CD Rawlings Ordinary 5,000
Mr KG Williams Ordinary 15,000
Mr DM Byrne Ordinary 100,000
Mr ID Hartnell Ordinary 9,100
Mr ID Hartnell 31 cent options 656,000

* These options expire in October 2010.
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Remuneration report

(@)

(b)

(c)
Key management personnel - audited

The key management personnel of Advanced
Magnesium Limited during the year were:

. Dr CD Rawlings — Chairman of the Board
. Mr ID Hartnell — Managing Director

. Mr DM Byrne — Non-Executive Director and
Chairman of REM committee

. Mr FCH O’Connor — Non-Executive Director
(resigned 20 April 2006)

. Mr KG Williams — Non-Executive Director and
Chairman of FAC committee

. Prof. G Dunlop — General Manager - Technology
Development

. Mr G Fotheringham — General Manager - East Asia
. Dr C Kettler — General Manager - Europe
. Mr PK Nair — General Manager - Corporate

. Mr T Sweder — General Manager - North America

Key management personnel compensation policy -
audited

The aggregate amount of Non-Executive Directors’ fees
is approved by Shareholders and is currently limited to
$600,000 per annum. Any increase must be approved
by Shareholders. The Board decides how that aggregate
or a lesser amount is divided between the Directors.

For 2005-06, the directorship fees for Non-Executive
Directors were set at $40,000 per annum and $60,000
per annum for the Non-Executive Chairman. These
amounts remain unchanged from the previous financial
year. Fees paid to the Chairman of the Finance, Audit
and Compliance Committee amounted to $6,250 and
fees paid to each Non-Executive member of the FAC
Committee amounted to $2,500. Mercer HR Consulting
have advised that the Non-Executive Directors and
Committee fees reflect current market practice for
comparable companies. No fees were paid to members
of the REM Committee.

Remuneration and other terms of employment for the
Managing Director and executives are formalised in
employment agreements. Each agreement provides the
ability to salary sacrifice benefits and an eligible bonus
scheme and are open ended. Personnel are entitled to
annual, long service and sick leave as prescribed by
local or Queensland legislation. Entitlements under
foreign jurisdiction laws in relation to pensions are also
reflected in the specified remuneration details, where
applicable. Termination of the employment may be
effected by either the company or the executive at any
time with either four weeks or one month written notice.

Employees are subject to annual salary reviews. Salaries
of AML and AMT employees are adjusted annually for
inflationary effects. AML employee salaries are also
adjusted to average market rate if appropriate.

Elements of remuneration related to performance -
audited

The Board of Directors’ policy on remuneration is as

follows:

. Each Director, Executive or employee has an
individual written contract outlining the terms and
conditions under which that person is engaged;

. Each non-executive director has executed an
indemnity, insurance & access deed with the
Company;

. When an executive or an employee is recruited, the
Group’s aim is to reward its staff at market rates
within the manufacturing technology industry as
determined and in consultation with the employment
agency;

. Employee’s fixed remuneration packages are
indexed annually in accordance with movement in
the Consumer Price Index (All Groups Index) as
published by the Australian Government Statistician;

e  The individual’'s package is flexible and can
incorporate salary sacrifice components making the
individual’s package tax effective;

e  The aim of the remuneration policy is to retain
key employees and to align employee interests
with Company performance and Shareholders’
interests; and

e An Employee Share Option Plan (ESOP) has been
established comprised of two components:

(i) Aninitial issue of options was made in October
2005 which was approved by shareholders and
amongst other things was based on the
position held by the employee, their length of
service and the contribution made by the
employee to the Company; and

(i) Subsequent issues of options will be based on
the achievement of specific performance
criteria to be approved by the Board on an
annual basis. Non-executive directors are not
entitled to participate in the ESOP. The ESOP
is designed to provide personnel with options,
which links their rewards to the future success
of the Company and to shareholders
objectives. In the current year there were no
issue of options under this form.

e  Staff remuneration has three components:

(i)  Base or fixed remuneration;

(i) Variable (at risk) performance (there were no
bonuses awarded under this criterion during
the year); and

(iii) A long-term incentive in the form of options.

e  Each employee has a set of key performance
indicators (KPIs) mutually agreed by the employee
and his/her supervisor established on an annual
basis. The KPlIs reflect the employee’s ability to add
value to the entity and increase shareholder wealth
by ensuring productive gains such as increasing
efficiencies, reduction in costs and increased
profitability by maximising sales volumes and
margins on sale revenues. Variable and long term
incentives will only be paid if set objectives are
achieved.

This Board Policy will be reviewed by the Remuneration
and Appointments Committee as required, and where
appropriate make recommendations to the Board if any
amendment is required.
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(d) Key management personnel — audited

The following tables disclose the remuneration of the key management personnel of the Company for the financial year with
comparatives for the prior year:

Financial Year ended 30 June 2006:

Dr CD Rawlings 62,500 = - 5,625 - - 68,125I
Mr ID Hartnell 217,397 - 2,051 90,853 - 121,360 431,661
Mr DM Byrne 42,500 - = 3,825 = = 46,325
Mr KG Williams 46,250 = = 4,162 - - 50,412
Mr FCH O’Connor(1) 33,750 - - = = = 33,750
Prof. G Dunlop 181,665 = 2,051 76,290 = 73,006 333,012
Mr G Fotheringham 127,450 = = 41,471 = 30,409 199,330
Dr C Kettler 196,938 - 25,000 - - 52,147 274,085
Mr PK Nair 169,700 = 2,051 42,057 = 69,148 282,956
Mr T Sweder(3) 200,000 - = = = 27,750 227,750
Total 1,278,150 = 31,153 264,283 = 373,820 1,947,406

(1)  Mr O’Connor retired from the Board on 20 April 2006.

(2) The Equity Options have been valued at a theoretical cost of 18.5 cents each with a volatility of 67.5%. The Options have
an exercise price of 31 cents each which were granted in October 2005 and at 30 June 2006 were “well out of the money”.
The Shareholders approved the allocation of the Equity Options to the Managing Director.

(3) Mr G Fotheringham and Mr T Sweder are considered key management personnel from 1 July 2005 due to a change in
responsibilities.

Financial Year ended 30 June 2005:

Dr CD Rawlings(1) 172,615 1,180 15,535 189,330
Mr ID Hartnell(2) 261,267 = 21,996 19,861 = 4,423 307,547
Mr DM Byrne(3) 6,410 - - 577 - - 6,987
Mr FCH O’Connor 40,000 - = = = = 40,000
Mr KG Williams 40,000 - - 3,600 = = 43,600
Mr JD Story(4) 33,795 - = 3,042 = = 36,837
Prof. G Dunlop 217,890 - 3,124 19,610 = = 240,624
Dr C Kettler 177,966 = 25,424 19,171 = = 222,561
Mr PK Nair 192,601 = 3,124 16,600 = = 212,325
Dr G Sheehan(5) 182,575 = 3,124 14,649 = = 200,348
Mr A Roughead(6) 69,994 21,500 16,437 7,656 = 1,301 116,888
Total 1,395,113 21,500 74,409 120,301 = 5,724 1,617,047

(1) Dr Rawlings reverted to non-executive Chairman on 8 November 2004.

(2) Mr Hartnell was employed as an Executive from 1 July 2004 to 17 November 2004 and from thereon served as Managing
Director. Mr Hartnell was granted 8,500 (post consolidated) ordinary shares in October 2004 when he was an executive
and before he became a director and the market value of those shares amounted to $4,423. The remuneration received
before Mr Hartnell became a director was $120,690.

(3) Mr Byrne joined the Board on 4 May 2005.

(4) Mr Story retired from the Board on 4 May 2005.

(5) Dr Sheehan was made redundant on 31 October 2005 and ceased to be key management at 30 June 2005.
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(6) Mr Roughead’s employment with AML Group terminated with the sale of the QMAG business to RCF on 1 December
2004. He was granted in December 2004 his allocation of 2,500 (post consolidated) ordinary shares from the Executive
Share Plan and the market value of those shares amounted to $1,301. The Executive Share Plan is otherwise suspended.
Mr Roughead received a cash bonus of $21,500 based on safety, profitability and productivity KPIs for the QUMAG
business for the year ended 6 July 2004 (paid in September 2004). These KPIs were for the QMAG business and not
individually based. The bonus was awarded on a sliding scale based on the criteria met. Mr Roughead forfeited a certain
component of his available bonus due to the QMAG business not achieving its maximum possible KPls.

(e) Value of options issued to key management personnel

The following table discloses the value of options granted, exercised or lapsed during the year.

Mr ID Hartnell(1) 121,360 - - 121,360 121,360 28.11
Prof. G Dunlop 73,006 - - 73,006 73,006 21.92
Mr G Fotheringham 30,409 - - 30,409 30,409 15.26
Dr C Kettler 52,147 - - 52,147 52,147 19.03
Mr PK Nair(2) 69,148 - - 69,148 69,148 24.44
Mr T Sweder 27,750 - - 27,750 27,750 12.18

(1) Mr Hartnell had 50 share options which had nil value and lapsed during the year.
(2) Mr Nair had 32 share options which had nil value and lapsed during the year.

(f)  Value of options — basis of calculation
Under the Employee Share Option Plan approved on 4 October 2005, options allowing subscription of up to 5% of the issued
share capital of AML are available for issue to employees, with options over a further 5% of the issued share capital in the future
based on performance.
For the options granted to employees in October 2005, these are unlisted options exercisable at any time upon payment of the

exercise price of $0.31 and expire 5 years from issue on 13 October 2010. A binomial model was used to value these options at a
theoretical cost of 18.5 cents each based on a volatility of 67.5%. At 30 June 2006 the options were “well out of the money”.
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Review of Income Statement and operations

CONSOLIDATED

30 June 30 June

2006 2005

$ $

Sales revenue 363,140 85,381
Cost of sales (209,004) =
Gross profit 154,136 85,381
Other income 3,012,458 1,567,349
Recoverable amount write downs (45,016) (493,740)
Loss on sale of assets (7,058) =
Marketing (1,087,269) (229,497)
Research, development, licensing and patent costs (1,479,646) (878,949)
Redundancy costs (169,631) (1,063,901)
AMT operating costs (3,048,134) (3,794,094)
Corporate, administration and other expenses (2,075,111) (2,566,676)
Loss before income tax expense (4,745,271) (7,374,127)
Income tax expense (97,028) (51,321)
Loss from continuing operations (4,842,299) (7,425,448)
Profit from discontinued operations 4,415,840 7,481,447
Profit/(loss) attributable to members of the parent entity (426,459) 55,999

Revenue

Sales of AMT'’s alloys and metal handling technologies continue to grow, albeit slowly. Included in revenue is sales of six
AM-converters totalling approximately $170,000 and AM-lite revenues from trials of $160,000. Other income during the year consists of
cash received from Magtrust on sale of its shareholding of AML shares of $2.1m and interest on cash balances of $700,000.

Operating costs relating to the Advanced Magnesium Technologies business continues to be supported by expenditure on research and
development into AMT’s unique proprietary alloys and the corporate infrastructure expenses of a listed company. As AMT transitions
from trials of its flagship AM-lite product into commercial sales, marketing and promotional expenditure has become a greater
component of overall expenditure.

The finalisation of the Stanwell Project comprises the accounting profit outlined under discontinued operations. The potential liability of

$4.8m was successfully settled (resulting in a credit) by providing Alcan with an exclusive licence for the Stanwell Engineering Package,
offset by a final write down of the remaining assets at Stanwell of $400,000.

ADVANCED MAGNESIUM LIMITED | ANNUAL REPORT 2006 | 14



DIRECTORS’ REPORT

Review of Balance Sheet

CONSOLIDATED

30 June 30 June
2006 2005
$ $
Assets
Cash 12,109,140 7,152,374
Receivables 880,233 457,301
Inventories 292,005 =
Property, plant & equipment 379,775 449,672
Non-current assets classified
as held for sale = 937,800
Prepayments and other 119,562 139,369
Total 13,780,715 9,136,516
Liabilities
Payables and Other
Liabilities 759,447 5,510,122
Provisions 310,503 354,464
Other 79,000 =
Total 1,148,950 5,864,586
Net Assets 12,631,765 3,271,930

The net asset position of the Group has strengthened during
the year due to inflows of cash from the issue of ordinary
shares and receipt of cash from Magtrust Pty Ltd for the sale
of its shareholding of AML ordinary shares in October 2005.

The balance of Stanwell assets has been classified as assets
held for sale under the new accounting standards. The

30 June 2005 balance has been partially converted to cash,
during the current year with the remainder written off to nil
value.

The reduction in payables includes the settlement of a licence
payable to Alcan of $4.8m in relation to the Stanwell Project.

As a result the 30 June 2006 balance sheet solely comprises
the AML Group and its Advanced Magnesium Technologies
operating business.
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Review of Cashflow

CONSOLIDATED The AML Group had a closing balance of $12,109,140 at
30 June 30 June 30 June 2006 representing a net increase in cash of
2006 2005 $4,956,766 over the year.
$ $ Total net fundraising in October 2005 comprising issue of
ordinary shares, receipt of cash from Magtrust on sale of its
Opening Cash Balance 7,152,374 12,460,000 AML ordinary shareholding less share issue costs was
$11.3m. This was offset by usage of cash in the Advanced
Inflows Magnesium Technologies business and supporting corporate
Proceeds from issue of and administration activities of $6.3m.
securities 9,765,900 =
Proceeds from sale of
QMAG business = 65,037,248
Receipt from Magtrust
Pty Ltd 2,077,690 -
Proceeds from sale of non-
current and project assets 463,825 1,596,100
Recovery of insurance
premiums = 1,145,590
Outflows
Operating activity outflows
and other (net) (6,332,406) (3,113,800)
Redundancies (169,631) (1,123,184)
Payment to Government
Stakeholders re: DOTR = (3,000,000)

Repayment of Department

of Natural Resources

security = (1,850,081)
Property, plant & equipment

purchased and mine

development (284,600) (1,583,131)
Net Interest & borrowing

costs paid = (1,089,439)
Repayment of Borrowings

and Leases = (61,326,929)
Share issue costs (564,004) =
Net Cash Inflows/

(Outflows) 4,956,766 (5,307,626)
Closing Cash Balance 12,109,140 7,152,374
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Dividends

The Directors have not recommended payment of a dividend
and no dividends have been paid or declared since the end of
the previous financial year.

Changes in state of affairs

Significant changes in the state of affairs of the consolidated
entity during the financial year were as follows:

e  An Extraordinary General Meeting was held on 4 October
2005. At this meeting, the following proposals were put
to the shareholders and passed:

o that the Company’s name be changed from
Australian Magnesium Corporation Limited to
Advanced Magnesium Limited;

o that the Company’s share capital be
consolidated on a 1 for 20 basis;

o that an Employee Share Option Plan be
implemented;

o  that Mr ID Hartnell be provided options in his
capacity as Managing Director; and

o  that up to 50 million ordinary shares be issued
via a placement to new shareholders.

. On 4 October 2005, AML undertook a major capital
restructuring to prepare itself for the commercialisation
phase of its AM-lite technology. This included raising
$13m in new equity capital from 23 institutional and
private investors, the sell-down of AML shares by
Magtrust, and the consolidation of the share structure on
a 1:20 basis.

Subsequent events

There has not been any matter or circumstance that has arisen
since the end of the financial year that has significantly
affected, or may significantly affect, the operations of the
consolidated entity, the results of those operations, or the state
of affairs of the consolidated entity in future financial years.

Share options on issue at the date of this report or
exercised during the year

Details of unissued shares or interests under option are:

AML 150,000 ORD $12.00 28 Feb 07
AML 3,313,273 ORD $0.70 29 Nov 07
AML 2,645,650 ORD $0.31 13 Oct 10
AML 400,000 ORD $0.25 7 Oct 08

The holders of such options do not have the right, by virtue of
the option, to participate in any share issue or interest issue of
any other body corporate or registered scheme.

No shares or interests were issued during the financial year as
a result of exercise of an option.

During and since the end of the financial year an aggregate of
2,020,650 share options were granted to the following
directors and executives of the Company:

Mr ID Hartnell 656,000

Prof. G Dunlop 394,625 AML 394,625
Mr G Fotheringham 164,375 AML 164,375
Dr C Kettler 281,875 AML 281,875
Mr PK Nair 373,775 AML 373,775
Mr T Sweder 150,000 AML 150,000

Future developments

Disclosure of information regarding likely developments in the
operations of the consolidated entity in future financial years
and the expected results of those operations are likely to result
in unreasonable prejudice to the consolidated entity.
Accordingly, this information has not been disclosed in this
report.

Environment regulations

The Consolidated Entity’s operations were subject to various
environmental laws and regulations relating to the QMAG
business. These ceased being applicable on the sale of
QMAG on 1 December 2004.

Non-audit services

There were no non-audit services provided by the auditors in
this year or the prior year.

Auditor’s independence declaration

The auditor’s independence declaration is included on page 18
of the financial report.

Indemnification of officers and auditors

The Company paid a premium to insure certain officers of the
Company and related bodies corporate in relation to
performance of their duties as officers of the Company. The
officers of the Company covered by the insurance policy
include directors or secretaries of controlled entities who are
not also directors of the Company. A confidentiality clause in
the insurance contract does not permit further details to be
disclosed.

The Company has not otherwise, during or since the financial
year, indemnified or agreed to indemnify an officer or auditor of

the Company or of any related body corporate against a
liability incurred as such an officer or auditor.

On behalf of the Directors

CVE

MR KG WILLIAMS
NON-EXECUTIVE DIRECTOR

DR CD RAWLINGS
NON-EXECUTIVE CHAIRMAN
Signed on the 25 August 2006 in accordance with a resolution of the

Directors made pursuant to Section 298(2) of the Corporations act
2001.

ADVANCED MAGNESIUM LIMITED | ANNUAL REPORT 2006 | 17



INDEPENDENT AUDIT DECLARATION

Deloitte

The Board of Directors
Advanced Magnesium Limited
Level 9, 303 Coronation Drive
Milton 4064 QLD

25 August 2006
Dear Board Members
Advanced Magnesium Limited

In accordance with section 307C of the Corporations Act 2001, | am pleased to provide the
of independence to the directors of Advanced Magnesium Limited.

Deloitte Touche Tohmatsu
A.C.N. 74 490 121 060

Riverside Centre

Level 26

123 Eagle Street

Brisbane QLD 4000

GPO Box 1463

Brisbane QLD 4001 Australia

DX 115

Tel: +61 (0) 7 3308 7000
Fax: +61 (0) 7 3308 7001
www.deloitte.com.au

following declaration

As lead audit partner for the audit of the financial statements of Advanced Magnesium Limited for the financial
year ended 30 June 2006, | declare that to the best of my knowledge and belief, there have been no contraventions

of:

(i) the auditor independence requirements of the Corporations Act 2001 in relation to the audit; and

(ii) any applicable code of professional conduct in relation to the audit.

Yours sincerely
Deloite Tucle &

<
DELOITTE TOUCHE TOHMATSU
(jyvm@%7 .

Timothy Biggs
Partner
Chartered Accountant

Liability limited by a scheme approved under Professional Standards Legislation.
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AASB Australian Accounting Standards Board

AGAAP Australian Generally Accepted Accounting Principles
A-IFRS Australian equivalent to International Financial Reporting Standards
AMC Australian Magnesium Corporation Limited

AMO Australian Magnesium Operations Pty Ltd

AML Advanced Magnesium Limited (formerly AMC)

AMI Australian Magnesium Investments Pty Ltd

AMT Advanced Magnesium Technologies Pty Ltd (formerly AMO)
ANZ Australian and New Zealand Banking Group Limited
ASX Australian Stock Exchange

AUD Australian Dollars

CAST CRC for Cast Metals Manufacturing

CRC Co-operative Research Centre

CSIRO Commonwealth Scientific and Industrial Research Organisation
DES Distribution Entitled Securities

EDC Export Development Canada

EPM Exploration Permit Mining

ESOP Employee Share Option Plan

ESP Executive Share Plan

EUR Euro

FBT Fringe Benefit Tax

FEC Forward Exchange Contracts

GESP General Employee Share Plan

GST Goods and Services Tax

IFRS International Financial Reporting Standards

IMC Icelandic Magnesium Corporation Limited

IMS IMS Expert-Conseils Inc

JLM Joint Lead Manager

Magtrust Magtrust Pty Ltd

Newmont Newmont Australia Limited

QMAG Queensland Magnesia Pty Ltd

QMAG JV Queensland Magnesia Joint Venture

QMC Queensland Metals Corporation Pty Ltd

QMO Queensland Magnesia Operations Pty Ltd

QTH Queensland Treasury Holdings

RCF Resource Capital Fund Il L.P.

SMP Stanwell Magnesium Project

usD United States Dollars

WANOS Weighted Average Number of Ordinary Shares
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INCOME STATEMENT

FOR THE FINANCIAL YEAR ENDED 30 JUNE 2006

NOTE CONSOLIDATED PARENT ENTITY
30 June 30 June 30 June 30 June
2006 2005 2006 2005
$ $ $ $
Sales revenue 2(a) 363,140 85,381 — —
Cost of sales (209,004) — — —
Gross profit 154,136 85,381 — —
Other income 2(b) 3,012,458 1,567,349 2,768,357 397,587
Recoverable amount write downs (45,016) (493,740) (3,107,910) (458,544)
Loss on sale of assets (7,058) — — —
Doubtful debts intercompany — — — (1,650,951)
Marketing (1,087,269) (229,497) — —
Research, development, licensing and patent
costs (1,479,646) (878,949) — —
Redundancy costs (169,631) (1,063,901) — (480,842)
AMT operating costs (3,048,134) (3,794,094) — —
Corporate, administration and other expenses (2,075,111) (2,566,676) (1,754,941) (1,992,355)
Loss before income tax expense (4,745,271) (7,374,127) (2,094,494) (4,185,105)
Income tax expense 3(a) (97,028) (51,321) — —
Loss from continuing operations (4,842,299) (7,425,448) (2,094,494) (4,185,105)
Profit from discontinued operations 28 4,415,840 7,481,447 — 5,259,228
Profit/(loss) attributable to members of the
parent entity (426,459) 55,999 (2,094,494) 1,074,123
Earnings/(loss) per share:
Basic (cents per share) 22 (0.555) 0.105
Diluted (cents per share) 22 (0.555) 0.026
Loss per share from continuing operations
Basic (cents per share) 22 (6.304) (14.024)
Diluted (cents per share) 22 (6.304) (14.024)

Notes to the financial statements are included on pages 26 to 61.

The above Income Statement should be read in conjunction with the accompanying notes.
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BALANCE SHEET
AS AT 30 JUNE 2006

Current assets
Cash and cash equivalents
Trade and other receivables
Inventories
Other

Non-current assets classified as held for sale
Total current assets

Non-current assets
Other financial assets
Property, plant & equipment
Total non-current assets
Total assets

Current liabilities
Trade and other payables
Provisions
Other

Total current liabilities

Non-current liabilities
Trade and other payables
Provisions
Other

Total non-current liabilities

Total liabilities

Net assets

Equity
Share capital
Reserves
Accumulated losses

Total equity

NOTE

30(a)

10

1"
12

13
14
15

16
17
18

19
20
21

CONSOLIDATED

PARENT ENTITY

30 June 30 June 30 June 30 June
2006 2005 2006 2005

$ $ $ $
12,109,140 7,152,374 9,372,913 4,427,045
880,233 457,301 187,919 363,892
292,005 — — —
119,562 139,369 — 585
13,400,940 7,749,044 9,560,832 4,791,472
— 937,800 — —
13,400,940 8,686,844 9,560,832 4,791,472
— — 2,892,090 —

379,775 449,672 87,939 134,906
379,775 449,672 2,980,029 134,906
13,780,715 9,136,516 12,540,861 4,926,378
759,447 671,752 96,212 145,055
136,965 166,233 42,001 40,877
15,800 — — —
912,212 837,985 138,213 185,932

— 4,838,370 — —

173,538 188,231 170,528 169,806
63,200 — — —
236,738 5,026,601 170,528 169,806
1,148,950 5,864,586 308,741 355,738
12,631,765 3,271,930 12,232,120 4,570,640
894,244,184 884,488,210 894,244,184 884,488,210
2,780,300 2,749,980 — —
(884,392,719) (883,966,260) (882,012,064) (879,917,570)
12,631,765 3,271,930 12,232,120 4,570,640

Notes to the financial statements are included on pages 26 to 61.

The above Balance Sheet should be read in conjunction with the accompanying notes.
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STATEMENT OF RECOGNISED INCOME AND EXPENSE
FOR THE FINANCIAL YEAR ENDED 30 JUNE 2006

NOTE CONSOLIDATED PARENT ENTITY

Translation of foreign operations:
Exchange differences taken to reserves in

equity 20 30,320 — — —
Net income recognised directly in equity 30,320 — — —
Profit/(Loss) for the year (426,459) 55,999 (2,094,494) 1,074,123
Total recognised income and expense for
the year (396,139) 55,999 (2,094,494) 1,074,123
Attributable to equity holders of the parent (396,139) 55,999 (2,094,494) 1,074,123

Notes to the financial statements are included on pages 26 to 61.

The above Statement of Recognised Income and Expense should be read in conjunction with the accompanying notes.
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CASHFLOW STATEMENT

FOR THE FINANCIAL YEAR ENDED 30 JUNE 2006

NOTE CONSOLIDATED PARENT ENTITY
30 June 30 June 30 June 30 June
2006 2005 2006 2005
$ $ $ $
Inflows/ Inflows/ Inflows/ Inflows/
(Outflows) (Outflows) (Outflows) (Outflows)
Cashflows from operating activities
Receipts from customers 230,141 29,958,942 — 15,229,431
Payments to suppliers and employees (7,755,955) (34,135,868) (1,209,792) (13,447,521)
Interest received 543,270 606,930 419,696 283,879
Borrowing costs (2,205) (1,696,369) (1,729) (893,132)
Recovery of insurance premiums — 1,145,590 — —
Other receipts 482,712 273,407 368,556 166,446
Net cash provided by/(used in) operating
activities 30(e) (6,502,037) (3,847,368) (423,269) 1,339,103
Cashflows from investing activities
Proceeds from sale of QMAG operations 30(b) — 65,037,248 — 28,555,996
Share purchase in Advanced Magnesium
Technologies Pty Ltd — — (6,000,000) =
Net decline in cash on disposal of Icelandic
Magnesium Company Limited 30(b) — (333,465) — —
Payment for property, plant & equipment &
mine development (284,608) (1,583,131) — (748,293)
Proceeds from sale of property, plant &
equipment and project assets 463,825 1,596,100 89,551 10,004
Net cash provided by/(used in)
investing activities 179,217 64,716,752 (5,910,449) 27,817,707
Cashflows from financing activities
Proceeds from issues of equity securities 9,765,900 — 9,765,900 —
Payment for share issue costs (564,004) — (564,004) —
Receipt from Magtrust Pty Ltd on sale of AML
shares 2,077,690 — 2,077,690 —
Payment to Government Stakeholders — (3,000,000) — —
Payment to Government Stakeholders re:
Department of Natural Resources security — (1,850,081) — (1,850,081)
Repayment of finance leases — (400,929) — (148,684)
Repayment of borrowings — (60,926,000) — (30,463,000)
Net cash provided by/(used in) financing
activities 11,279,586 (66,177,010) 11,279,586 (32,461,765)
Net increase/(decrease) in cash and cash
equivalents 4,956,766 (5,307,626) 4,945,868 (3,304,955)
Cash and cash equivalents at the beginning
of the financial year 7,152, 374 12,460,000 4,427,045 7,732,000
Cash and cash equivalents at the end of the
financial year 30(a) 12,109,140 7,152,374 9,372,913 4,427,045

Notes to the financial statements are included on pages 26 to 61.

The above Cashflow should be read in conjunction with the accompanying notes.
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NOTES TO THE FINANCIAL STATEMENTS

NOTE 1

SUMMARY OF ACCOUNTING POLICIES

Statement of Compliance

The financial report is a general purpose financial report which has been prepared in accordance with the Corporations Act
2001, Accounting Standards and Urgent Issues Group Interpretations, and complies with other requirements of the law.
Accounting Standards include Australian equivalents to International Financial Reporting Standards (‘A-IFRS’). Compliance
with the A-IFRS ensures that the consolidated financial statements and notes of the consolidated entity comply with
International Financial Reporting Standards (‘IFRS’). The parent entity financial statements and notes also comply with IFRS
except for the disclosure requirements in IAS 32 ‘Financial Instruments: Disclosure and Presentation’ as the Australian
equivalent Accounting Standard, AASB 132 ‘Financial Instruments: Disclosure and Presentation’ does not require such
disclosures to be presented by the parent entity where its separate financial statements are presented together with the
consolidated financial statements of the consolidated entity.

The financial statements were authorised for issue by the directors on 25 August 2006.
Basis of Preparation

The financial report has been prepared on the basis of historical cost. Cost is based on the fair values of the consideration
given in exchange for assets.

In the application of A-IFRS management is required to make judgments, estimates and assumptions about carrying values
of assets and liabilities that are not readily apparent from other sources. The estimates and associated assumptions are
based on historical experience and various other factors that are believed to be reasonable under the circumstance, the
results of which form the basis of making the judgments. Actual results may differ from these estimates.

The estimates and underlying assumptions are reviewed on an ongoing basis. Revisions to accounting estimates are
recognised in the period in which the estimate is revised if the revision affects only that period, or in the period of the
revision and future periods if the revision affects both current and future periods.

Judgments made by management in the application of A-IFRS that have significant effects on the financial statements and
estimates with a significant risk of material adjustments in the next year are disclosed, where applicable, in the relevant
notes to the financial statements.

Accounting policies are selected and applied in a manner which ensures that the resulting financial information satisfies the
concepts of relevance and reliability, thereby ensuring that the substance of the underlying transactions or other events is
reported.

The consolidated entity changed its accounting policies on 1 July 2005 to comply with A-IFRS. Advanced Magnesium
Limited (formerly Australian Magnesium Corporation Limited) has adopted all the new and revised Accounting Standards
and Interpretations issued by the AASB that are relevant to its operations and effective for annual reporting periods
beginning on 1 July 2005. The transition to A-IFRS is accounted for in accordance with Accounting Standard AASB 1 ‘First-
time Adoption of Australian Equivalents to International Financial Reporting Standards’, with 7 July 2004 as the date of
transition. An explanation of how the transition from superseded policies to A-IFRS has affected the company’s and
consolidated entity’s financial position, financial performance and cash flows is discussed in note 32.

The directors have also elected under s.334(5) of the Corporations Act 2001 to apply Accounting Standard AASB 119
‘Employee Benefits’ (December 2004), even though the Standard is not required to be applied until annual reporting periods
beginning on or after 1 January 2006. The Directors have given due consideration to all other new and revised Standards
and Interpretations issued by the AASB that are not yet effective and do not believe that they will have any material financial
impact on the financial statements of the Company or the consolidated entity.

The accounting policies set out below have been applied in preparing the financial statements for the year ended 30 June
2006, the comparative information presented in these financial statements for the year ended 30 June 2005, and in the
preparation of the opening A-IFRS balance sheet at 7 July 2004 (as disclosed in note 32), the consolidated entity’s date of
transition, except for the accounting policies in respect of financial instruments. The consolidated entity has not restated
comparative information for financial instruments, including derivatives, as permitted under the first-time adoption
transitional provisions. The accounting policies for financial instruments applicable to the comparative information and the
impact of changes in these accounting policies on 1 July 2005, the date of transition for financial instruments, is discussed
further in note 1(t).

The prior year comparatives are for the financial period from 7 July 2004 to 30 June 2005.
Going Concern

In preparing these financial statements on a going concern basis, the Directors of Advanced Magnesium Limited are
required to satisfy the going concern criteria set out by both legislation and legislative enforced professional standards.
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NOTES TO THE FINANCIAL STATEMENTS

NOTE 1

SUMMARY OF ACCOUNTING POLICIES (cont...)

The reader’s attention is drawn to the Corporations Act requirement that the Directors must opine that reasonable grounds
exist that support the ability of the Company to pay its debts as and when they become due and payable. The Directors’
belief that such reasonable grounds do exist as at the date of signing this financial report is set out in the Directors’
Declaration on page 62.

In preparing its support for this going concern conclusion, the Directors considered many factors, including a cash flow
forecast for twelve months from the reporting date which included management’s estimates of cash inflows and outflows for
the coming year. The Directors also considered other internal and external factors that may impact the operations of the
business.

While the Directors have come to the conclusion that AML is a going concern and that the financial statements should be
prepared on that basis, the Directors are unable to predict with certainty the impact of various factors that could, in isolation
or in conjunction, alter this conclusion.

A significant factor to bring to the reader’s attention is the impact that a delay of sales revenue from the commercialisation of
AM-lite could have on cash flows. A change to the timing or the quantum of such revenues could have a considerable
impact on the operations of the AML Group.

However, taking this matter into consideration and based on Management'’s estimates of cash inflows and outflows over the
next twelve months, noting that these are not guaranteed, the Directors believe that whilst uncertainty exists beyond twelve
months with respect to the Company and consolidated entity being able to continue as going concerns, the going concern
basis of preparation of the Financial Report is appropriate.

Significant Accounting Policies
The following significant accounting policies have been adopted in the preparation and presentation of the financial report:
(a) Cash and cash equivalents
Cash and cash equivalents comprise cash on hand, cash in banks at call and on deposit.
(b) Employee benefits
Provision is made for benefits accruing to employees in respect of wages and salaries, annual leave, long service
leave, and sick leave when it is probable that settlement will be required and they are capable of being measured
reliably.

Provisions made in respect of employee benefits expected to be settled within 12 months, are measured at their
nominal values using the remuneration rate expected to apply at the time of settlement.

Provisions made in respect of employee benefits which are not expected to be settled within 12 months are
measured as the present value of the estimated future cash outflows to be made by the consolidated entity in
respect of services provided by employees up to reporting date.

Contributions to defined contribution superannuation plans are expensed when incurred.
(c) Financial assets

Subsequent to initial recognition, investments in subsidiaries are measured at cost. Subsequent to initial
recognition, investments in associates are accounted for under the equity method in the consolidated financial
statements and the cost method in the company financial statements.

Other financial assets are classified into the following specified categories: financial assets ‘at fair value through
profit or loss’, ‘held-to-maturity’ investments, ‘available-for-sale’ financial assets, and ‘loans and receivables’. The
classification depends on the nature and purpose of the financial assets and is determined at the time of initial
recognition.

Receivables
Trade receivables and other receivables are recognised initially at their fair values and subsequently at amortised
cost less impairment.

(d) Financial instruments issued by the company
Debt and equity instruments

Debt and equity instruments are classified as either liabilities or as equity in accordance with the substance of the
contractual arrangement.
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NOTES TO THE FINANCIAL STATEMENTS

NOTE 1

SUMMARY OF ACCOUNTING POLICIES (cont...)

(e)

(f)

(9)

Transaction costs on the issue of equity instruments

Transaction costs arising on the issue of equity instruments are recognised directly in equity as a reduction of the
proceeds of the equity instruments to which the costs relate. Transaction costs are the costs that are incurred
directly in connection with the issue of those equity instruments and which would not have been incurred had those
instruments not been issued.

Foreign currency

Foreign Currency Transactions

All foreign currency transactions during the financial year are brought to account using the exchange rate in effect at
the date of the transaction. Foreign currency monetary items at reporting date are translated at the exchange rate
existing at reporting date. Non-monetary assets and liabilities carried at fair value that are denominated in foreign
currencies are translated at the rates prevailing at the date when the fair value was determined.

Exchange differences are recognised in profit or loss in the period in which they arise except that exchange
differences on monetary items receivable from or payable to a foreign operation for which settlement is neither
planned or likely to occur, which form part of the net investment in a foreign operation, are recognised in the foreign
currency translation reserve and recognised in profit or loss on disposal of the net investment.

Foreign Operations

On consolidation, the assets and liabilities of the consolidated entity’s overseas operations are translated at
exchange rates prevailing at the reporting date. Income and expense items are translated at the average exchange
rates for the period unless exchange rates fluctuate significantly. Exchange differences arising, if any, are
recognised in the foreign currency translation reserve, and recognised in profit or loss on disposal of the foreign
operation.

Goods and Services Tax and Value Added Tax

Revenues, expenses and assets are recognised net of the amount of goods and services tax (GST) or value added
tax (VAT) for certain foreign jurisdictions, except for receivables and payables which are recognised inclusive of
GST or VAT.

The net amount of GST or VAT recoverable from, or payable to, the taxation authority is included as part of
receivables or payables.

Cash flows are included in the cash flow statement on a gross basis. The GST or VAT component of cash flows
arising from investing and financing activities which is recoverable from, or payable to, the taxation authority is
classified as operating cash flows.

Impairment of assets

At each reporting date, the consolidated entity reviews the carrying amounts of its tangible assets to determine
whether there is any indication that those assets have suffered an impairment loss. If any such indication exists, the
recoverable amount of the asset is estimated in order to determine the extent of the impairment loss (if any). Where
the asset does not generate cash flows that are independent from other assets, the consolidated entity estimates
the recoverable amount of the cash-generating unit to which the asset belongs.

Recoverable amount is the higher of fair value less costs to sell and value in use. In assessing value in use, the
estimated future cash flows are discounted to their present value using a pre-tax discount rate that reflects current
market assessments of the time value of money and the risks specific to the asset for which the estimates of future
cash flows have not been adjusted.

If the recoverable amount of an asset (or cash-generating unit) is estimated to be less than its carrying amount, the
carrying amount of the asset (cash-generating unit) is reduced to its recoverable amount. An impairment loss is
recognised in profit or loss immediately, unless the relevant asset is carried at fair value, in which case the
impairment loss is treated as a revaluation decrease.

Where an impairment loss subsequently reverses, the carrying amount of the asset (cash-generating unit) is
increased to the revised estimate of its recoverable amount, but only to the extent that the increased carrying
amount does not exceed the carrying amount that would have been determined had no impairment loss been
recognised for the asset (cash-generating unit) in prior years. A reversal of an impairment loss is recognised in
profit or loss immediately, unless the relevant asset is carried at fair value, in which case the reversal of the
impairment loss is treated as a revaluation increase.
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NOTES TO THE FINANCIAL STATEMENTS

NOTE 1

SUMMARY OF ACCOUNTING POLICIES (cont...)

(h)

Income tax

Current Tax

Current tax is calculated by reference to the amount of income taxes payable or recoverable in respect of the
taxable profit or tax loss for the period. It is calculated using tax rates and tax laws that have been enacted or
substantively enacted by reporting date. Current tax for current and prior periods is recognised as a liability to the
extent that it is unpaid.

Deferred Tax

Deferred tax is accounted for using the comprehensive balance sheet liability method in respect of temporary
differences arising from differences between the carrying amount of assets and liabilities in the financial statements
and the corresponding tax base of those items.

In principle, deferred tax liabilities are recognised for all taxable temporary differences. Deferred tax assets are
recognised to the extent that it is probable that sufficient taxable amounts will be available against which deductible
temporary differences or unused tax losses and tax offsets can be utilised. However, deferred tax assets and
liabilities are not recognised if the temporary differences giving rise to them arise from the initial recognition of
assets and liabilities (other than as a result of a business combination) which affects neither taxable income nor
accounting profit.

Deferred tax liabilities are recognised for taxable temporary differences arising on investments in subsidiaries,
branches, associates and joint ventures except where the consolidated entity is able to control the reversal of the
temporary differences and it is probable that the temporary differences will not reverse in the foreseeable future.
Deferred tax assets arising from deductible temporary differences associated with these investments and interests
are only recognised to the extent that it is probable that there will be sufficient taxable profits against which to utilise
the benefits of the temporary differences and they are expected to reverse in the foreseeable future.

Deferred tax assets and liabilities are measured at the tax rates that are expected to apply to the period(s) when the
asset and liability giving rise to them are realised or settled, based on tax rates (and tax laws) that have been
enacted or substantively enacted by reporting date. The measurement of deferred tax liabilities and assets reflects
the tax consequences that would follow from the manner in which the consolidated entity expects, at the reporting
date, to recover or settle the carrying amount of its assets and liabilities.

Deferred tax assets and liabilities are offset when they relate to income taxes levied by the same taxation authority
and the company/consolidated entity intends to settle its current tax assets and liabilities on a net basis.

Current and Deferred Tax for the Period

Current and deferred tax is recognised as an expense or income in the income statement, except when it relates to
items credited or debited directly to equity, in which case the deferred tax is also recognised directly in equity, or
where it arises from the initial accounting for a business combination, in which case it is taken into account in the
determination of goodwill or excess.

Tax Consolidation

The company and all its wholly-owned Australian resident entities are part of a tax-consolidated group under
Australian taxation law. Advanced Magnesium Limited is the head entity in the tax-consolidated group. Tax
expense/income, deferred tax liabilities and deferred tax assets arising from temporary differences of the members
of the tax-consolidated group are recognised in the separate financial statements of the members of the tax-
consolidated group using the ‘stand-alone taxpayer’ approach. Current tax liabilities and assets and deferred tax
assets arising from unused tax losses and tax credits of the members of the tax-consolidated group are recognised
by the company (as head entity in the tax-consolidated group).

Due to the existence of a tax funding arrangement between the entities in the tax-consolidated group, amounts are
recognised as payable to or receivable by the company and each member of the group in relation to the tax
contribution amounts paid or payable between the parent entity and the other members of the tax-consolidated
group in accordance with the arrangement. Further information about the tax funding arrangement is detailed in
note 3 to the financial statements. Where the tax contribution amount recognised by each member of the tax-
consolidated group for a particular period is different to the aggregate of the current tax liability or asset and any
deferred tax asset arising from unused tax losses and tax credits in respect of that period, the difference is
recognised as a contribution from (or distribution to) equity participants.

Intangible assets

Patents, Trademarks and Licences
Patents, trademarks and licences are recorded at cost less accumulated amortisation and impairment.

Research and Development Costs

Expenditure on research activities is recognised as an expense in the period in which it is incurred. Where no
internally-generated intangible asset can be recognised, development expenditure is recognised as an expense in
the period as incurred.
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NOTES TO THE FINANCIAL STATEMENTS

NOTE 1 SUMMARY OF ACCOUNTING POLICIES (cont...)

)

(k)

M

(m)

(n)

(o)

(p)

Inventories

Inventories are valued at the lower of cost and net realisable value. Costs are assigned to inventory on hand by the
method most appropriate to each particular class of inventory, with the majority being valued on a first in first out
basis. Net realisable value represents the estimated selling price less all estimated costs of completion and costs to
be incurred in marketing, selling and distribution.

Leased assets

Leases are classified as finance leases whenever the terms of the lease transfer substantially all the risks and
rewards of ownership to the lessee. All other leases are classified as operating leases.

Operating lease payments are recognised as an expense on a straight-line basis over the lease term, except where
another systematic basis is more representative of the time pattern in which economic benefits from the leased
asset are consumed.

Lease incentives

In the event that lease incentives are received to enter into operating leases, such incentives are recognised as a
liability. The aggregate benefits of incentives are recognised as a reduction of rental expense on a straight-line
basis, except where another systematic basis is more representative of the time pattern in which economic benefits
from the leased asset are consumed.

Non-current assets held for sale

Non-current assets (and disposal groups) classified as held for sale are measured at the lower of carrying amount
and fair value less costs to sell.

Non-current assets and disposal groups are classified as held for sale if their carrying amount will be recovered
through a sale transaction rather than through continuing use. This condition is regarded as met only when the sale
is highly probable and the asset (or disposal group) is available for immediate sale in its present condition. The sale
of the asset (or disposal group) is expected to be completed within one year from the date of classification.

Payables

Trade payables and other accounts payable are recognised when the consolidated entity becomes obliged to make
future payments resulting from the purchase of goods and services.

Presentation currency
The presentation and functional currency of the AML Group is Australian dollars.
Principles of consolidation and investments in subsidiaries

The consolidated financial statements are prepared by combining the financial statements of all the entities that
comprise the consolidated entity, being the company (the parent entity) and its subsidiaries as defined in
Accounting Standard AASB 127 ‘Consolidated and Separate Financial Statements’. A list of subsidiaries appears in
note 26 to the financial statements. Consistent accounting policies are employed in the preparation and
presentation of the consolidated financial statements.

On acquisition, the assets, liabilities and contingent liabilities of a subsidiary are measured at their fair values at the
date of acquisition. Any excess of the cost of acquisition over the fair values of the identifiable net assets acquired is
recognised as goodwill. If, after reassessment, the fair values of the identifiable net assets acquired exceeds the
cost of acquisition, the deficiency is credited to profit and loss in the period of acquisition.

The interest of minority shareholders is stated at the minority’s proportion of the fair values of the assets and
liabilities recognised.

The consolidated financial statements include the information and results of each subsidiary from the date on which
the company obtains control and until such time as the company ceases to control such entity.

In preparing the consolidated financial statements, all intercompany balances and transactions, and unrealised
profits arising within the consolidated entity are eliminated in full.

Plant and equipment
Plant and equipment, leasehold improvements and equipment under finance lease are stated at cost less
accumulated depreciation and impairment. Cost includes expenditure that is directly attributable to the acquisition of

the item. In the event that settlement of all or part of the purchase consideration is deferred, cost is determined by
discounting the amounts payable in the future to their present value as at the date of acquisition.

ADVANCED MAGNESIUM LIMITED | ANNUAL REPORT 2006 | 30



NOTES TO THE FINANCIAL STATEMENTS

NOTE 1

SUMMARY OF ACCOUNTING POLICIES (cont...)

(q)

(r)

(s)

(t)

Depreciation is provided on property, plant and equipment, including freehold buildings but excluding land.
Depreciation is calculated on a straight line basis so as to write off the net cost or other revalued amount of each
asset over its expected useful life to its estimated residual value. Leasehold improvements are depreciated over the
period of the lease or estimated useful life, whichever is the shorter, using the straight line method. The estimated
useful lives, residual values and depreciation method is reviewed at the end of each annual reporting period.

The following estimated useful lives are used in the calculation of depreciation:
. Plant and equipment 2.5-13.33 years
Provisions

Provisions are recognised when the consolidated entity has a present obligation, the future sacrifice of economic
benefits is probable, and the amount of the provision can be measured reliably.

The amount recognised as a provision is the best estimate of the consideration required to settle the present
obligation at reporting date, taking into account the risks and uncertainties surrounding the obligation. Where a
provision is measured using the cashflows estimated to settle the present obligation, its carrying amount is the
present value of those cashflows.

When some or all of the economic benefits required to settle a provision are expected to be recovered from a third
party, the receivable is recognised as an asset if it is virtually certain that recovery will be received and the amount
of the receivable can be measured reliably.

Revenue recognition

Sale of goods
Revenue from the sale of goods is recognised when the consolidated entity has transferred to the buyer the
significant risks and rewards of ownership of the goods.

Rendering of services
Revenue from a contract to provide services is recognised by reference to the stage of completion of the contract.

Interest revenue
Interest revenue is recognised on a time proportionate basis that takes into account the effective yield on the
financial asset.

Share-based payments

Equity-settled share-based payments granted after 7 November 2002 that were unvested as of 1 July 2005, are
measured at fair value at the date of grant. Fair value is measured by use of a binomial model. The expected life
used in the model has been adjusted, based on management’s best estimate, for the effects of non-transferability,
exercise restrictions, and behavioural considerations.

The fair value determined at the grant date of the equity-settled share-based payments is expensed on a straight-
line basis over the vesting period, based on the consolidated entity’s estimate of shares that will eventually vest.

For cash-settled share-based payments, a liability equal to the portion of the goods or services received is
recognised at the current fair value determined at each reporting date.

Comparative information - financial instruments

The consolidated entity has elected not to restate comparative information for financial instruments within the scope
of Accounting Standards AASB 132 ‘Financial Instruments: Disclosure and Presentation’ and AASB 139 ‘Financial
Instruments: Recognition and Measurement’, as permitted on the first-time adoption of A-IFRS.

The effect of changes in the accounting policies for financial instruments on the balance sheet at 1 July 2005 are
not material.

The accounting policies applied to accounting for financial instruments in the current financial year are detailed in
notes 1(a) to (s). The following accounting policies were applied to accounting for financial instruments in the
comparative financial year:

e  Accounts payable
Trade payables and other accounts payable are recognised when the consolidated entity becomes obliged to
make future payments resulting from the purchase of goods and services.

e  Receivables
Trade receivables and other receivables are recorded at amounts due less any allowance for doubtful debts.
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NOTES TO THE FINANCIAL STATEMENTS

NOTE 1

SUMMARY OF ACCOUNTING POLICIES (cont...)

Financial instruments issued by the company:

Debt and equity instruments
Debt and equity instruments are classified as either liabilities or as equity in accordance with the substance of
the contractual arrangement.

Transaction costs on the issue of equity instruments

Transaction costs arising on the issue of equity instruments are recognised directly in equity as a reduction of
the proceeds of the equity instruments to which the costs relate. Transaction costs are the costs that are
incurred directly in connection with the issue of those equity instruments and which would not have been
incurred had those instruments not been issued.

(u) Extraordinary General Meeting

The Company announced its capital raising exercise and received shareholders approval on a number of initiatives
at its Extraordinary General Meeting on 4 October 2005 which were as follows:

The Company’s share capital was consolidated on a 1 for 20 basis.

The Australian Securities and Investments Commission registered the Company’s new name, Advanced
Magnesium Limited.

AML’s shareholders approved a placement of up to 50,000,000 new ordinary shares in the company. The
Company allotted a total of 32,552,999 shares. In addition, 10,496,996 shares held by Magtrust Pty Ltd were
sold to institutional or sophisticated investors. The net proceeds from this sale were distributed to AML.

The shareholders approved an Employee Share Option Plan and pursuant to this arrangement, AML granted
2,645,650 options to 21 employees including consultants. The exercise price of each option is $0.31 and has
a term of 60 months from the date of issue.

The shareholders approved the granting of Options to the Managing Director.
The main terms of the options are set out below:

1. Each option will entitle employee to subscribe for one fully paid ordinary share in the capital of
Advanced Magnesium Limited upon payment of the exercise price;

2. Each share issued pursuant to the exercise of an option will rank equally in all respects with the
shares then on issue; and

3. If the Company goes through a capital reconstruction, the options would be adjusted in accordance
with the Listing Rules.
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NOTES TO THE FINANCIAL STATEMENTS

NOTE2 RESULTS FROM OPERATIONS

(a) Revenue
Revenue from continuing and discontinued
operations consisted of the following items:

Sales Revenue - continuing operations:

Sale of goods
Rendering of services

Sales Revenue - discontinuing operations:
Sale of goods
Total Sales Revenue

(b) Other income — continuing operations:
Interest revenue
Magtrust Pty Ltd proceeds on sale of AML shares
Foreign exchange gain
Gain on sale of assets
Other

Other income - discontinuing operations:
Debt forgiveness revenue
Foreign exchange gain on QMAG sales

Total other income

(c) Profit/(loss) before income tax

Profit/(loss) before income tax has been arrived at after
crediting/(charging) the following gains and losses from
continuing and discontinued operations:

Net gain/(loss) on disposal of property, plant and equipment

Gain/(loss) on sale of business

Net foreign exchange gains
Other

Gains attributable to:
Continuing operations
Discontinued operations

Losses attributed to:
Continuing operations
Discontinued operations

Profit/(loss) before income tax has been arrived at after
charging the following expenses. The line items below
combine amounts attributable to both continuing
operations and discontinued operations:

Cost of sales

Write-down of inventory to net realisable value
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30 June 30 June 30 June 30 June
2006 2005 2006 2005

$ $ $ $
356,136 74,124 = —
7,004 11,257 — —
363,140 85,381 — —
— 29,093,117 — 14,546,559
363,140 29,178,498 — 14,546,559
711,478 400,974 587,320 279,180
2,077,690 — 2,077,690 —
106,082 572,626 — 66,053
69,048 458,542 69,048 3,601
48,160 135,207 34,299 48,753
3,012,458 1,567,349 2,768,357 397,587
— 7,543,377 — 10,638,059

— 890,374 — 445,187

— 8,433,751 11,083,246
3,012,458 10,001,100 2,768,357 11,480,833
61,990 366,828 69,048 (104,899)
— 5,948,218 — (3,291,067)
61,990 6,315,046 69,048 (3,395,966)
106,082 1,463,000 — 511,240
168,072 7,778,046 69,048 (2,884,726)
175,130 1,031,167 69,048 66,053
— 6,838,593 — 445,187
175,130 7,869,760 69,048 511,240
(7,058) — — —
— (91,714) — (3,395,966)
(7,058) (91,714) — (3,395,966)
168,072 7,778,046 69,048 (2,884,726)
(209,004) (30,209,433) —  (15,329,418)
— (326,000) — (163,000)



NOTES TO THE FINANCIAL STATEMENTS

NOTE2 RESULTS FROM OPERATIONS (cont...)

CONSOLIDATED PARENT ENTITY
Finance costs:

Interest on loans —  (1,483,369) — (741,632)
Interest on payables (2,205) — (1,729) —
Finance lease interest expense — (213,000) — (151,500)
Total interest expenses (2,205) (1,696,369) (1,729) (893,132)
Borrowing costs amortised — (357,736) — (178,868)
(2,205)  (2,054,105) (1,729)  (1,072,000)
Impairment of non-current asset charge (467,546)  (3,710,112) — (458,544)
Depreciation of non-current assets (171,616)  (3,205,255) (26,464)  (1,834,805)
(639,162)  (6,915,367) (26,464)  (2,293,349)
Operating lease rental minimum lease payments (134,186) (261,242) — (87,622)

Employee benefit expense:
Post employee benefits — defined contribution plans: (179,944) (186,615) (56,549) (87,128)
Equity settled share-based payments (490,028) (5,724) (490,028) (5,074)
Retrenchments and termination benefits (169,631)  (1,063,901) — (480,842)
Wages and salaries (2,053,651)  (2,381,489) (481,821)  (1,124,467)

(2,893,254)  (3,637,729)  (1,028,398)  (1,697,511)
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NOTES TO THE FINANCIAL STATEMENTS

NOTE3 INCOME TAXES

The aggregate amount of income tax attributable to the financial year differs from the amount calculated on the profit.

NOTE CONSOLIDATED PARENT ENTITY

(a) Income tax recognised in profit and loss
Tax expense comprises:
Current tax expense — Australian entities — — — —
Current tax expense — foreign subsidiaries 97,028 51,321 — —
Total tax expense 97,028 51,321 — —
Attributable to:
Continuing operations 97,028 51,321 — —
Discontinued operations — — — —

97,028 51,321 — —
The prima facie income tax expense on pre-tax
accounting profit from operations reconciles to the
income tax expense in the financial statements as
follows:
Loss from continuing operations (4,745,271) (7,374,126) (2,094,494) (4,185,105)
Profit from discontinued operations 28 4,415,840 7,481,447 — 5,259,228
Profit/(loss) from operations (329,431) 107,321 (2,094,494) 1,074,123
Income tax benefit/(expense) calculated at 30% 98,829 (32,196) 628,348 (322,237)
Non-deductible expenses (1,110,529) (44,456) (1,079,381) (501,969)
Deferred tax assets arising from tax losses of the
consolidated entity not brought to account as at
balance date because realisation is not considered
probable 1,108,728 127,973 451,033 824,206
Total tax expense 97,028 51,321 — —

The tax rate used in the above reconciliation is the corporate tax rate of 30% payable by Australian corporate entities on taxable
profits under Australian tax law. There has been no change in the corporate tax rate when compared with the previous reporting

period.
CONSOLIDATED PARENT ENTITY
(b) Current Tax Assets & Liabilities
Income tax payable by foreign entities 13,859 48,200 — —
13,859 48,200 — —

These amounts are included in note 13 “Current Trade and Other Payables”.

Tax Consolidation

Relevance of tax consolidation to the consolidated entity

The company and its wholly-owned Australian resident entities have formed a tax-consolidated group with effect from 1 February 2003

and are therefore taxed as a single entity from that date. The head entity within the tax-consolidated group is Advanced Magnesium
Limited. The members of the tax-consolidated group are identified at note 26.
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NOTES TO THE FINANCIAL STATEMENTS

NOTE3 INCOME TAXES (cont...)
Nature of tax funding arrangements and tax sharing agreements

Entities within the tax-consolidated group have entered into a tax funding arrangement and a tax-sharing agreement with the head
entity. Under the terms of the tax funding arrangement, Advanced Magnesium Limited and each of the entities in the tax-consolidated
group has agreed to pay a tax equivalent payment to or from the head entity, based on the current tax liability or current tax asset of
the entity. Such amounts are reflected in amounts receivable from or payable to other entities in the tax-consolidated group.

The tax sharing agreement entered into between members of the tax-consolidated group provides for the determination of the
allocation of income tax liabilities between the entities should the head entity default on its tax payment obligations. No amounts have
been recognised in the financial statements in respect of this agreement as payment of any amounts under the tax sharing agreement
is considered remote.

Non-recognition of deferred tax assets

CONSOLIDATED/PARENT ENTITY

30 June 30 June
2006 2005
$ $
Unrecognised deferred tax balances
The following deferred tax assets have not been brought to
account as assets:
DTA on pre-tax consolidation revenue losses 81,580,882 81,580,882
DTA on post-tax consolidation revenue losses 31,903,944 27,925,849
DTA on capital losses 29,037,675 29,037,675
142,522,501 138,544,406
These are based on the following tax losses:
Tax losses — revenue pre-tax consolidation 271,936,272 271,936,272
Tax losses — revenue post-tax consolidation 106,346,481 93,086,163
Tax losses — capital 96,792,251 96,792,251
475,075,004 461,814,686

The benefit from the deferred tax asset in respect of unused tax losses will only be obtained if:

(@) The tax consolidated group derives future assessable income of a nature and amount sufficient to enable the benefits to be

realised,;
(b) the consolidated group continues to comply with the conditions for deductibility imposed by the tax law; and
(c) nochanges in tax legislation adversely affect the consolidated group in realising the benefit of the losses.

No deferred tax asset has been brought to account as an asset because it is not probable that taxable profit will be available against
which such an asset could be utilised.

Unused tax losses incurred after the formation of the AML consolidated group ($106,346,481) will be fully available to offset future
taxable income to the extent AML continues to satisfy the loss integrity rules (i.e. Continuity of Ownership Test and Same Business
Test). Based on testing performed by AML and its advisors, these losses should satisfy the loss integrity rules as at 30 June 2006.
Unused tax losses incurred prior to the formation of the AML consolidated group ($271,936,272) will be subject to restricted use
(Available Fraction rules). These restrictions on use are in addition to the loss integrity rules. Broadly, the Available Fraction rules limit
the amount of losses that can be used each year by applying the following formula:

Available Fraction x Taxable income for year = Pre consolidation losses available for use for year
Based on testing performed by AML and its advisors, AML'’s pre consolidation losses should satisfy the loss integrity rules at 30 June
2006 subject to further testing and continued compliance with loss integrity rules. No detailed Available Fraction calculations have

been performed as at 30 June 2006, however it is unlikely that the Available Fraction applying to pre consolidation tax losses will be
greater than 0.2.

The Australian tax consolidated entity has not paid income tax up to 30 June 2006 and no income tax is expected to be paid prior to 30
June 2007. Accordingly, there are no material franking credits available for distribution in the year ending 30 June 2006.

Deferred tax assets and deferred tax liabilities attributable to temporary differences not brought to account are not material.
Tax outside of Australian tax consolidation regime

The Group has several overseas entities which are not subject to Australian tax consolidation and are therefore not sheltered by
Australian tax losses. Those entities may incur income tax based on local corporate tax law and are subject to local jurisdiction.

ADVANCED MAGNESIUM LIMITED | ANNUAL REPORT 2006 | 36



NOTES TO THE FINANCIAL STATEMENTS

NOTE 4

NOTE 5

KEY MANAGEMENT PERSONNEL REMUNERATION
The key management personnel of Advanced Magnesium Limited during the year were:

Dr CD Rawlings (Non-Executive Chairman)

Mr ID Hartnell (Managing Director)

Mr DM Byrne (Non-Executive Director)

Mr FCH O’Connor (Non-Executive Director) (resigned 20 April 2006)
Mr KG Williams (Non-Executive Director)

Prof. G Dunlop (General Manager - Technology Development)

Mr G Fotheringham (General Manager - East Asia)

Dr C Kettler (General Manager - Europe)

Mr PK Nair (General Manager - Corporate)

Mr T Sweder (General Manager - North America)

(a) Key management personnel remuneration

The aggregate compensation of the key management personnel of the consolidated entity and the Company is set out
below:

CONSOLIDATED PARENT ENTITY
30 June 30 June 30 June 30 June
2006 2005 2006 2005
$ $ $ $
Short term employee benefits 1,309,303 1,491,022 576,199 772,988
Post-employment benefits 264,284 120,301 146,523 59,215
Share based payment 373,820 5,724 190,508 4,423
1,947,407 1,617,047 913,230 836,626

In accordance with Corporations Regulations 2001 — Schedule 5B (regulation 2M.6.04), the disclosures required by
paragraphs Aus25.4 to Aus25.6 of AASB 124 “Related Party Disclosures” have been set out in the Remuneration Report
on page 51 and the disclosures required by paragraph Aus 25.7.2 of AASB 124 have been set out in note 29.

SHARE-BASED PAYMENT SCHEMES

Details of this note (unless otherwise specified) have been adjusted for the 1 for 20 share consolidation in October 2005.
The underlying fair value of share-based payments has not been affected by this. The number of options, exercise price
and fair value per option have been amended to reflect the impact of consolidation.

5.1 Employee Share Option Plan

Under the Employee Share Option Plan approved on 4 October 2005, options allowing subscription of up to 5% of the
issued share capital of AML are available for issue to employees, with options over a further 5% of the issued share capital
in the future based on performance. The total options issued to employees, including those issued to the Managing
Director, were 2,645,650.

These are unlisted options exercisable at any time upon payment of the exercise price of $0.31 and expire in 5 years from
issue on 13 October 2010. The binomial model was used to value these options at a total of $490,028.

5.2 Option Compensation to Pegasus

Pegasus Corporate Advisory Pty Ltd (Pegasus) provided advice and assistance to the Company for the capital raising
exercise. Pursuant to this arrangement, Pegasus is entitled to 400,000 options on a post-consolidated basis. The exercise
price of each option is $0.25 and has a term of 36 months from the date of issue. Each option will entitle Pegasus to
subscribe for one fully paid ordinary share in the capital of Advanced Magnesium Limited upon payment of the exercise
price. These unlisted options are exercisable at any time from the first to the third anniversary of their issue on 7 October
2005. The binomial model was used to value these options at a total of $64,050.

Each share issued pursuant to the exercise of any option above will rank equally in all respects with the shares then on
issue. If the Company goes through a capital reconstruction, the options would be adjusted in accordance with the Listing
Rules.

5.3 Resource Capital Funds

As part of the QMAG Sale, Resource Capital Funds were granted 3,313,274 post-consolidation options to acquire fully

paid ordinary shares in AMC for a period of up to 36 months from 29 November 2004 at an exercise price of $0.70 per
option. The binomial option valuation model was used to calculate the gross value of these options at $227,896.
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NOTES TO THE FINANCIAL STATEMENTS

NOTE5 SHARE-BASED PAYMENT SCHEMES (cont...)

The following share-based payment arrangements were in existence during the period:

Rights Issue 2,657,695 15 Jan 2002 31 Jul 2005 $25.00 nil
Nottacar Investments 150,000 28 Feb 2002 28 Feb 2007 $12.00 $5.427
Resource Capital Funds 3,313,273 29 Nov 2004 29 Nov 2007 $0.70 $0.069
Employee Share Option Plan 2,645,650 13 Oct 2005 13 Oct 2010 $0.31 $0.185
Pegasus Corporate Finance 400,000 7 Oct 2005 7 Oct 2008 $0.25 $0.160

The weighted average fair value of the share options granted during the financial year is $554,078 (2005: $227,896). Expected
volatility is based on the history of five peer group companies over a four year period on a monthly basis up to September 2005.

2006 2005
Grant date share price $0.31 $0.30 $0.48
Exercise price $0.31 $0.25 $0.70
Expected volatility 67.48% 67.48% 32.30%
Option life 5 years 3 years 3 years
Dividend yield Nil Nil Nil
Risk-free interest rate 5.25% 5.25% 5.25%

The following table reconciles the outstanding share options granted under the share-based payment schemes at the beginning and
end of the financial year (on a post-consolidated adjusted basis).

2006 2005
Balance at beginning of the financial year 6,120,968 $11.410 2,807,695 $24.049
Granted during the financial year 3,045,650 $0.302 3,313,273 $0.700
Forfeited during the financial year — — — —
Exercised during the financial year (i) — — — —
Expired during the financial year (2,657,695) $25.000 — —
Balance at end of the financial year (ii) 6,508,923 $0.664 6,120,968 $11.410
Exercisable at end of the financial year (iii) 6,108,923 $0.691 6,120,968 $11.410
(i) Exercised during the financial year

No share options granted under any share-based payment scheme were exercised during the financial year
(30 June 2005: nil)

(ii) Balance at end of the financial year
The share options outstanding at the end of the financial year had a weighted average exercise price of $0.664,
and a weighted average remaining contractual life of 956 days.

(i) Exercisable at end of the financial year

The Pegasus Corporate Finance options outstanding at the end of the financial year, totalling 400,000, do not vest
until the first anniversary of the grant date, which is 7 October 2006.
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NOTES TO THE FINANCIAL STATEMENTS

NOTE 6 REMUNERATION OF AUDITORS

NOTE CONSOLIDATED PARENT ENTITY
Auditor of the parent entity
Audit or review of the financial report 85,000 102,894 42,500 22,429
85,000 102,894 42,500 22,429

The auditor of Advanced Magnesium Limited is Deloitte Touche Tohmatsu.

NOTE7 CURRENT TRADE AND OTHER RECEIVABLES

CONSOLIDATED PARENT ENTITY
Trade receivables 140,444 7,445 — —
Allowance for doubtful debts — — — —

140,444 7,445 — —
Intercompany receivable from AMT — — — 577
Goods and services tax (GST) recoverable 18,535 58,056 944 9,707
Security deposits 50 339,802 50 334,307
CAST CRC R&D receivable 352,000 — — —
Project asset sales receivable 141,248 — — —
Interest receivable 204,251 36,043 186,925 19,301
Other 23,705 15,955 — —

739,789 449,856 187,919 363,892
Total receivables 880,233 457,301 187,919 363,892

NOTE8 CURRENTINVENTORIES
CONSOLIDATED PARENT ENTITY

Metal alloy at cost 292,005 — = —
292,005 — — —

NOTE9 OTHER CURRENT ASSETS

CONSOLIDATED PARENT ENTITY
D .
Prepayments 119,562 137,706 —
Other — 1,663 — —
119,562 139,369 — 535
NOTE 10 NON-CURRENT ASSETS HELD FOR SALE
CONSOLIDATED PARENT ENTITY

Discontinued operations 28(b) — 937,800 — —
— 937,800 — —

NOTE 11 OTHER NON-CURRENT FINANCIAL ASSETS

CONSOLIDATED PARENT ENTITY

Shares in controlled entities —

unlisted, at cost — — 71,767,721 128,555,243
Write down to recoverable amount — — (68,875,631) (128,555,243)
— — 2,892,090 —
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NOTES TO THE FINANCIAL STATEMENTS

NOTE 12 PROPERTY, PLANT & EQUIPMENT

CONSOLIDATED

Gross carrying amount

Balance at 7 July 2004 203,172 1,761,915 23,184,544 17,690,888 111,271,747 154,112,266
Additions — 276,697 43,474 15,114 1,460,351 1,795,636
Disposals (203,172) (489,080) (23,228,018) (17,706,002)  (112,732,098)  (154,358,370)
Impairment losses charged to

Income Statement — (814,539) — — — (814,539)
Balance at 1 July 2005 — 734,993 — — — 734,993
Additions — 176,095 — — — 176,095
Disposals — (100,571) — — — (100,571)
Net foreign currency exchange

differences — 1,580 — — — 1,580
Balance at 30 June 2006 — 812,097 — — — 812,097

Accumulated depreciation/
amortisation and impairment

Balance at 7 July 2004 — 831,940 8,164,430 10,382,328 76,381,568 95,760,266
Disposals = (428,057) (9,012,895) (10,673,675) (78,244,774) (98,359,401)
Impairment losses charged to

Income Statement (320,799) — — — (320,799)
Depreciation expense — 202,237 848,465 291,347 1,863,206 3,205,255
Balance at 1 July 2005 — 285,321 — — — 285,321
Disposals — (70,849) — — — (70,849)
Impairment losses charged to

Income Statement (i) — 45,016 — — — 45,016
Depreciation expense — 171,676 — — — 171,676
Net foreign currency exchange

differences — 1,158 — — — 1,158
Balance at 30 June 2006 — 432,322 — — — 432,322

Net book value

As at 30 June 2005 — 449,672 — — — 449,672
As at 30 June 2006 — 379,775 — — — 379,775
(i) Impairment losses are included in the line item “Impairment of non-current assets charge” in note 2. The impairment

losses recognised during the financial year ended 30 June 2005 relate to property, plant and equipment used by the
AML Group. This resulted from a periodic review by management of fixed assets during the financial year. The
amount of the write down is based on management’s assessment of the condition and fair value of assets.
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NOTES TO THE FINANCIAL STATEMENTS

NOTE 12 PROPERTY, PLANT & EQUIPMENT (cont...)

PARENT ENTITY

Gross carrying amount

Balance at 7 July 2004 — 1,285,201 21,510,520 8,845,444 55,633,755 87,274,920
Additions — 787 21,737 7,557 732,295 762,376
Disposals — (241,469) (21,532,257) (8,853,001) (56,366,050) (86,992,777)
Impairment losses charged to

Income Statement — (747,251) — — — (747,251)
Balance at 1 July 2005 — 297,268 — — — 297,268
Additions — — — — — —
Disposals — (61,263) — — — (61,263)
Balance at 30 June 2006 — 236,005 — — — 236,005

Accumulated depreciation/
amortisation and impairment

Balance at 7 July 2004 — 580,633 7,939,339 5,191,164 38,190,784 51,901,920
Disposals — (232,722) (8,593,709) (5,336,838) (39,122,387) (53,285,656)
Impairment losses charged to

Income Statement — (288,706) — — — (288,706)
Depreciation expense = 103,158 654,370 145,674 931,603 1,834,805
Balance at 1 July 2005 — 162,363 — — — 162,363
Disposals — (40,761) — — — (40,761)
Depreciation expense — 26,464 — — — 26,464
Balance at 30 June 2006 — 148,066 _ _ _ 148,066

Net book value

As at 30 June 2005 — 134,906 — — — 134,906
As at 30 June 2006 = 87.939

— — — 87,939

CONSOLIDATED PARENT ENTITY

Aggregate depreciation allocated, whether recognised
as an expense or capitalised as part of the carrying
amount of other assets during the year:

Plant and equipment 171,676 202,237 26,464 103,158
Equipment under finance lease — 848,465 — 654,370
Mine properties and buildings — 291,347 — 145,674
Mine plant and equipment — 1,863,206 — 931,603

171,676 3,205,255 26,464 1,834,805
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NOTES TO THE FINANCIAL STATEMENTS

NOTE 13 CURRENT TRADE AND OTHER PAYABLES

Trade payables and accruals
Intercompany payable to AMT
CAST CRC R&D payable
Other

CONSOLIDATED

PARENT ENTITY

NOTE 14 CURRENT PROVISIONS

Employee benefits

381,647 671,752 71,595
— — — 73,460
363,000 = = =
14,800 — — —
759,447 671,752 96,212 145,055

CONSOLIDATED

136,965 166,233

PARENT ENTITY

NOTE 15 OTHER CURRENT LIABILITIES

Unamortised fitout incentive

136,965 166,233

CONSOLIDATED

42,001

PARENT ENTITY

40,877

NOTE 16 NON-CURRENT TRADE AND OTHER PAYABLES

Licence and fees payable

15,800 —

CONSOLIDATED

— 4,838,370

PARENT ENTITY

NOTE 17 NON-CURRENT PROVISIONS

Employee benefits

— 4,838,370

CONSOLIDATED

173,538 188,231

PARENT ENTITY

170,528

169,806

NOTE 18 OTHER NON-CURRENT LIABILITIES

Unamortised fitout incentive

173,538 188,231

CONSOLIDATED

63,200 —

170,528

PARENT ENTITY

169,806

63,200 —
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NOTES TO THE FINANCIAL STATEMENTS

NOTE 19 SHARE CAPITAL

CONSOLIDATED PARENT ENTITY
30 June 30 June 30 June 30 June
2006 2005 2006 2005
$ $ $ $

85,506,292 fully paid ordinary shares

(2005: 1,058,994,616 pre-consolidation) (i) 892,648,210 883,446,314 892,648,210 883,446,314
Rights issue expire 31 July 2005 (ii) — — — —
Nottacar options expire 28 Feb 2007 (i) 814,000 814,000 814,000 814,000
RCF options expire 29 Nov 2007 (iv) 227,896 227,896 227,896 227,896
Pegasus options expire 7 Oct 2008 (iv) 64,050 — 64,050 —
ESOP options expire 12 Oct 2010 (iv) 490,028 — 490,028 —
894,244,184 884,488,210 894,244,184 884,488,210

Changes to the then Corporations Law abolished the authorised capital and par value concept in relation to share capital from 1 July
1998. Therefore, the Company does not have a limited amount of authorised capital and issued shares do not have a par value.

On 4 October 2005, the shareholders approved a 1 for 20 share consolidation of AML'’s ordinary shares. The details (including
comparatives) in this note and elsewhere in this financial report, have been adjusted for this consolidation unless otherwise stated.

In the previous financial year, management determined that deferred Joint Lead Manager (JLM) fees in relation to the November 2001
offer of Distribution Entitled Securities previously classed as a current payable are more appropriately disclosed as equity. Each Joint
Lead Manager (JLM) of the November 2001 offer of Distribution Entitled Securities has waived their right to receive their share of a cash
payment of $2,500,000 for fees. However, each JLM may severally elect to receive shares in the Company, calculated at $12.16 per
share, in lieu of their portion of the deferred fees. Based on this information, the total shares issuable by the Company at November
2001 was 205,592. The number of shares issuable increases by a factor of 1.2 for each twelve month period from 31 January 2003 that
the fees remain outstanding. At 30 June, 2006, the number of shares issuable by the Company was 355,264 (30 June 2005: 296,053).

(i) Fully paid ordinary shares carry one vote per share and carry the right to dividends.

(ii) The exercise price was $25.00 (on a post-consolidated basis). Each option expired on 31 July 2005. These options
were issued for no cash consideration and were listed on the ASX.

(iii) On 28 February 2002 a loan establishment fee of $814,000 for the 2001 Facility with Newmont Finance Limited (a

Newmont Australia Limited subsidiary) was paid by the issue of 150,000 post-consolidated options to Nottacar
Investments Pty Ltd (a Newmont Australia Limited subsidiary) under the 2001 Subscription Deed, approved by
shareholders on 28 February 2002. Each option will entitle Nottacar to subscribe for one share. Each option may be
exercised up to 28 February 2007. The exercise price of each option is $12.00 (on a post consolidation basis). These
options are not listed on the ASX.

(iv) Details of these options are located at note 5.
NOTE CONSOLIDATED / PARENT ENTITY
2006 2005

No. $ No. $
Fully paid ordinary shares
Balance at beginning of financial year 1,058,994,616 883,446,314 1,058,994,616 883,446,314
Share consolidation (note 1(u)) 1(u) (1,006,041,323) — — —
Issue of shares under placement in
October 2005 (note 1(u)) 1(u) 32,552,999 9,765,900 — —
Transaction costs on issue of shares — (564,004) — —
Balance at end of financial year 85,506,292 892,648,210 1,058,994,616 883,446,314

Fully paid ordinary shares carry one vote per share and carry the right to dividends.
Share options

All share options carry no rights to dividends and no voting rights until paid for conversion into ordinary shares. Further details of the
share-based payment schemes are contained in note 5 to the financial statements.
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NOTES TO THE FINANCIAL STATEMENTS

NOTE 20 RESERVES

CONSOLIDATED PARENT ENTITY

Capital reserve 2,749,980 2,749,980 — —

2,749,980 2,749,980 — —
Foreign currency translation reserve
Balance at beginning of financial year — — — —
Translation of foreign operations 30,320 — — —
Balance at end of financial year 30,320 — — —
Total reserves 2,780,300 2,749,980 — —

The capital reserve is a historical reserve from 2002 that arose after calculation of the outside equity interest in the (as it then was)
Advanced Magnesium Investments Pty Ltd consolidated entity.

The foreign currency translation reserve is a result of translating overseas subsidiaries from their functional currency to the presentation
currency of Australian dollars.

NOTE 21 ACCUMULATED LOSSES

CONSOLIDATED PARENT ENTITY
Balance at beginning of financial year (883,966,260) (884,022,259) (879,917,570) (880,991,693)
Net profit/(loss) attributable to
members of the parent entity (426,459) 55,999 (2,094,494) 1,074,123
Balance at end of financial year (884,392,719) (883,966,260) (882,012,064) (879,917,570)
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NOTE 22 EARNINGS/(LOSS) PER SHARE

CONSOLIDATED

Basic earnings/(loss) per share:

From continuing operations (6.304) (14.024)
From discontinued operations 5.749 14.129
Total basis earnings/(loss) per share (0.555) 0.105
Diluted earnings/(loss) per share:
From continuing operations (i) (6.304) (14.024)
From discontinued operations 5.719 14.050
Total diluted earnings/(loss) per share (i) (0.555) 0.026
(i) As EPS is a loss per share for 2006, any potential ordinary shares would be anti-dilutive. As a result, loss per share is

identical for basic and diluted EPS calculations.
Basic earnings/(loss) per share

The earnings and weighted average number of ordinary shares used in the calculation of basic earnings/(loss) per share are as
follows:

NOTE CONSOLIDATED
Earnings/(losses) (a) (426,459) 55,999
Earnings/(losses) from continuing operations (a) (4,842,299) (7,425,448)
Weighted average number of ordinary shares for the purposes of
basic earnings/(loss) per share. 76,817,284 52,953,293

(a) Earnings/(losses) used in the calculation of total basic earnings/(losses) per share and basic earnings/(losses) per share from
continuing operations reconciles to net profit/(loss) in the income statement as follows:

CONSOLIDATED

Net profit/(loss) (426,459) 55,999
Earnings/(losses) used in the calculation of basic EPS (426,459) 55,999
Adjustments to exclude profit for the period from discontinued operations (4,415,840) (7,481,447)
Losses used in the calculation of basic EPS from continuing operations (4,842,299) (7,425,448)

Diluted earnings/(losses) per share

The earnings/(losses) and weighted average number of ordinary shares used in the calculation of diluted earnings/(losses) per share
are as follows:

NOTE CONSOLIDATED
Earnings/(losses) (a) (426,459) 55,999
Losses from continuing operations (a) (4,842,299) (7,425,448)

Weighted average number of ordinary shares for the purposes of diluted
earnings/(losses) per share (b),(c),(d) 77,211,694 53,249,346

(a) Earnings/(losses) used in the calculation of total diluted earnings/(losses) per share and diluted earnings/(losses) per share from
continuing operations reconciles to net profit/(loss) in the income statement as follows:

CONSOLIDATED

Net profit/(loss) (426,459) 55,999
Earnings/(losses) used in the calculation of diluted EPS (426,459) 55,999
Adjustments to exclude profit for the period from discontinued operations (4,415,840) (7,481,447)
Losses used in the calculation of diluted EPS from continuing operations (4,842,299) (7,425,448)
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NOTE 22 EARNINGS/(LOSS) PER SHARE (cont...)

(b) The weighted average number of ordinary shares for the purposes of diluted earnings/(losses) per share reconciles to the
weighted average number of ordinary shares used in the calculation of basic earnings/(losses) per share as follows:

CONSOLIDATED

Weighted average number of ordinary shares used in the calculation of basic EPS 76,817,284 52,953,293
Shares deemed to be issued for no consideration in respect of:
Pegasus Corporate Finance options 39,146 —
Share based fees for JLM 355,264 296,053
Weighted average number of ordinary shares used in the calculation of diluted EPS 77,211,694 53,249,346

(c) The following potential ordinary shares are not dilutive and are therefore excluded from the weighted average number of
ordinary shares for the purposes of diluted earnings/(losses) per share:

CONSOLIDATED

Non-renounceable rights issue — 2,657,133
Nottacar Investments Pty Ltd options 150,000 150,000
Resource Capital Funds Il L.P. options 3,313,273 3,313,273
Employee Share Option Plan options 2,645,650 —

6,108,923 6,120,406

(d) There were no converted, lapsed, or cancelled potential ordinary shares included in the calculation of diluted earnings/(losses)
per share.

NOTE 23 COMMITMENTS FOR EXPENDITURE

CONSOLIDATED PARENT ENTITY

Capital expenditure commitments

Fitout and associated assets

Not longer than 1 year — 57,514 — —
Longer than 1 year and not longer than 5 years — — — —
Longer than 5 years — — — —

— 57,514 — —
Lease commitments
Non-cancellable operating lease commitments are
disclosed in note 25 to the financial statements.
NOTE 24 CONTINGENT LIABILITIES AND CONTINGENT ASSETS
(i) Under the CSIRO Research Agreement, CSIRO engaged the Company’s wholly-owned subsidiary, Advanced

Magnesium Technologies Pty Ltd, to conduct further research into production of magnesium from magnesite, and
provided AMT with $50,000,000 of cash funding in two tranches (December 2001 and December 2002).

If commercial production were to commence, AMT would be obliged to pay production royalties of a minimum value of
$75,000,000 over the first twenty years. AMT would recognise a liability for the present value of this amount upon
commencement of commercial magnesium metal production, based on production forecasts current at that time.
With the decision to terminate the Stanwell Magnesium Project there is no future royalty obligations at Balance Date.

(ii) Advanced Magnesium Technologies Pty Ltd, a wholly-owned subsidiary of AML, had entered into a contract with IMS

Experts-Conseils, Inc (IMS) a Canadian corporation, for the licensing of technology to AMT for the Stanwell Magnesium
Project. IMS claimed licensing fee instalments due on dates after the contract terminated. Export Development Canada
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NOTE 24 CONTINGENT LIABILITIES AND CONTINGENT ASSETS (cont...)

(EDC) a Canadian Government entity, is a provider of trade credit insurance and insured IMS on accounts receivable
under its contract with AMT. EDC has advised it paid an amount of C$410,000 (A$439,000) to IMS and now claims that
amount from AMT as IMS has assigned its rights to EDC.

This contingent liability was first disclosed in the 31 December 2003 half year report and there has been no further
contact since the date of publishing that report. The Directors continue to believe neither IMS, nor EDC as the assignee
of IMS’ rights, has a valid claim against AMT. AMT will defend any such claim if action is taken against it.

(iii) As part of the QMAG Sale Agreement, AML has agreed that if it is able to structure a Finance Co-operation Agreement

that generates additional value to AML, AML will pay to RCF an amount equal to 25% of that additional value generated
as such value is realised. This agreement expires 36 months after the QMAG date of completion on 1 December 2004.

NOTE 25 LEASES

Operating Lease Arrangements

Office Premises — Brisbane, Australia (six year lease from July 2005 with an option to extend for another three years).
Internet — Brisbane, Australia (two year lease from April 2005 for internet services).
Office Premises — Heidelberg, Germany (five year lease from March 2006 with an option to extend for another three years).

NOTE CONSOLIDATED PARENT ENTITY

Non-cancellable operating lease
payments in respect of premises
Not longer than 1 year 190,253 106,213 132,217 106,213
Longer than 1 year and no longer
than 5 years 379,398 510,073 135,365 510,073
Longer than 5 years — 152,268 — 152,268

569,651 768,554 267,582 768,554

In respect of non-cancellable operating
leases the following liabilities have been

recognised:

Current: Fitout incentives 15 15,800 = = =

Non-current: Fitout incentives 18 63,200 — = —
79,000 — — —

NOTE 26 SUBSIDIARIES

Parent entity

Advanced Magnesium Limited Australia

Subsidiaries

Australian Magnesium Investments Pty Ltd Australia 100% 100%

Advanced Magnesium Technologies Pty Ltd (a) Australia 100% 100%

AM Technologies Pty Ltd (b) Australia 100% 100%

AMC Magmetal Pty Ltd (c) Australia — 100%

AMC People Services Pty Ltd Australia 100% 100%

AMT North America, Inc (d) USA 100% 100%

Australian Magnesium Europe BV Netherlands 100% 100%

AMT Europe GmbH (e) Germany 100% 100%

(a) Renamed from Australian Magnesium Operations Pty Ltd on 12 January 2005

(b) Renamed from MG Magnesium Pty Ltd on 12 January 2005

(c) Deregistered on 7 August 2005

(d) Renamed from AMC North America, Inc on 20 January 2005 (Delaware) and 31 January 2005 (Kentucky)
(e) Renamed from Australian Magnesium Europe GmbH on 30 May 2006
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NOTE 27 SEGMENT INFORMATION

Products and services within each geographical segment

For management purposes, the consolidated entity is organised into three major operating divisions — Europe, North America and Asia
Pacific and one corporate division including Australia. These divisions are the basis on which the consolidated entity reports its primary
segment information. The principal products and services of each of these divisions comprise the business segments as follows:

Magnesium alloys including AM-lite, AM-HP2, AM-SC1 and AM-cast;
Magnesium handling technologies including AM-cover and AM-converter;
Magnesium consulting activities; and

Magnesite mining previously with the QMAG operating division (now sold).

The costs of corporate, finance and administration for the Group are managed by the parent entity at the head office in Brisbane,
Australia.

Intersegment revenue

The activities of AMT Europe GmbH and AMT North America, Inc. are carried out in their respective regions as agents of Advanced
Magnesium Technologies Pty Ltd. These overseas entities charge AMT, an agency fee equivalent to 107.5% of costs incurred.

Continuing Operations
Revenue from external

customers 268,501 78,802 9,162 — 85477 6,579 — — 363,140 85,381
Intersegment revenue 1,560,074 1,471,283 556,570 361,306 — — (2,116,644) (1,832,589) = —
Total sales revenue 1,828,575 1,550,085 565,732 361,306 85,477 6,579 (2,116,644) (1,832,589) 363,140 85,381
Other income 2,059 657 — 1,400 — — 2,123,791 133,152 2,125,850 135,209
Foreign exchange gain — — — — — — 106,082 572,626 106,082 572,626
Gain on sale of assets — — — — — — 69,048 458,642 69,048 458,542
Interest revenue 1,192 118 — — — — 710,286 400,855 711,478 400,973
Gross expenditure (1,474,043) (1,589,645) (561,460) (330,854) (417,363) — (5,668,003) (7,106,359) (8,120,869) (9,026,858)
Continuing operations

Profit/(Loss) before tax 357,783 (38,785) 4,272 31,852 (331,886) 6,579 (4,775,440) (7,373,773) (4,745271) (7,374,127)
Income tax (97,028) (51,321) — — — — — — (97,028) (51,321)
Continuing Operations

Profit/(Loss) after tax 260,755 (90,106) 4,272 31,852 (331,886) 6,579 (4,775,440) (7,373,773) (4,842,299) (7,425,448)

Discontinuing Operations
Discontinuing operations

Profit/(Loss) before tax — (1,273,939) — (212,958) — (1,538,149) 4,415,840 10,506,493 4,415,840 7,481,447
Income tax = — = — — — = — = —
Discontinuing Operations

Profit/(Loss) after tax — (1,273,939) — (212,958) — (1,538,149) 4,415,840 10,506,493 4,415,840 7,481,447
Net result 260,755 (1,364,045) (181,106) (331,886) (1,531,570) (359,600) 3,132,720 (426,459) 55,999
Segment Assets

Total assets 481,322 441,507 168,608 130,416 — — 13,130,785 8,564,593 13,780,715 9,136,516

Segment Liabilities
Total liabilities (170,120) (280,097) (43,653) (14,638) —

(©35178)  (5569851)  (1,148951)  (5:864,586)

Segment Disclosures
Acquisition of segment

fixed assets — 31,694 13,758 — — — 86,813 1,763,942 100,571 1,795,636
Depreciation and

amortisation 17,232 1,181 4,585 2,702 — — 149,859 248,354 171,676 252,237
Credit on reversal of

licencing liability — — — — — — (4,838,370) — (4,838,370) =
Impairment losses — — — — — — 467,546 493,740 467,546 493,740
Non-cash share based

payments — — — — — — 554,078 227,896 554,078 227,896

Segment disclosures

e n————

Revenue from external

customers 171,768 6,579 181,875 35,1 9,497 43,658 — 27,642,118 363,140 27,727,499
Segment fixed assets 379,775 449,672 — — — — — — 379,775 449,672
Acquisition of segment

fixed assets 100,571 — — 276,697 — — — 1,518,939 100,571 1,795,636
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NOTE 28 DISCONTINUED OPERATIONS

QMAG Joint Venture operations

The magnesia operation produced raw magnesite and calcined, deadburned and electrofused magnesia, and marketed this
predominantly to steel refractory, agricultural and general chemical industries. In the previous financial year on 1 December 2004,
AML and its related subsidiaries disposed of the QMAG business and associated assets to Resource Capital Fund Il L.P. (‘RCF”).

(a) Financial performance information relating to the QMAG operations

Revenue

Expenses

Profit before income tax
Income tax expense
Profit after income tax

Cash flow information relating to the QMIAG operations
Net cash inflow from operating activities

Net cash outflow from investing activities

Net cash outflow from financing activities

Total cash outflow

Other disclosures required regarding discontinuation of the QMAG operations

Carrying amount/net settling price of assets, including effect of ANZ loan
Gain on sale of QMAG operations
Income tax attributable to gain on sale

(b) Stanwell Magnesium Plant

CONSOLIDATED

30 June
2006
$

30 June
2005
$

37,526,868
(32,356,906)
5,169,962

5,169,962

922,000
(832,000)
(137,000)

nil

(47,000)

76,000
5,959,683
nil

The Magnesium Primary Production business was being pursued through the Stanwell Magnesium Project (SMP) and involved the
development and construction of a 97,000 tonne per annum magnesium metal and alloy plant at Stanwell in Central Queensland.
The Annual Report for the year ended 6 July 2004 outlined at note 5 the shareholders’ decision to terminate the Stanwell Magnesium

Project.

Financial performance information for the years ended 30 June 2006
and 30 June 2005

Revenue

Expenses
Credit on grant of Engineering Technology licence related to settlement of
licensing payable

Profit/(Loss) before income tax
Income tax expense
Profit/(Loss) after income tax

Carrying amount of assets and liabilities at 30 June 2006 and 30 June
2005

Receivables
Property, plant and equipment
Total Assets

Payables
Provisions
Total Liabilities

CONSOLIDATED

30 June 30 June
2006 2005

$ $
(422,530) (3,636,735)
4,838,370 —
4,415,840 (3,636,735)
4,415,840 (3,636,735)
— 937,800

— 937,800

— 4,838,370

— 4,838,370
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NOTE 28 DISCONTINUED OPERATIONS (cont...)

CONSOLIDATED

Net Liabilities — (3,900,570)

Cashflow information for the years ended 30 June 2006 and 30 June 2005

Net cash outflow from operating activities — (325,698)
Net cash inflow from investing activities 515,270 1,375,974
Net cash inflow/(outflow) from financing activities — —
Total cash inflow 515,270 1,050,276

NB: cash balances subsumed within group and not shown separately as Stanwell Magnesium Project cash.

On 29 September 2005, the Advanced Magnesium Limited Group agreed to grant Alcan International Limited an exclusive licence to
use and to sub-licence the Engineering Technology which AML developed for the Stanwell Magnesium Project. This transaction
extinguished the last remaining liability related to the SMP. The Group retains access to the technology it has developed over many
years.

(c) Icelandic Magnesium Company Limited

On 31 August 2004, the Group sold the entire share capital in Icelandic Magnesium Company Limited. There were no operations in
the period to disposal on 31 August 2004.

CONSOLIDATED

Loss on sale of IMC — (11,465)

Further details for this sale are at note 30(b).
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