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PricewaterhouseCoopers LLP
Chartered Accountants
PricewaterhouseCoopers Place
250 Howe Street, Suite 700
Vancouver, British Columbia
Canada V6C 357

Telephone +1 (604) 806 7000

Facsimile +1 (604) 806 7806

Auditors' Report

To the Shareholders of

Peace Arch Entertainment Group Inc.

We have audited the consolidated balance sheet of Peace Arch Entertainment Group Inc. as at August 31, 2003 and
the consolidated statements of earnings, deficit and cash flows for the year then ended. These financial statements are
the responsibility of the company's management. Our responsibility is to express an opinion on these financial
statements based on our audit.

We conducted our audit in accordance with Canadian generally accepted auditing standards and auditing standards
generally accepted in the United States of America. Those standards require that we plan and perform an audit to
obtain reasonable assurance whether the financial statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements. An audit also
includes assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation.
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In our opinion, these consolidated financial statements present fairly, in all material respects, the financial position of
the company as at August 31, 2003 and the results of its operations and its cash flows for the year then ended in
accordance with Canadian generally accepted accounting principles. As required by the British Columbia Company
Act, we report that, in our opinion, these principles have been applied on a basis consistent with that of the preceding
year.

The consolidated balance sheet as at August 31, 2002 and the consolidated statements of earnings, deficit and cash
flows for the years ended August 31, 2002 and 2001 were audited by other auditors who expressed an opinion without
reservation on those statements in their report dated December 6, 2002.

"PricewaterhouseCoopers LLP"

Chartered Accountants

Vancouver, British Columbia

December 6, 2003

PricewaterhouseCoopers refers to the Canadian firm of PricewaterhouseCoopers LLP and the other member firms of PricewaterhouseCoopers International
Limited, each of which is a separate and independent legal entity.

Peace Arch Entertainment Group Inc.
Consolidated Balance Sheet

As at August 31, 2003

(expressed in Canadian dollars)
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Assets

Cash and cash equivalents

Accounts and other receivables (note 3)

Investment in film and television programming (note 4)

Prepaid expenses and deposits

Property and equipment (note 5)

Deferred financing costs

Liabilities

Production loans (note 7)

Accounts payable and accrued liabilities

Deferred revenue

Deferred gain (note 8)

Distribution obligation (note 10)

Term loans (note 12)

Obligation to issue shares (note 9(d))

Shareholders' Equity (Deficiency)

Capital stock (note 13)

2003

$

911

14,747

20,805

407

35

36,905

17,973

2,973

8,823

2,312

2,887

34,968

35,878

2002

1,968

3,871

3,688

206

842

188

10,763

1,855

2,650

1,197

436

9,892

16,030

31,870
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Contributed surplus (note 10) 337 -

Other paid-in capital 680 680

Deficit (34,958) (37,817)
1,937 (5,267)
36,905 10,763

Nature of operations (note 1)

Commitments and contingencies (note 17)

Approved by the Board of Directors

"Gary Howsam" Director "Richard
Watson" Director

The accompanying notes are an integral part of these consolidated financial statements.

Peace Arch Entertainment Group Inc.
Consolidated Statement of Earnings

For the year ended August 31, 2003

(expressed in thousands of Canadian dollars, except per share amounts)

2003 2002 2001

Revenue 21,465 6,494 54,900
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Expenses
Amortization of investment in film and television
programming and other production costs (note 4) 18,324 6,639 57,612
Writedown of investment in film and television
programming 278 - -
Other production and distribution costs 225 615 1,755
Selling, general and administrative 3,088 3,160 4,630
Other amortization 230 476 748
Bad debt (note 9(d)) - 1,675 -
22,145 12,565 64,745
Loss from operations before the undernoted (680) (6,071) (9,845)
Interest income 125 597 499
Interest expense (note 14) (495) (2,364) (2,295)
Loss on disposal of subsidiary (note 10) (164) - -
Foreign exchange gains 778 59 109
Gain on modification of debt (note 9(d)) 3,094 - -
Write-off of goodwill (note 6) - (166) (2,665)
Gain on sale of assets (note 8) 127 176 233
Earnings (loss) before income taxes 2,785 (7,769) (13,964)
(Recovery of) provision for income taxes (74) (748) 316
Net earnings (loss) for the year 2,859 (7,021) (14,280)

Net earnings (loss) per common share (note 15)

Basic 0.24 (1.81) (3.71)

Diluted 0.19 (1.81) (3.71)

The accompanying notes are an integral part of these consolidated financial statements.

Peace Arch Entertainment Group Inc.
Consolidated Statement of Deficit

For the year ended August 31, 2003
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(expressed in Canadian dollars)

2003 2002 2001
$ $ $
Balance - Beginning of year (37,817) (30,796) (16,516)
Net earnings (loss) for the year 2,859 (7,021) (14,280)
Balance - End of year (34,958) (37,817) (30,796)
The accompanying notes are an integral part of these consolidated financial statements.
Peace Arch Entertainment Group Inc.
Consolidated Statement of Cash Flows
For the year ended August 31, 2003
(expressed in Canadian dollars)
2003 2002 2001
$ $

Cash flows from operating activities

Net earnings (loss) for the year

Items not affecting cash

Amortization of film and television programming (note 4)
Amortization of deferred financing costs

Other amortization

Interest on debt discount

Loss on disposal of subsidiary

2,859

18,324

230

164

(7,021)

4,070
470
476
250

(14,280)

50,970
358
748
221
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Gain on sale of assets (127) (176) (233)
Gain on modification of debt (3,094) - -
Writedown of investment in film and television
programming 278 - -
Write-off of goodwill - 166 2,665
Bad debt (note 9(d)) - 1,675 -
Investment in film and television programming (15,572) (324) (39,621)
Changes in non-cash operating working capital (note 16) (5,701) 19,991 (13,703)
(2,639) 19,577 (12,875)

Cash flows from investing activities

Trademarks - (D) (17
Property and equipment (38) 44) (178)
Proceeds on sale of assets - net 49 5,870 -

11 5,825 (195)

Cash flows from financing activities

Issuance of common shares - net 1,390 - 196
Issuance of production loans 8,211 - 12,650
Repayment of production loans (7,330) (16,592) -
Repayment of term loans (700) (10,819) (258)
1,571 (27,411) 12,588
Decrease in cash and cash equivalents (1,057) (2,009) (482)
Cash and cash equivalents - Beginning of year 1,968 3,977 4,459
Cash and cash equivalents - End of year 911 1,968 3,977

Supplemental cash flow information

Interest paid 24 1,978 1,217
Income taxes paid - 18 12
Income taxes recovered 74 349 8

Non-cash transactions
Conversion of an accounts payable to debt - 6,626 -

Increase in investment in film and television
programming
and debt - 1,158 -
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Distribution rights acquired (note 10) 2,649 - -
Note receivable on sale of property (note 8) - 1,000 -
Liabilities and receivable from co-producer - 1,675 -
Discounts on debt - 213 332
Distribution obligation (note 10) 2,312 - -
Issuance of shares for acquisition of subsidiary and other

assets 2,500 - -
Obligation to issue shares (note 9(d)) 2,887 - -

The accompanying notes are an integral part of these consolidated financial statements.

Peace Arch Entertainment Group Inc.
Notes to Consolidated Financial Statements

August 31, 2003

(Amounts in tables expressed in thousands of Canadian dollars, except per share amounts)

Nature of operations

Based in Toronto, Vancouver and London, England, Peace Arch Entertainment Group Inc., together with its
subsidiaries, (collectively, the company) is a fully integrated company that creates, develops, produces and distributes
film, television and video programming for worldwide markets.

During the year ended August 31, 2002, the company experienced significant financial difficulties and there was
substantial doubt about the appropriateness of the company's use of the "going concern" assumption.

During the year ended August 31, 2003, the company underwent significant restructuring to its business operations.
As described more fully in the following notes, the company acquired various film assets, including all of the issued
share capital of GFT Entertainment Inc. GFT Entertainment Inc. was the parent company of five film production
companies, each of which, at the time of acquisition, had partially completed a film production.

Liquidity risks

These financial statements have been prepared on a going concern basis, which assumes the realization of assets and
the settlement of liabilities in the normal course of operations.

There are many business risks associated with producing and distributing films and television programs including,
among others, significant competition, the possibility of cost overruns, the lack of appropriate and available financing,

11
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changes in audience tastes and film market conditions.

During the year ended August 31, 2002, the company experienced financial difficulties, with its liabilities exceeding
its assets. During the year ended August 31, 2003, management of the company undertook various initiatives to
improve liquidity of the company, increase its revenues and reduce its costs including: (a) renegotiating its term loans
with its principal lenders (as described in note 9(d)); (b) acquiring the business operations of GFT Entertainment Inc.
(as described in note 9(c)); (c) raising additional general corporate financing and production development financing;
and (d) implementing a cost reduction plan in conjunction with a new management team.

The company attempts to secure financing for films prior to the production stage, thereby limiting the company's
financial risk to any single production, and preserving working capital for business operations and development
activities.

As at August 31, 2003, the company's cash and cash equivalents amounted to $911,000 compared to $1,968,000 in the
prior year. Cash used in operating activities in 2003 amounted to $2,639,000 compared to $19,577,000 cash
generated from operating activities in the prior year. Included in cash used in operating activities in 2003 is the
amount of $15,572,000 invested in film and television programming compared to $324,000 in 2002. The company's
cash requirements were met in the current year by issuing common shares and raising production financing.

(1)

Peace Arch Entertainment Group Inc.
Notes to Consolidated Financial Statements

August 31, 2003

(Amounts in tables expressed in thousands of Canadian dollars, except per share amounts)

At the date of these financial statements, the company has commenced production of nine films which have total
production cost budgets of approximately $25,000,000. Management expects that all films will be delivered in fiscal
2004. All films have been fully financed by a combination of distribution minimum guarantees, pre-sales of certain
rights, tax credits and bank financing, the security for which is limited to future cash flows from exploitation of
previously unsold territories and rights. Such revenues will be recognized as earned over the life of the films'
exploitation. The company currently has committed revenue contracts of approximately $18,000,000 relating to these
films, with the balance of approximately $7,000,000 of costs being funded from bank financing as described. In
addition, the company has operating lease commitments as described in note 17.

Management is continuing to assess a variety of options to improve liquidity and to ensure cash resources are
available to meet the company's commitments as they become due. While management currently believes the plans
summarized above include its best options, other alternatives may develop. Therefore, management's strategy is

12
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subject to change.

Management believes the business plans and financing transactions related to its productions will result in sufficient
cash being generated from operations and the other transactions summarized above to meet its debt obligations and
lease, purchase and other commitments through fiscal 2004.

While management believes its strategy is sound and progress is being made in implementing the strategy, the
company's results for 2004 and future periods are subject to numerous uncertainties. The possibility exists that
unforeseen events and adverse business conditions or a combination of these may affect 2004 and future results and
cash flows.

Accordingly, there are risks that the company's investment in film and television programming may not be recouped

and future net cash flows from productions and distribution arrangements may not be sufficient to cover expenses of
the company.

2

Significant accounting policies

a)

Basis of presentation

The consolidated financial statements of the company are prepared in accordance with generally accepted accounting
principles in Canada and, except as explained and quantified in note 22, comply, in all material respects, with

generally accepted accounting principles in the United States of America.

These consolidated financial statements include the accounts of the company and its subsidiaries, all of which are
wholly owned. All material intercompany balances and transactions have been eliminated.

2)

Peace Arch Entertainment Group Inc.
Notes to Consolidated Financial Statements

August 31, 2003

(Amounts in tables expressed in thousands of Canadian dollars, except per share amounts)

13
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During the year ended August 31, 2003, the majority of the company's film productions were undertaken in
combination with another independent film producer from the United Kingdom. Each party's rights and obligations
are set out in a co-production agreement with the third party producer. Pursuant to such agreements, for accounting
purposes, the company is considered to have control of these productions and records all production costs less
contributions from co-producers as investment in film and television programming. The company retains distribution
rights to Canada whilst the co-producer retains distribution rights to the U.K. with all other distribution rights being
jointly controlled. For those jointly controlled distribution rights, the company records its proportionate share of
revenues, expenses, liabilities and assets pursuant to the agreement.

b)
Revenue recognition
i)

Revenues from film and television programming are recognized only when persuasive evidence of a sale or licensing
arrangement with a customer exists, the film is complete and has been delivered or is available for immediate and
unconditional delivery, the licence period has commenced, the arrangement fee is fixed or determinable, collection of
the arrangement fee is reasonably assured, and other conditions as specified in the respective agreements have been
met.

ii)

Revenues from production services for third parties are recognized when the production is completed and delivered.
All associated production costs are deferred and charged against income when the film is delivered and the related
revenue is recognized.

iii)

Cash received in advance of meeting the revenue recognition criteria described above is recorded as deferred revenue.
c)

Cash equivalents

Cash equivalents include highly liquid investments with terms to maturity of 90 days or less when purchased.

d)

Investment in film and television programming

Investment in film and television programming represents the unamortized cost of completed proprietary film and
television programs (net of related tax credits received or receivable) which have been produced by the company or to
which the company has acquired distribution rights. Productions in progress represent the costs of incomplete
programs and are carried at the lower of cost and estimated fair value. Capitalized costs include all direct production

and financing costs.

For episodic television series, capitalized costs are limited to the amount of revenue contracted for each episode until
estimates of secondary market revenue can be established. Costs in excess of this limitation are expensed as incurred.

14
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3)

Peace Arch Entertainment Group Inc.
Notes to Consolidated Financial Statements

August 31, 2003

(Amounts in tables expressed in thousands of Canadian dollars, except per share amounts)

The company records amortization based on the ratio that current revenues bear to estimated remaining unrecognized
ultimate revenue as of the beginning of the current fiscal year. Investment in film and television programming is
recorded at the lower of remaining unamortized film costs and estimated fair value, determined on an individual film
or program basis.

Estimates of ultimate revenue to be received in respect of a particular film or television program include revenue from
a market or territory only when persuasive evidence exists that such revenue will occur, or the company has a
demonstrated history of earning such revenue in the market or territory. For films other than television series, only
revenues estimated to arise in the 10 years following the film's initial release are included. For episodic television
series, ultimate revenue includes estimates over a period not to exceed 10 years from the date of delivery of the first
episode or, if still in production, five years from the date of delivery of the most recent episode, if later.

Exploitation costs are expensed as incurred.

e)

Development costs

Development costs are incurred on film and television projects prior to production. Upon commencement of
production, the development costs are reclassified to productions in progress. Development costs are written off at the

earlier of the date they are determined not to be recoverable, when projects under development are abandoned, or three
years from the date of the initial investment.

f)

Property and equipment

Property and equipment are stated at cost and amortized on the following basis:

Computers, furniture and equipment 20% declining balance

15
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Production equipment 20% declining balance

Other 2 - 5 year straight-line

Equipment under capital lease is amortized using the above rates.

The company monitors the recoverability of long-lived assets based upon factors such as current market value, future
asset utilization, business climate and future undiscounted cash flows expected to result from the use of the related
assets. The company's policy is to record an impairment loss in the period when it is determined that the carrying
amount of the asset may not be recoverable. The impairment loss is calculated as the amount by which the carrying
amount of the asset exceeds the undiscounted estimate of future cash flows from the asset.

g)
Deferred financing costs

Deferred financing costs represent financing costs which are amortized to interest expense over the term of the related
financing.

4

Peace Arch Entertainment Group Inc.
Notes to Consolidated Financial Statements

August 31, 2003

(Amounts in tables expressed in thousands of Canadian dollars, except per share amounts)

h)
Income taxes

Future income taxes are provided for using the asset and liability method. Under the asset and liability method, future
tax assets and liabilities are recognized for the estimated future tax consequences attributable to differences between
the financial statement carrying amounts of existing assets and liabilities and their respective tax bases. Future tax
assets and liabilities are measured using enacted or substantively enacted tax rates expected to apply when the asset is
realized or the liability settled. The effect on future tax assets and liabilities of a change in tax rates is recognized in
income in the period that substantive enactment occurs. To the extent that the company does not consider it to be more

16
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likely than not that a future tax asset will be recovered, it provides a valuation allowance against the excess.
i)
Goodwill

Effective September 1, 2002, the company adopted the Canadian Institute of Chartered Accountants (CICA) Section
3062, "Goodwill and Other Intangible Assets". Previously, the company amortized goodwill on a straight-line basis
over periods of up to 10 years. Based on the new standard, goodwill is no longer amortized and is tested for
impairment annually, or more frequently if impairment indicators arise, to determine if an impairment loss should be
recognized. In accordance with this section, this change was not applied retroactively and the amounts presented for
prior periods have not been restated.

The following is the pro forma effect had the years ended August 31, 2001 and 2002 been subject to the new
accounting policy:

2002 2001
$ $
Reported net loss (7,021) (14,280)
Goodwill amortization 72 10
Adjusted net loss (6,949) (14,270)
Adjusted net loss per share - basic and diluted (1.81) (3.71)

i)

Foreign currency translation

The company's functional currency is the Canadian dollar. Foreign currency denominated monetary assets and
liabilities are translated into Canadian dollars at exchange rates in effect at the end of the period. Revenues and

expenses are translated at exchange rates in effect at the time of the transaction. Translation gains and losses are
included in income.

(&)

Peace Arch Entertainment Group Inc.

Notes to Consolidated Financial Statements

17
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August 31, 2003

(Amounts in tables expressed in thousands of Canadian dollars, except per share amounts)

k)
Net earnings (loss) per common share

Basic net earnings (loss) per share is computed using the weighted average number of common shares outstanding
during the year. The treasury stock method is used for the calculation of diluted net earnings (loss) per share. Under
the treasury stock method, the weighted average number of common shares outstanding for the calculation of diluted
net earnings (loss) per share assumes that the proceeds to be received on the exercise of dilutive stock options and
warrants are applied to repurchase common shares at the average market price for the period. Stock options and
warrants are dilutive when the average market price of the common shares during the period exceeds the exercise
price of the options and warrants.

1)
Government assistance

Refundable tax credits are recorded as a reduction of the cost of related films. Tax credits are recognized when there is
reasonable assurance that the amount claimed will be received.

m)
Stock-based compensation

Effective September 1, 2002, the company adopted CICA Handbook Section 3870, "Stock-Based Compensation and
Other Stock-Based Payments". The new recommendations are to be applied prospectively to all stock-based payments
to employees and non-employees granted on or after September 1, 2002.

No compensation expense is recorded for the company's employee stock-based compensation. Consideration paid by
employees on the exercise of stock options is recorded as capital stock. A description of the company's stock-based
compensation plan and the pro forma effect on the accounting for stock options granted to employees under the fair
value method are disclosed in note 13.

Stock-based compensation to third parties is recognized and recorded in the accounts of the company at its fair market
value determined by the Black-Scholes option pricing model.

n)

Use of estimates

The preparation of financial statements in conformity with generally accepted accounting principles requires
management to make estimates and assumptions that affect the reported amounts of assets and liabilities and the
disclosure of contingent assets and liabilities at the date of the financial statements and the reported amounts of

revenues and expenses during the reporting period. Actual results may ultimately differ from those estimates.

18
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(6)

Peace Arch Entertainment Group Inc.
Notes to Consolidated Financial Statements

August 31, 2003

(Amounts in tables expressed in thousands of Canadian dollars, except per share amounts)

The most significant assumptions made by management in the preparation of the company's financial statements
include future revenue projections used for the purposes of amortizing investment in film and television programming,
provision for doubtful debts to reflect credit exposures, recoverability of tax credits receivable, valuation allowances
and impairment assessments for various assets including investment in film and television programming and
productions in progress.

Investments in film and television programming are carried at the lesser of unamortized capitalized cost and estimated
fair value determined on a film-by-film basis. Future changes in general economic conditions, market preferences and

other factors may result in the carrying value of a particular film becoming impaired as management revises its
estimates of the ultimate revenue to be received in respect of each film.

0)
Comparative figures

Certain comparative figures have been reclassified to conform to the basis of presentation adopted for the current year.

3

Accounts and other receivables

2003 2002

Trade receivables 4,579 559
Due from related party (note 20(c)) 2,062 -

19



Edgar Filing: PEACE ARCH ENTERTAINMENT GROUP INC - Form 6-K

Note receivable (note 8) - 1,000
Tax credits receivable 8,106 2,312
14,747 3,871

Tax credits receivable are federal and provincial refundable tax credits related to specific film productions in Canada.
Amounts recorded represent management's best estimate of the amount recoverable; however, all amounts are subject
to final determination by the relevant tax authorities.

The amount due from the related party is non-interest bearing and has no specified terms of repayment, as described in
note 20(c). Subsequent to August 31, 2003, the related party executed a legal right of offset which provided for the

settlement of this amount (note 20(c)).

The terms of the note receivable are more fully described in note 8.

(7

Peace Arch Entertainment Group Inc.
Notes to Consolidated Financial Statements

August 31, 2003

(Amounts in tables expressed in thousands of Canadian dollars, except per share amounts)

4
Investment in film and television programming

Investment in film and television programming represents the unamortized costs of film and television projects which
are in development, production or release and the costs of acquiring distribution rights to completed properties.

The components are as follows:

2003 2002
Cost  Accumulated Net Cost Accumulated Net

20
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$ amortization $ $ amortization $
$ $

Theatrical films
Released 22,795 16,697 6,098 - - -
Completed and not
released - - - - - -
Productions in progress 11,536 - 11,536 - - -
In development 235 - 235 - - -
Television programming
Released 1,627 1,627 - 175,571 173,239 2,332
Completed and not
released - - - - - -
Productions in progress 287 - 287 1,356 - 1,356
In development - - - - - -
Distribution rights
retained (note 10) 2,649 - 2,649 - - -

39,129 18,324 20,805 176,927 173,239 3,688

The company estimates that approximately 60% of unamortized cost at August 31, 2003, related to released theatrical
films and television programming, will be amortized during the year ending August 31, 2004 and 80% will be
amortized during the three-year period ending August 31, 2006.

As at August 31, 2003, the company has $nil (2002 - $nil) accrued participation costs that it expects to pay in the year
ending August 31, 2004.

Interest and financing charges capitalized to the cost of film production during the year ended August 31, 2003
amounted to $1,061,000 (2002 - $671,000).

On August 1, 2003, the company disposed of the wholly owned subsidiary that owned all film and television
properties and rights existing at the date of the business combination and financing transactions as described in

note 10. In conjunction with this transaction, the company retained an exclusion right to distribute the film and
properties for a period of 25 years.

(®)
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Peace Arch Entertainment Group Inc.
Notes to Consolidated Financial Statements

August 31, 2003

(Amounts in tables expressed in thousands of Canadian dollars, except per share amounts)

5

Property and equipment

2003 2002
Accumulated Accumulated
Cost  amortization Net Cost amortization Net
$ $ $ $ $ $
Computers, furniture and
equipment 12 1 11 483 341 142
Production equipment 26 2 24 1,366 911 455
Equipment under capital
lease - - - 267 113 154
Other - - - 161 70 91
38 3 35 2,277 1,435 842

During the year, the company sold its shares of Peace Arch Project Development Corp. (PAPDC), as described in
note 10. PAPDC owned all of the pre-existing assets of the company including all property and equipment. Since this
transaction, the company has purchased $38,000 of additional property and equipment.

6

Goodwill

The company has no recorded goodwill.

During the year ended August 31, 2002, the company wrote off the remaining unamortized cost of goodwill of

$166,000 related to its 1995 acquisition of The Eyes Multimedia Productions Inc. as the net carrying value of the
assets was determined to exceed the estimated future undiscounted cash flows from these assets.
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During the year ended August 31, 2001, the company wrote off the remaining unamortized cost of goodwill of
$2,665,000 related to its 1996 acquisition of Peace Arch Productions Inc. (formerly Sugar Entertainment Ltd.), as the
net carrying value of the assets was determined to exceed the estimated future undiscounted cash flows from these
assets.

©)

Peace Arch Entertainment Group Inc.
Notes to Consolidated Financial Statements

August 31, 2003

(Amounts in tables expressed in thousands of Canadian dollars, except per share amounts)

7
Production loans

The company enters into various loan financing arrangements prior to commencing production of a film project. Such
loans are usually specific to each film production.

Production loans comprise the following:

2003 2002
$ $
Bank and other financial institution loans (note 7(a)) 14,215 1,855
Related party production loans (note 7(b)) 1,960 -
Interim bridging loans (note 7(c)) 1,798 -
17,973 1,855
a)
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Bank and other financial institution loans

The company borrows funds from banks and other financial institutions to finance the costs of film production.
Repayments are solely due from cash flows derived from each film and management expects that a significant
proportion of the loans due at August 31, 2003 will be payable during fiscal 2004. Each loan is independently secured
by a charge over all the assets of the production subsidiary and the exploitation rights, tax credits and subsidies
associated with each film. $6,501,000 (2002 - $nil) of the loans are denominated in United States dollars and bear
interest at rates ranging from the Royal Bank of Scotland's United States dollar base rate plus 0.5% to plus 2.5%.
Loans denominated in Canadian dollars bear interest at rates ranging from the Canadian Imperial Bank of Commerce's
prime lending rate plus 1.25% to plus 2%.

The company undertakes most of its film productions in conjunction with a co-producer in another country and is
contingently liable for certain debts of the co-producer in the event of a default. Additional details are provided in
note 17(a).

b)
Related party production loans

The wholly owned production subsidiaries that produced the films Crime Spree, Absolon, Partners in Action,
Detention and The Limit were acquired by the company pursuant to the business combination described in note 9(c).
The production costs of these films have been financed by loans from Greenlight Entertainment Inc. (GEI), a
subsidiary of CPC Communications Inc. (CPC) (the parent company of GFT Entertainment Inc. prior to the
transactions described in note 9), and a company which became related by virtue of the business combination. GEI is
controlled by a shareholder and officer of the company.

These loans, which are denominated in United States dollars, are measured at the exchange amount, bear interest at
the rate of prime plus 2% per annum, are repayable on the earlier of the date that is two years following the delivery of
the film or January 31, 2005, and are subject to similar security arrangements to the bank loans described in (a) above
but are, in all cases, subordinated to them.

(10)

Peace Arch Entertainment Group Inc.
Notes to Consolidated Financial Statements

August 31, 2003

(Amounts in tables expressed in thousands of Canadian dollars, except per share amounts)
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Certain residual proceeds from the exploitation of Crime Spree, Absolon and Partners in Action are cross
collateralized to secure repayment of the GEI loans to these three production companies.

As at August 31, 2003, $1,960,000 (2002 - $nil) was outstanding with respect to these loans as described in
note 20(c). Subsequent to August 31, 2003, the related party executed a legal right of offset in relation to this loan
(note 20(¢c)).

c)
Interim bridging loans

The wholly owned production subsidiaries borrow, from various parties, on an interim basis prior to the closing of the
financing for a film. These "bridge loans" are repaid at the time of closing of financing and are secured by the
distribution and other rights to the film owned by the production subsidiary. Fees payable during fiscal 2003 on such
financing, which amount to $44,000 (2002 - $nil), are incorporated in the budgeted cost of the films. An additional
$357,000 of financing fees were paid to the lender during the period prior to the business combination described in
note 9(c) and have been incorporated in the costs of the films acquired.

A director of the company acts as legal counsel and bare trustee for these lenders. All loan transactions have been
executed in the name of a company which is controlled by the director, acting in its capacity as a bare trustee of the
ultimate lenders.

8
Gain on sale of assets

During the year ended August 31, 2002, the company sold two real estate properties. In October 2001, the first
property was sold for gross proceeds of $2,313,000 and realized a gain on the sale of $88,000. In January 2002, the
second property was sold for gross proceeds of $4,772,000. As consideration, the company received cash in the
amount of $3,722,000 and a note receivable in the amount of $1,000,000 (note 3) bearing interest at 9% per annum
commencing January 10, 2002. The note receivable is secured by a second mortgage on the property. The principal is
due and payable January 1, 2004.

At August 31, 2002, the company continued to occupy the second property through an operating lease arrangement.
As the present value of the minimum lease payments was greater than the gain on the sale of $523,000, the gain was
deferred and amortized over the four-year minimum lease term. The company amortized $127,000 of the deferred gain
prior to disposal of the subsidiary in which the gain was recorded (note 10).

1D

Peace Arch Entertainment Group Inc.
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9
Business combination, debt restructuring and financing

On January 20, 2003, as approved and ratified by the shareholders of the company at the Annual General Meeting of
Shareholders on that date, the company entered into a number of agreements to effect a business combination and
certain asset acquisition and financing transactions. Details of the transactions are as follows:

a)
Private placement financing

The company issued 5,000,000 Class B Subordinate Voting Shares at an agreed price of $0.30 per share, for total cash
proceeds of $1,500,000 (note 13).

b)
Reorganization of a subsidiary, Peace Arch Project Development Corp. (PAPDC)

The company carried out a reorganization and rationalization of its assets, operations and subsidiaries. The
reorganization was carried out in conjunction with, and pursuant to, the terms of the Debt Repayment Agreement with
Fremantle Enterprises Ltd. (Fremantle) and the Release and Reconstitution Agreement of November 22, 2002 with
Comerica Bank - California (Comerica), by which the debts of the company, and its subsidiaries, to Fremantle and
Comerica were renegotiated as in (d) below.

Pursuant to the reorganization, the company's wholly owned subsidiary, PAPDC, became the owner of substantially
all of the assets and business (collectively, the pre-existing assets) that the company owned immediately prior to
undertaking its business combination through the acquisition of GFT Entertainment Inc. (see (c) below) on

January 30, 2003. The pre-existing assets consisted principally of accounts and loans receivable, film and television
programming rights, and all shares and other securities (including intercompany loans) held by the company in its
subsidiaries existing at January 30, 2003.

At the same time, PAPDC and its subsidiaries directly or indirectly were assigned substantially all of the pre-existing
debts and liabilities of the company, including the company's indebtedness to Fremantle and Comerica. However, the
company continues to have a conditional obligation to satisfy any remaining indebtedness to Fremantle and Comerica
by issuing a variable number of shares to Fremantle and Comerica under Conversion Rights Certificates (the
conversion instruments) issued by the company to each of them (see (d) below).

26



Edgar Filing: PEACE ARCH ENTERTAINMENT GROUP INC - Form 6-K

(12)

Peace Arch Entertainment Group Inc.
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August 31, 2003

(Amounts in tables expressed in thousands of Canadian dollars, except per share amounts)

c)
Business combination

On January 20, 2003, the company acquired certain film assets owned and controlled by CPC for $2.5 million, the
consideration being the issuance of 8,333,333 Class B Subordinate Voting Shares of the company at a deemed price of
$0.30 per share. The primary asset acquired was a 100% ownership interest in GFT Entertainment Inc. which itself
was a 100% shareholder in five special purpose production companies that owned various rights to five films, namely
Crime Spree, Partners in Action, Absolon, The Limit and Detention. The underlying assets included films in progress,
accounts receivables and tax credit assets, and the future business activities of Greenlight Film and Television Inc., a
wholly owned subsidiary of CPC.

At the time of acquisition, CPC retained voting control of each subsidiary through a temporary voting trust and,
accordingly, the company's interest was of an equity nature. Each voting trust was terminated prior to the delivery of
each related film. The operations of each subsidiary have been consolidated from the date that each voting trust was
terminated; the companies which produced Absolon, Crime Spree and Partners in Action were consolidated from
February 28, 2003; Detention from April 30, 2003; and The Limit from August 31, 2003. The accounts of the
companies at the date control was transferred to the company were as follows:

GFT Subsidiaries Subsidiary Subsidiary
Entertainment acquired acquired acquired

Inc. acquired
February 28, April 30, August 31,

January 30, 2003 2003 2003 2003 Total
$ $ $ $ $

Accounts receivable 1,906 234 30 361 2,531
Tax credits receivable 282 3,150 1,095 971 5,498
Production in progress - 11,772 4,200 3,732 19,704
Investment in film companies 1 - - - 1
Prepaid expenses and deposits 311 999 9 9 1,328
Development costs 51 - - - 51
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Total assets acquired 2,551 16,155 5,334 5,073 29,113
Production loans - 10,107 1,032 4,834 15,973
Accounts payable and accrued

liabilities 51 1,144 - 239 1,434
Deferred revenue - 4,904 4,302 - 9,206

Total liabilities assumed 51 16,155 5,334 5,073 26,613

Net assets acquired 2,500 - - - 2,500

(13)

Peace Arch Entertainment Group Inc.
Notes to Consolidated Financial Statements

August 31, 2003

(Amounts in tables expressed in thousands of Canadian dollars, except per share amounts)

Prior to the company's acquisition of GFT Entertainment Inc., GEI, a related party to GFT Entertainment Inc. at that
time, transferred an accounts receivable to GFT Entertainment Inc., which related to a loan due to GEI from one of the
subsidiaries. This receivable which amounted to $1,497,000 is included in accounts receivable of GFT Entertainment
Inc. at January 30, 2003 and production loans payable by the subsidiary at August 31, 2003. At August 31, 2003, these
amounts were eliminated on consolidation.

d)
Debt restructuring, issuance of conversion instrument and gain on modification

Debt restructuring
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During the year ended August 31, 2002, the company entered into an agreement with Fremantle, an existing trade
creditor, whereby Fremantle agreed to exchange its trade payable balance of $7,783,000 for a term loan (note 12)
secured by a charge on the assets of the company and a secured interest in certain copyrights to productions. The
promissory note bore interest at 10% per annum and was intended to mature on June 30, 2004. Subsequent to

August 31, 2002, the company failed to make scheduled repayments of principal of $500,000 and also interest owing.

Effective January 30, 2003, the company and Fremantle agreed to restructure the remaining $7,580,000 of term debt
due to Fremantle. Fremantle agreed that the revised source of debt repayments and security would be restricted to the
business, assets, and undertakings of the company as they existed immediately prior to January 30, 2003 (the
pre-existing assets), that date being the closing of the acquisition and financing transactions described elsewhere in
this note. The new debt has no fixed repayment dates. Interest, which continues to accrue at 10% per annum, and
principal are payable from the income streams of the pre-existing assets, subject to priority interests. The revised
terms also exclude a previous right of prepayment by the company of all outstanding amounts.

Pursuant to the Debt Repayment Agreement dated January 30, 2003, the company has also agreed that if any amount
of the Fremantle debt, including unpaid interest, remains outstanding as of December 31, 2004, Fremantle will, for a
period of 90 days, have the right to convert such unpaid amount to Class B Subordinate Voting Shares in the capital of
the company at the lesser of either (a) $5.00 per share or (b) the average trading close price of the shares for the 30
days prior to December 31, 2004, provided that in no event shall the conversion price be less than $3.00 per share.

The modification of the debt is treated for accounting purposes as a settlement of the original debt, as the present
value of cash flows under the terms of the modified debt instrument is at least 10% different from the carrying amount
of the original debt. The fair value of the debt after modification is based on the discounted expected future cash flows
of the pre-existing assets. The company recorded a gain on modification of the debt as described below.

(14)

Peace Arch Entertainment Group Inc.
Notes to Consolidated Financial Statements

August 31, 2003

(Amounts in tables expressed in thousands of Canadian dollars, except per share amounts)

Release and reconstitution of a loan guarantee

During the year ended August 31, 2001, the company guaranteed a loan due to Comerica to a maximum of
US$2,075,000 on behalf of a co-production partner. During the year ended August 31, 2002, the co-production partner
defaulted on its loan payments. As at August 31, 2002, the amount of the outstanding related debt was $1,675,000
(US$1,075,000) and the company recognized its obligation as debt and receivable due from the co-producer. The
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receivable was written off at August 31, 2002.

During the year ended August 31, 2003, the company entered into a Release and Reconstitution Agreement with
Comerica which restructured the terms of the loan guarantee. Repayment of the loan is restricted to the ultimate
proceeds of specific exploitation rights secured under the original loan agreement and, subject to priority interests,
including repayment to Fremantle, to the pre-existing assets.

If any amount of the Comerica liability remains outstanding as of December 31, 2005, Comerica will, for a period of
90 days, have the right to convert such unpaid amount to Class B Subordinate Voting Shares in the capital of the
company at a deemed price of $5.00 per share. The modification of the Comerica obligations is treated for accounting
purposes as a settlement of the original debt, as the present value of cash flows under the terms of the modified debt is
at least 10% different from the carrying amount of the original debt. The fair value of the debt after modification is
based on the discounted expected future cash flows of the pre-existing assets. The company has recorded a gain on
modification as described below.

Conversion instruments

As described, and in conjunction with the above, on January 30, 2003, the company issued a conversion instrument to
Fremantle which permits Fremantle to convert the amount of its outstanding debt including unpaid accrued interest at
December 31, 2004, if any, into Class B Subordinate Voting Shares of the company for a period of 90 days
commencing on December 31, 2004. The conversion price will be the lower of either (a) $5.00 per share or (b) the
average closing price of the Class B shares for the 30 days prior to December 31, 2004, provided that in no event shall
the conversion price be less than $3.00 per share. Pursuant to the conversion instrument, 2,527,000 Class B shares,
which represent the number of shares that could be issued for the principal amount of debt of $7,580,000, have been
reserved for issuance.

As described, and in conjunction with the above, on January 30, 2003, the company issued a conversion instrument to
Comerica which permits Comerica to convert the amount of its outstanding loan at December 31, 2005, if any, into
Class B Subordinate Voting Shares of the company for a period of 90 days commencing on December 31, 2005 at a
price of $5.00 per share. Pursuant to the conversion instrument, 366,000 Class B Subordinate Voting Shares, which
represent the number of shares that could be issued for the obligation of US$1,075,000, have been reserved for
issuance.

(15)

Peace Arch Entertainment Group Inc.
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August 31, 2003
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The company has estimated that the fair value of the obligation to issue shares to both Fremantle and Comerica is
$2,887,000 and has charged that amount against the computed gain on modification described above. Since upon
exercise of the conversion instruments by Fremantle and Comerica, the company has issued a right to Fremantle and
Comerica to receive a variable amount of shares in settlement of their loans, the company has reflected the amount as
a liability.

Gain on modification of debt

The gain on modification of debt, recognized in the year ended August 31, 2003, comprises the following:

Fremantle Comerica Total
$ $ $
Carrying amount of the debt before modification 7,580 1,675 9,255
Fair value of debt after modification (3,274) - (3,274)
4,306 1,675 5,981
Fair value of the obligation to issue shares under the
conversion instruments (2,887)
Gain 3,094

10
Sale of subsidiary - PAPDC

Subsequent to the reorganization of PAPDC described in note 9(b), on August 1, 2003, the company sold all of its
shares of PAPDC for nominal consideration.

The company has recognized a loss of $164,000 on the disposal. The operating results of PAPDC have been included
in these consolidated financial statements until the date of the disposal.

On the same date, the company entered into a Sales Agency Agreement with PAPDC, its subsidiaries and the
purchaser, under which the company retained exclusive 25-year worldwide distribution rights for all of the films and
television programming rights owned by PAPDC and its subsidiaries. Under the agency arrangement, the company
recovers its direct costs of distribution from gross exploitation receipts on such rights and earns a commission at
varying rates (up to a maximum of 30%) of the remaining gross receipts. The purchaser is entitled to retain 10% of the
commission balance remaining and the remaining receipts are paid to PAPDC and its subsidiaries, which in turn
settles its debt obligations to Fremantle.
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As these arrangements were entered into in conjunction with the sale of the shares to the purchaser for a nominal
amount, the company is the primary obligor with respect to the films and productions and accordingly the distribution
rights have effectively been retained by the company. Since the transaction was arranged in conjunction with a sale of
the shares of the company for a nominal amount, the transaction has been accounted for as a related party transaction
between the company and its wholly owned subsidiary PAPDC and its subsidiaries. Accordingly, these financial
statements reflect the distribution rights received from PAPDC at the carrying value of the films and television
programming production at the date of the agreement. In addition, these financial statements reflect the estimated
amounts payable to PAPDC, its subsidiaries and the purchaser as a distribution obligation. The difference between the
distribution rights and the distribution obligation has been credited to contributed surplus.

The respective amounts are as follows:

$
Distribution rights (note 4) 2,649
Distribution obligation 2,312
Contributed surplus 337
11
Income taxes
Temporary differences give rise to the following future income tax assets and liabilities:
2003 2002
$ $
Future income tax assets
Property and equipment 7 115
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Share issue costs 193 193
Investment in film and television programming 338 1,330
Other 26 110
Loan provision 3,923 -

Losses available for future periods 4,908 10,313
Gross future tax assets 9,395 12,061
Valuation allowance (9,116) (11,996)
Net future income tax assets 279 65

Future income tax liabilities
Property and equipment - (65)
Investment in film and television programming (279) -

(279) (65)

7)

Peace Arch Entertainment Group Inc.
Notes to Consolidated Financial Statements

August 31, 2003

(Amounts in tables expressed in thousands of Canadian dollars, except per share amounts)

At August 31, 2003, the company has approximately $12,827,000 in non-capital losses available for deduction against
taxable income in future years. These losses expire as follows:
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2008
2009
2010

6,793
5,384
650

12,827

The differences between the effective tax rate reflected in the provision for income taxes and the Canadian statutory

income tax rate are as follows:

Corporate statutory income tax rate
Add (deduct) the effect of

Utilization of previously unrecognized tax
losses

Items not deductible for income tax purposes
Disposition of subsidiary
Gain on modification of debt

Change in valuation allowance on future tax
assets

Other

Effective tax rate

2003

%

38.3

(45.2)
12.3
(116.0)
(42.5)

148.7
1.7

2.7)

2002
%
(40.3)
(4.1)
5.6
29.0
(9.8)

Years ended August 31,

2001
%
(45.0)
(0.4)
2.4
45.3
2.3
(18)
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12

Term loans

2003 2002

Debentures having an original face value of $5,687 (recorded net of

deemed debt discount), bearing interest from 18% to 36% per annum,

payable monthly. The debt was secured by a charge on the assets of the

company, subordinated to bank indebtedness and due December 31, 2002

(see (i) below) - 537

Term loan, bearing interest at 10% per annum, 8.5% payable monthly, and

accruing 1.5% monthly and payable at such time as the debentures have

been paid in full. The term loan, secured by a charge on the personal

property of the company, subordinated to debentures and bank

indebtedness and a secured interest in certain copyrights to productions, is

due June 30, 2004. This loan was renegotiated as described in note 9(d) - 7,606

Bank loan guarantee with Comerica to a maximum of US$2,074, bearing

interest at U.S. prime plus 1.5% per annum, payable monthly, secured by a

charge on the assets of the co-production partner. This loan guarantee was

renegotiated as described in note 9(d) - 1,675

Capital leases to purchase equipment, bearing interest from 7.2% to 10.2%
per annum, secured by the equipment acquired - 74

- 9,892

)

As a result of breach of covenants with the former debenture holders, in November 2001 the company renegotiated its
remaining obligation of $5,687,000, with certain debt holders having their position repaid and assumed by another
existing debt holder. Included with the renegotiated $5,687,000 debt were warrants to purchase 230,000 Class B
shares at an exercise price of $1.20 per share (note 13(c)). A value of $212,650 has been attributed to the warrants
issued and recorded as debt discount and other paid-in capital. This debt discount was amortized against income as
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interest expense over the term of the debentures. The debentures bore interest at rates ranging from 18% to 36%, were
due December 31, 2002 and required earlier payments of principal upon cash flow collections from certain current and
future refundable tax credit claims, proceeds from certain asset sales received and other transactions by the company.
For accounting purposes, the debt renegotiation was accounted for as a modification of the original debentures, with
any existing unamortized debt discounts and deferred financing costs amortized over the remaining term of the new
debt instrument.

(19)
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13

Capital stock

a)

Shares

Authorized

100,000,000 Class A Multiple Voting Shares without par value
100,000,000 Class B Subordinate Voting Shares without par value

25,000,000 Preference Shares, issuable in series without par value

Class A shares are entitled to ten votes per share and Class B shares are entitled to one vote per share. Each Class A
share is convertible at any time into one Class B share at the option of the holder.

Issued
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Balance - August 31, 2000

Change during the year

Issued for cash on exercise of stock
options

Converted

Less: Share issue costs

Balance - August 31, 2001

Change during the year
Converted
Less: Share issue costs

Balance - August 31, 2002

Change during the year
Adjustment to share capital

Issued for cash pursuant to private
offering (note 9(a))

Issued for acquisitions (note 9(c))
Issued for cash on exercise of stock
options

Converted

Less: Share issue costs

Balance - August 31, 2003

Number
of shares

1,387,791

(281,916)

1,105,875

(14,000)

1,091,875

(30,500)

1,061,375

Class A

Amount

$

12,538

2,611)

63

9,990

(129)

9,864

(280)

9,591

Number of
shares

2,434,953

65,100
281,916

2,781,969

14,000

2,795,969

5,000,000
8,333,333

32,500
30,500

16,192,302

Class B

Amount

19,136

196
2,611
(63)

21,880

129
3)

22,006

118

1,500
2,500

10
280
(127)

26,287

$

Total

amount

$

31,674

196

31,870

31,870

118

1,500
2,500

10

(120)

35,878

(20)

Peace Arch Entertainment Group Inc.
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August 31, 2003
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(Amounts in tables expressed in thousands of Canadian dollars, except per share amounts)

b)

Stock options

In 1997, the company adopted a stock option plan (the Plan) which was approved by the company's shareholders on
January 28, 1998 pursuant to which the company's Board of Directors may grant stock options to officers and key
employees. On July 14, 1999, February 21, 2001 and January 20, 2003, the company's shareholders approved
amendments to the Plan (the Amended Plan). In accordance with the Amended Plan, the number of shares issuable
upon the exercise of options pursuant to the Amended Plan and any other Share Compensation Arrangements (as such
term is defined in the Amended Plan) is 25,300 Class A Multiple Voting Shares and 2,560,000 Class B Subordinate
Voting Shares authorized but unissued common stock. Stock options are granted with an exercise price in Canadian
dollars equal to the stock's fair market value at the date of grant. All stock options have terms between three and five
years and vest and become fully exercisable immediately or after up to 21 months.

As at August 31, 2003, the following stock options were outstanding:

Options outstanding

Exercise
price per
share
Expiry date $
Class A
Weighted average remaining contractual life
(years)
Class B

Weighted average remaining contractual life
(years)
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November 19, 2003

7.50

800

0.2

800

0.2

December 21, 2003

3.00
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13,100

0.3

April 12, 2004

3.60

50,000

0.6

August 21, 2005

0.30

160,000
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2.0

January 20, 2006

0.50

20,000

24
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800

0.2

243,900

1.6

As at August 31, 2003, all of the outstanding stock options were exercisable.

2D
Peace Arch Entertainment Group Inc.
Notes to Consolidated Financial Statements
August 31, 2003
(Amounts in tables expressed in thousands of Canadian dollars, except per share amounts)
Additional details relating to stock options are as follows:
Class A Class B
Weighted Weighted
average average
exercise exercise
price price
Number of Number of
shares $ shares $
Balance - August 31, 2000 126,450 11.17 406,270 7.72
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Granted - - 302,600 3.49
Exercised - - (65,100) (3.00)
Expired (14,375) (14.11) (14,375) (14.11)
Forfeited (37,450) (11.97) (97,970) (9.05)
Balance - August 31, 2001 74,625 10.20 531,425 5.47
Granted - - 284,400 0.30
Exercised - - - -
Expired (16,325) (13.02) (16,325) (13.02)
Forfeited (22,500) (9.19) (149,500) (6.14)
Balance - August 31, 2002 35,800 9.34 650,000 2.77
Granted - - 78,100 0.50
Exercised - - (32,500) (0.30)
Expired (28,000) (9.50) (28,000) (9.50)
Forfeited (7,000) (8.93) (423,700) (3.21)
Balance - August 31, 2003 800 7.52 243,900 1.15

At August 31, 2003, a total of 244,700 options were exercisable (2002 - 411,400; 2001 - 599,383) at a weighted
average exercise price of $1.18 (2002 - $4.78; 2001 - $6.08).

c)

Warrants
i)

During fiscal 2001, in connection with the debentures previously issued, the company granted, as consideration to the
debenture holders for a release of certain security interests, warrants to purchase up to 100,000 Class B shares at an
exercise price of $5.30 per share. The warrants were exercisable for a period of six months following the due date of
the debenture on February 16, 2002. As the warrants were granted at an exercise price equal to the market value of
company's shares on the date of grant, no expense was recorded.

ii)

During fiscal 2001, the company granted, as partial compensation to retain an investment banker as its financial
advisor, a warrant to purchase up to 100,000 Class B shares at an exercise price of US$2.72 per share, exercisable to
April 16, 2006. As the warrants were granted at an exercise price equal to the market value of company's shares on the
date of grant, no compensation expense has been recorded.
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iif)

During fiscal 2002, in connection with debentures previously issued, the company issued share purchase warrants to
purchase up to 230,000 Class B shares at an exercise price of $1.20 per share, exercisable to June 30, 2003 as

described in note 12.

For each of the periods presented, warrants were outstanding to acquire common shares as indicated in the table

below:
Exercise
price per
Expiry date share
$
August 16, 2002 5.30
June 30, 2003 1.20
February 16, 2004 1.20
February 16, 2004 5.00
August 3, 2004 US 6.75
April 16, 2006 US 2.72
d)

Class A

6.479
225,118

231,597

2003
Class B

39,958
75,000
100,000

214,958

2002

230,000
6,479
265,076
75,000
100,000

676,555

2001

100,000

342,000
75,000
100,000

617,000
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Stock-based compensation to employees

The company adopted the provisions of CICA Handbook Section 3870 effective September 1, 2002. This section
establishes standards for the recognition, measurement and disclosure of stock-based compensation and other
stock-based payments made in exchange for goods and services and applies to transactions, including non-reciprocal
transactions, in which an enterprise grants shares of common stock, stock options, or other equity instruments, or
incurs liabilities based on the price of common stock or other equity instruments. The company does not record
compensation expense for stock options granted to employees. Upon exercise, proceeds are credited to shareholders'
equity.

Under Canadian generally accepted accounting principles, the company is required to disclose the pro forma net
earnings (loss) and pro forma earnings (loss) per share had the company adopted the fair value method of accounting
for stock-based compensation awarded on or after September 1, 2002. The following outlines the impact and
assumptions used if the compensation cost for the company's stock-based employee compensation plans was
determined under the fair value based method of accounting for awards granted on or after September 1, 2002 using
the Black-Scholes option pricing model. The company's calculations are based on the expected life of all options
granted equalling 60% of the maximum term. Based on actual experience, no dividends will be paid, and expected
volatility and risk-free interest rates are:

%
Risk-free interest rate 1.89
Volatility 130

(23)

Peace Arch Entertainment Group Inc.
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August 31, 2003

(Amounts in tables expressed in thousands of Canadian dollars, except per share amounts)

If the estimated fair values of the company's stock-based awards to employees had been amortized to expense over the
vesting period of the awards as specified under CICA Handbook Section 3870, the earnings attributable to common
shareholders and the basic and diluted earnings per share on a pro forma basis (as compared to such items as reported)
would have been:
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Earnings attributable to common shareholders
As reported

Pro forma

Basic earnings per share
As reported
Pro forma

Diluted earnings per share
As reported

Pro forma

$

2,859
2,786

0.24
0.23

0.19
0.18

The per share weighted average fair value of stock options granted during 2003 was $0.50 on the date of grant using

the Black-Scholes option pricing model with the assumptions reported above.

14

Interest expense

Interest expense comprises the following:
Long-term debt

Amortization of deferred finance costs and debt
discounts

Other

Interest capitalized to film and television
programming costs

2003

417

66
12

495

1,061

2002

1,630

720
14

2,364

671

2001

1,707

579

2,295

1,066
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(Amounts in tables expressed in thousands of Canadian dollars, except per share amounts)

16
Net earnings per common share

Net earnings (loss) per common share has been calculated by dividing into net earnings (loss) the weighted average
number of common shares outstanding. For fiscal years 2001 and 2002, the effect of stock options and warrants,
potentially exercisable, on loss per common share was anti-dilutive; therefore, basic and diluted loss per share are the
same. The weighted average number of common shares was as follows:

2003 2002 2001
Weighted average number of common shares
outstanding 11,998,303 3,887,844 3,843,929
Dilutive effect of stock options and warrants 56,406 - -
Dilutive effect of contingently issuable shares 3,040,446 - -
Weighted average diluted number of common shares
outstanding 15,095,155 3,887,844 3,843,929
22
Changes in non-cash operating working capital
2003 2002 2001
$ $ $
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Accounts and other receivables (5,430) 25,332 (11,760)
Prepaid expenses and deposits 1,030 253 423
Accounts payable and accrued liabilities 278 (3,600) 2,781
Deferred revenue (1,579) (1,994) (5,147)
(5,701) 19,991 (13,703)

(25)
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17

Commitments and contingencies
a)

Loan guarantees

The majority of the film productions undertaken during the year ended August 31, 2003, were pursuant to a
co-production agreement with an independent producer (the co-producer) in another country. Both the co-producer
and the company enter into joint production loan arrangements with a lender; loan terms are the same for each
producer. Repayment of each amount is from the exploitation of the film under terms which are the same as those of
the company (note 7(a)) with each producer responsible for its own shared obligation pursuant to the co-production
agreement. In the event of default by the co-producer, the company is liable for the unpaid balance of the
co-producer's share of the loan. At August 31, 2003, the total amount of such unpaid loans was approximately
$2,111,613 (2002 - $nil). In the event of such a default, the company has full recourse to all the copyright, exploitation
and other rights attributed to the co-producer pursuant to the co-production agreement. The company believes that the
likelihood that it would have to pay a material amount is remote and, therefore, no accrual has been made.

b)
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Legal claims
i)
Forgotten Kingdom Productions I. Inc. et al

On December 2, 2001, Forgotten Kingdom Productions I. Inc., Danny Virtue and Lloyd Simandl instituted an action
against the company in the British Columbia Supreme Court for failing to finance and co-produce a television series
entitled Ariana's Quest. The Plaintiffs seek damages of approximately US$1,500,000 in lost fees, lost development
costs of $100,000, breach of contract of $25,000 and lost profits. The company believes the claim is without merit.
Two of the three plaintiffs have withdrawn as at August 31, 2003.

The company has determined that it is not possible at this time to predict the final outcome of these legal proceedings.
It is not possible to determine an estimate of the possible damages, if any, and accordingly, no provision with respect
to this lawsuit has been made in the company's consolidated financial statements.

ii)

Viacom, Inc.

On October 2, 2001, the company initiated an action against Viacom, Inc., MTV Networks, VH1 Music First et al in
British Columbia Supreme Court for damages in the amount of US$2,750,000 and consequential damages arising
from the Defendants' failure to honour a contract for the co-financing of the television series Big Sound. A recovery or
award, if any, would be applied as a partial satisfaction of the debt as note in 9(d).

iii)

Other

The company is a party to other legal proceedings in the ordinary course of its business but does not expect the

outcome of any other proceedings, individually or in aggregate, to have a material adverse effect on the company's
financial position, results of operations or liquidity.
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