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MANAGER'S REPORT

The Directors of Tropical Forestry Services Ltd (ACN 080 139 966), the Manager for TFS Sandalwood Project No.2 (“the
Project”), present their report together with the financial statements of the Project for the period ended 30 June 2006.

Directors
The names of the Directors of Tropical Forestry Services Ltd during the period and at the date of this report are:

Frank Cullity WILSON

Graeme Eric SCOTT (resigned 7 November 2005)
Stephen Lee ATKINSON (resigned 27 February 2006)
Ronald Lionel EACOTT

Blaine David KIDD (resigned 7 November 2005)

Julius Luke MATTHYS (resigned 7 November 2005)
Thomas Nash CULLITY (resigned 7 November 2005)
Blake William MYLES (appointed 7 November 2005)

lan McKenzie MURCHISON (appointed 27 February 2006)
lan Ross THOMPSON (appointed 27 February 2006)

Principal Activities

During the period the principal activity of the Project was the management of a Sandalwood plantation.
Change of State of Affairs

There was no significant change in the state of affairs of the Project.

Results of Operations and Likely Developments

The Project made a profit for the financial year ended 30 June 2006 of $751,676 (2005: $637,120).
This is due to the increment in the valuation of the sandalwood trees.

The plantation was established in 2000 and is now 6 years old.

The price of Sandalwood continues to rise at the Indian auctions in Tamil Nadu and at the latest auction in April 2006, the price
had risen to approximately A$105,000 per tonne on average.

This compares with an average price per tonne of approximately A$93,000 at the same auctions in July 2005.
Expert Forester’s Report
An extract from a report on the Plantation by our independent expert forester, Mr Peter Kimber follows:

The 2005/2006 wet season extended over a longer period with far more intense rainfall than usual and the 2006 dry season has
been a cold one. The March rainfall, in particular, caused widespread flooding and waterlogging which resulted in isolated
outbreaks of infection by the root-rotting water mould Phythophthora which may have resulted in some sandalwood mortalities.

Access tracks, water supply channels for irrigation, and drains to remove excess water from the plantations were all maintained to
a high standard. Access tracks were frequently graded and sprayed with herbicides. Water supply channels were delved to
maintain their profile and to ensure unimpeded flows of irrigation water, and drains were periodically cleared of silt with a
backhoe. Both channels and drains were maintained in weed-free condition using periodic herbicide applications.

Maintenance of infrastructures and firebreaks were carried out. The Plantations were also irrigated regularly based on readings
from the “Diviner 2000” moisture monitor.

The intense and extended wet season of 2005-2006 has allowed an expansion in numbers and the area covered by Leucena
glauca trees. A method of killing the Leucena using an arborcide without affecting the adjacent sandalwood trees has been
developed by the Kununurra management team, and will be applied operationally to this plantation as a matter of priority.
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MANAGER'S REPORT (CONTINUED)

In the southern approximately one-third of the plantation, volunteer Leucena trees were encouraged as a host for the
sandalwood, the planted hosts being very low in numbers. To keep the very vigorously growing Leucena under control, thetrees
were slashed vertically and topped twice during the year using a mango hedging machine.

The central one third of the plantation has until recently demonstrated very poor development of host trees. This situation has
changed for the better and the main host species, Cathormion umbellatum is now growing vigorously and performing its hosting
function more effectively. With the addition of Indian rosewood (Dalbergia latifolia) hosts that were successfully introduced into
the plantation a few years ago, this part of the plantation in improving rapidly. An attempt will be made to increase the number of
Dalbergia hosts next wet season.

We are currently planting Sesbania in every second host row in order to improve the host situation, the Seshania will be
established under a temporary trickle irrigation regime until the rains are frequent enough allow them to grow through the wet
season. We believe that the seshania will rapidly provide hosting for the sandalwood in 83A and when they die the alternate
access row can be planted which should carry the SW through to maturity.

The southern third of the plantation was planted with two host species at the outset, and the hosts and the sandalwood were
planted in separate rows. Itis developing well.

Wild passionfruit vines became a problem in the more open parts of the plantation and were controlled by hand pulling the roots
and spraying of any regrowths that subsequently appeared.

This Plantation is continuing to recover after a difficult start and although the trees are somewhat below optimum size for their

age, we hope that these trees will continue to recover and measurements are being taken on a regular basis to objectively assess
their development.

Auditor’s Independence Declaration

The auditor’s independence declaration for the year ended 30 June 2006 has been received and can be found on page 18 of the
financial report.

For and on behalf of the Directors of Tropical Forestry Services Ltd:

Frank Cullity Wilson

Perth, 15t day of November, 2006
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Independent Audit Report

To the Members of TFS Sandalwood Project No.2 (CONTINUED)

Audit Opinion
In our opinion, the financial report of TFS Sandalwood Project No.2 is in accordance with:
(@) the Corporations Act 2001, including:

(i) giving a true and fair view of the project’s financial position as at 30 June 2006 and of their performance for
the year ended on that date; and

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

(b) other mandatory financial reporting requirements in Australia.

RIX LEVY FOWLER
Chartered Business Advisors Partner

Ay vy Fooey *
T PHlACA F Fin.

DATED at PERTH this 15" day of November 2006



TFS SANDALWOOD PROJECT NO.2
INCOME STATEMENT
FOR THE YEAR TO 30 JUNE 2006

REVENUE FROM ORDINARY ACTIVITIES
Establishment fees

Lease & management fees

Interest received

Other income:

Net increment in net value of biological assets

EXPENSES FROM ORDINARY ACTIVITIES
Accounting fees

Audit fees

Bad debt/ Provision for impairment of receivables
Bank charges

Filing fees

Leasing expenses

Management fees

Reimbursement of expenses by Manager

NET OPERATING INCOME FROM ORDINARY
ACTIVITIES

The Income Statement should be read in conjunction with the accompanying notes.

NOTE

2006 2005

$ $
68,987 68,387
751,676 637,120
820,663 705,507
. 1,500
1,250 2,000
. 650
27,412 26,812
41575 41575
(1,250) (4,150)
68,087 68,387
751,676 637,120
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TFS SANDALWOOD PROJECT NO.2

BALANCE SHEET
AT 30 JUNE 2006

NOTE 2006 2005

$ $

CURRENT ASSETS
Cash and cash equivalents 2 - -
Trade and other receivables 3 9,306 7,413
Other 4 46,427 46,427
TOTAL CURRENT ASSETS 55,733 53,840
NON CURRENT ASSETS
Biological assets 5 4,131,476 3,379,800
Other 4 324,987 371,414
TOTAL NON-CURRENT ASSETS 4,456,463 3,751,214
TOTAL ASSETS 4,512,196 3,805,054
CURRENT LIABILITIES
Trade and other payables 6 9,306 7,413
Unearned Income 7 46,427 46,427
TOTAL CURRENT LIABILITIES 55,733 53,840
NON CURRENT LIABILITIES
Unearned Income 7 324,987 371,414
TOTAL NON-CURRENT LIABILITIES 324,987 371,414
TOTAL LIABILITIES 380,720 425,254
NET ASSETS 4,131,476 3,379,800
GROWERS' FUNDS
Undistributed income reserve 8 4,131,476 3,379,800
EQUITY 4,131,476 3,379,800

The Balance Sheet should be read in conjunction with the accompanying notes.
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TFS SANDALWOOD PROJECT NO.2
STATEMENT OF CHANGES IN GROWERS' FUNDS
FOR THE YEAR TO 30 JUNE 2006

Balance at 1.7.2004

Profit for period

Sub-Total

Distributions provided for or paid
Balance at 30.6.2005

Balance at 1.7.2005

Profit for period

Sub-Total

Distributions provided for or paid
Balance at 30.6.2006

Undistributed
NOTE Income Total
$ $
2,742,680 2,742,680
637,120 637,120
3,379,800 3,379,800
3,379,800 3,379,800
3,379,800 3,379,800
751,676 751,676
4,131,476 4,131,476
4,131,476 4,131,476

The Statement of Changes in Grower’s Funds should be read in conjunction with the accompanying notes.
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TFS SANDALWOOD PROJECT NO.2
CASHFLOW STATEMENT
FOR THE YEAR TO 30 JUNE 2006

CASH FLOWS FROM OPERATING ACTIVITIES
Inflows

Receipts from growers

Interest received

(Outflows)

Payments to suppliers

Bank charges

CASH FLOWS FROM (USED IN) INVESTING
ACTIVITIES
Payment for establishment of plantations

CASH FLOWS FROM (USED IN) FINANCING
ACTIVITIES
Other

Net increase / (decrease) in cash held
Cash at beginning of financial year

Cash at end of financial year

NOTE

10(b)

10(a)

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

2006 2005
$ $
27,566 27,261
(27,566) (27,261)
0
0
0

TFS SANDALWOOD PROJECT NO.2



NOTES TO AND FORMING PART OF THE FINANCIAL STATEMENTS
FOR THE YEAR 30 JUNE 2006

1. SUMMAY OF SIGNIFICANT ACCOUNTING POLICIES
(a) Basis of Preparation

The financial report is a general purpose financial report which has been prepared in accordance with the Project’s constitution
and the requirements of the Corporations Act 2001, which includes applicable accounting standards. Other mandatory
professional reporting requirements (Urgent Issues Group Interpretations) have also been complied with.

The project reviewed its accounting policies on 1 July 2005 to comply with A-IFRS. 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 1 July 2004 as the date of transition. There were however no material changes of policy required for the project
as a result of the transition to A-IFRS.

The financial report has been prepared on an accruals basis and is based on historical costs, except for Sandalwood trees (which
are biological assets), which are recorded at net market value. This report does not take into account changing money values or,
except where stated, current valuations of non current assets. Cost is based on the fair values of the consideration given in
exchange for assets.

(b) Revenue Recognition

Revenue is recognised to the extent that it is probable that the economic benefits will flow to the Project and the revenue can be
reliably measured. All revenue is stated net of the amount of goods and services tax (GST). Specific revenues are recognised as
follows.

Operations revenue:

e Timber Lot sales (Establishment Fees) are recognised as revenue on acceptance of the application by the manager. The
directors of the manager are of the view that this recognition policy most appropriately reflects the timing in which the
probability of the economic benefits flows to the entity based on commitments made by investors and costs expended to
date.

e Lease and Management Fees are recognised as revenue in the period to which they relate.

(c) Biological assets

Sandalwood trees are measured at the Manager's Director's assessment of their market value at each reporting date. The net
market value is determined as being the net present value of expected future cash flows (discounted at a risk adjusted rate).

Net increments or decrements in the market value of the Sandalwood trees are recognised as revenues or expenses in the
Statement of Financial Performance, determined as:

(i) the difference between the total net market values of the trees recognised as at the beginning of the period and the
total net market values of the trees recognised as at the reporting date; less
(i) costs incurred during the reporting period to acquire and plant Sandalwood trees.

Costs incurred in maintaining or enhancing trees are recognised as expenses when incurred. Therefore, those costs are not
included in the determination of the net increment in net market values.

(d) Income Tax

Under current legislation, the scheme is not subject to income tax provided the Growers are presently entitled to the income of the
Project.

Unrealised gains and losses on investments which are regarded as income, are transferred to Growers’ funds and are not
distributable and assessable until realised. When income is realised, tax will be paid by the growers at the marginal rates of tax
that exist under the relevant tax legislation at the date of realisation.

(e) Cash and Cash Equivalents

For the purposes of the Statement of Cash Flows, cash and cash equivalents includes cash on hand and in banks, and short-term
deposits at call.
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NOTES TO AND FORMING PART OF THE FINANCIAL STATEMENTS
FOR THE YEAR 30 JUNE 2006 (CONTINUED)

(f) Trade and other Receivables

Trade receivables are recognised and carried at original invoice amount, or the amount due less a provision for any uncollectible
debts. An estimate for doubtful debts is made when collection of the full amount is no longer probable. The amount provided for
is the portion of deemed uncollectible after the value of trees as security has been taken into account. Bad debts are written off

as incurred. Amounts due from growers are recognised and carried at the amount stated in the loan agreement plus accrued
interest, less any principal repayments received.

(g) Trade and other Payables

Liabilities for creditors and other amounts are carried at cost which is the fair value of the consideration to be paid in the future for
goods and services received, whether or not billed to the consolidated entity. Payables to related parties are carried at the
principal amount. Interest is recognised as an expense on accruals basis. Deferred cash settlements are recognised at the
present value of the outstanding consideration payable on the acquisition of an asset discounted at prevailing commercial
borrowing rates.

(h) Unearned Income

Prepaid Lease and Management Fees are recognised on a straight line basis over the term of the project as this is considered to
closely approximate the value of the service provided. The unearned portion is deferred and recorded as unearned income.

(i) Goods and Services Tax
Revenues, expenses and assets are recognised net of the amount of GST, except where the amount of GST incurred is not
recoverable from the Australian Taxation Office. In these circumstances the GST is recognised as part of the cost of acquisition of

the asset or as part of an item of the expense. Receivables and payables in the Balance Sheet are shown inclusive of GST.

Cash flows are presented in the cash flow statement on a gross basis, except for the GST component of investing and financing
activities, which are disclosed as operating cash flows.

(j) Impairment of Assets

At each reporting date, the economic entity reviews the carrying values of its tangible and intangible assets to determine whether
there is any indication that those assets have been impaired. If such an indication exists, the recoverable amount of the asset,
being the higher of the asset’s fair value less costs to sell and value in use, is compared to the asset's carrying value. Any
excess of the asset’s carrying value over its recoverable amount is expensed to the income statement.

(k) Financial Instruments

Financial instruments are initially measured as cost on trade date, which includes transaction costs, when the related contractual
rights or obligations exist. Subsequent to initial recognition these instruments are measured as set out below.

Financial assets at fair value through profit and loss

A financial asset is classified in this category if acquired principally for the purpose of selling in the short term or if so designated
by management and within the requirements of AASB 139: recognition of Measurement of Financial Instruments.

Loans and receivables

Loans and receivables are non-derivative financial assets with fixed or determinable payments that are not quoted in an active
market and are stated at amortised cost using the effective interest rate method.

Held-to-maturity investments

These investments have fixed maturities, and it is the group’s intention to hold these investments to maturity. Any held-to-
maturity investments held by the group are stated at amortised cost using the effective interest rate method.

Available-for-sale financial assets

Available-for-sale financial assets include any financial assets not included in the above categories. Available-for-sale financial
assets are reflected at fair value. Unrealised gains and losses arising from changes in fair value are taken directly to equity.
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NOTES TO AND FORMING PART OF THE FINANCIAL STATEMENTS
FOR THE YEAR 30 JUNE 2006 (CONTINUED)

Financial Liabilities

Non-derivative financial liabilities are recognised at amortised cost, comprising original debt less principal payments and
amortisation.

Fair value

Fair value is determined based on current bid prices for all quoted investments. Valuation techniques are applied to determine
the fair value for all unlisted securities, including recent arm’s length transactions, reference to similar instruments and option
pricing models.

Impairment
At each reporting date, the entity assesses whether there is objective evidence that a financial instrument has been impaired. In

the case of available-for-sale financial instruments, a prolonged decline in the value of the instrument is considered to determine
whether an impairment has arisen. Impairment losses are recognised in the income statement.

() Comparative Figures

When required by Accounting Standards, comparative figures have been adjusted to conform to changes in presentation for the
current financial year.
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NOTES TO AND FORMING PART OF THE FINANCIAL STATEMENTS
FOR THE YEAR TO 30 JUNE 2006 (CONTINUED)

NOTE

2. CASH
Cash at bank

3. TRADE AND OTHER RECEIVABLES
Outstanding fees (i)
Less: Provision for impairment of receivables

(i) Outstanding fees represent moneys receivable from growers for the
cost of establishment of the plantation. No interest has been charged
on amounts due.

4. OTHER ASSETS
Current
Prepayments (i)

Non Current
Prepayments (i)

(i) prepayments represent lease and management fees paid to the manager
in advance of the period in which the lease and management services
are to be provided.

5. BIOLOGICAL ASSETS
Sandalwood trees at cost of establishment (still to be planted at balance date)
Sandalwood trees at net market value (planted at balance date)

(a) Physical quantity of sandalwood trees planted and owned
Number of sandalwood trees

Area under lease (planted)
Area under lease (to be planted)
Growers in project (units)

(b) Nature of Asset

2006 2005
$ $
9,306 7,413
9,306 7,413
46,427 46,427
324,987 371,414
4,131,476 3,379,800
4,131,476 3,379,800
9,511 9,511
33.0 33.0
0.0 0.0
198 198

Investors in the TFS Sandalwood Project No.2 who are referred to as “Growers” subscribed for Sandalwood Lots of size one-sixth

of a hectare each upon which Sandalwood trees have been established.

The Sandalwood plantation is situated at King Location 385, approximately 8 kilometres from the Western Australian township of

Kununurra.

The land upon which the Sandalwood plantation is located is owned by an associate of the Manager. Growers lease the land
from the Manager for the duration of the Project. The Project will continue in operation until the date on which the last of the
Growers has been advised that the produce of the Sandalwood crop from each leased area which is leased by the Grower has
been harvested and that the relevant Lease and Management Agreement has been terminated but in any event, not later than 30

June 2015.

The net market value of the Sandalwood trees has been determined in accordance with a Directors’ valuation in accordance with

the AASB's to reflect the market value of plantation.

TFS SANDALWOOD PROJECT NO.2
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NOTES TO AND FORMING PART OF THE FINANCIAL STATEMENTS
FOR THE YEAR TO 30 JUNE 2006 (CONTINUED)

(c) Significant Assumptions
Significant assumptions made in determining the net market value of the trees are:

e 100% of the trees will be harvested and sold in 2014/2015;

« the price of Sandalwood is constant in real terms;

« the costs expected to arise on harvest are constant in relative terms; and

» the pre-tax average real rate at which the net cash flows have been discounted is at 17% per annum

Cash flows exclude income taxes and are expressed in real terms.

NOTE 2006 2005
$ $

6. TRADE AND OTHER PAYABLES
Trust funds payable to manager (i) 9,306 7,413
GST payable - -
Other - -

9,306 7,413
(i) Trust funds payable to the manager represents the sum of monies
payable by growers to the manager under the lease and management
agreement yet to be paid across. No interest in payable on outstanding
amounts.
7. UNEARNED INCOME
Current
Prepaid lease & management fees 46,427 46,427
Non Current
Prepaid lease & management fees 324,987 371,414
Represents lease and management fees received in advance of services provided.

NOTE 2006 2005
$ $

8. CASH FLOW INFORMATION
(a) Reconciliation of cash
Cash balance comprises:
Cash at bank
(b) Reconciliation of net operating income to net
cash flows from operating activities
Net operating income 751,676 637,120
Adjustments:
(Increase) / decrease in net receivables (1,893) (1,539)
(Increase) / decrease in prepayments 46,427 46,426
(Increase) / decrease in market value of sandalwood trees (751,676) (637,120)
Increase / (decrease) in GST payable - -
Increase / (decrease) in accounts payable 1,893 1,539
Increase / (decrease) in unearned income (46,427) (46,426)

Net cash inflow / (outflow) from operating activities.
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