


COMPANY PROFILE

Pacific Safety Products is the Canadian market leader for the
supply of protective products for the military, law enforcement
and first responder agencies. Established in 1984 and
headquartered in Kelowna, British Columbia, the company
today operates out of three manufacturing centres: Kelowna,
British Columbia, Arnprior, Ontario and Dover, Tennessee.
The Company has established one of North America’s most
advanced ballistic research facilities for the testing and
development of its state of the art protective solutions. It
has maintained its market leadership position by excelling
in product design using the latest technologies to serve the
growing defence and security market. Products include body
armour to protect against ballistic, stab and fragmentation
threats, ballistic blankets to reduce blast effects, and
protective clothing against Biochemical hazards. PSP is
the largest armour manufacturer in Canada and supplies its
products to the Canadian Department of National Defence,
Federal government agencies and major law enforcement
organizations across the country. The Company, through its
subsidiary Sentry Armor Systems Inc., provides body armour
products to U.S. based law enforcement and private security
firms under the well-known Gator Hawk Armor brand.

The acquisition of Gator Hawk is
expected to increase PSP’s presence
in the United States market and
contribute to our growth in U.S. sales.

HISTORIC HIGHLIGHTS
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2007 HIGHLIGHTS

e Improved gross margins on major contracts through
best-ever levels of efficiency and cost controls

e Generated healthy growth in our core
business lines

¢ New contract to supply Canada’s Department of
National Defence with Personal Protective Shields

e Acquisition of Gator Hawk Armor Inc. assets, a well
established provider of soft armor products to State,
County and local Law Enforcement Agencies in the
United States

e Awarded new standing offer to supply Canada’s
Department of National Defence with design
service in conjunction with our I-systems partner

e Improved balance sheet with significant elimination
of long term debt

WHERE CAN YOU GET MORE INFORMATION?
Visit our website at www.pacsafety.com for current investor

information including news releases, annual
and quarterly reports and more.

1984 1991 1995

In 1991, PSP expanded
into the armour industry
after a request from US
paramedics to include
armor in their utility vests.

PSP was founded in Kelowna,
British Columbia in 1984,
focusing on innovative
emergency medical

products for ambulance,
paramedics, and search

and rescue personnel.

The company became
publicly traded in March
1995 and is currently
listed on the TSX Venture
Exchange. Symbol: PSP

1996

PSP’s head office is relocat-
ed to a facility that houses

a stated-of-the-art ballistics
range used for research and
development.

1997-2000

The Company purchased
its two largest Canadian
competitors in Brampton,
ON and Arnprior, ON in 1997
and 2000, making PSP the
largest armor manufacturer
in Canada.

2003-2004 2005-2006

Two large orders with the Canadian
Department of National Defence (DND)
in March 2004 and August 2004 have
resulted in an outstanding order book
in the amount of between $46 million
and $57 million, the highest in the
Company's history.

The Company expands into the United States
by establishing Sentry Armor Systems, a
wholly owned subsidiary located in Dover,
Tennessee. Sentry Armor develops, markets,
manufactures, and sells armor systems

for customers including the U.S. Federal
Government, the Department of Defense,
State and Law Enforcement agencies.

2006-2007

The Company acquires the assets of
Gator Hawk Armor Inc. of Ven-

tura, California. Gator Hawk is a well
established provider of soft armor
products to State, County and local
Law Enforcement Agencies in the

United States.
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MESSAGE TO SHAREHOLDERS

Our fiscal year 2007 results confirm the positive trend started
in fiscal year 2006. Expansion of our markets in Canada and
the United States has propelled PSP to record revenues.

Results from the Canadian operations were particularly
strong and real progress was made in establishing a U.S.
business that is sustainable. The acquisition of Gator
Hawk Armor assets in April 2007 brings additional sales
opportunities for our U.S. business that will be realized in our
current fiscal year 2008 and beyond.

The Company also made good progress in developing product
for future defence applications. Multiple bids were submitted
for large scale programs in the international market. While
results may not be known for some time the Company is
pleased that its products and design capabilities are being
recognized both in Canada and overseas.

Canadian operations shareholder value by building a growing, robust, sustainable
were particularly strong and profitable business in the defence and security market.

and real progress was
made in establishing a

U.S. business , ,

! ! Results from the Management continues to be focused at generating

o) )

David E. Scott
Chief Executive Officer



FIVE YEAR FINANCIAL SUMMARY
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BALANCE SHEET As at June 30th 2007 2006 2005 2004 2003
Current assets $ 12,701,112 $ 12,091,804 $ 10,108,639 $ 4,037,426 $ 3,728,569
Property, plant and equipment 3,253,980 3,115,031 3,332,417 2,813,461 2,587,983
Other assets 8,467,272 3,647,581 3,702,736 3,507,578 3,487,932
TOTAL ASSETS $ 24422364 $ 18,854,416 $ 17,143,792 $ 10,358,465 $ 9,804,484
Current liabilities 6,247,064 5,842,754 4,296,257 2,322,938 1,502,970
Current portion of long-term debt 640,000 667,429 432,111 366,033 286,826
Long-term liabilities 1,905,196 2,532,000 3,841,429 4,309,842 4,125,007
TOTAL LIABILITIES 8,792,260 9,042,183 8,569,797 6,998,813 5,914,803
Equity instruments 16,356,195 11,860,828 11,775,811 4,453,967 4,370,128
Contributed surplus 967,540 703,811 528,101 - -
Retained earnings (deficit) (1,693,631) (2,752,406) (3,729,917) (1,094,315) (480,447)
TOTAL SHAREHOLDERS' EQUITY 15,630,104 9,812,233 8,573,995 3,359,652 3,889,681
TOTAL SHAREHOLDERS' EQUITY AND LIABILITIES $ 24422364 $ 18854416 $ 17,143,792 $ 10,358,465 $ 9,804,484
INCOME STATEMENT (For the Years Ended June 30th)

SALES $ 39563526 $ 32,186,804 $ 16,704,086 $ 12,560,648 $ 14,512,579
COST OF SALES 30,490,144 24,085,210 13,019,266 8,928,298 10,860,848
GROSS MARGIN 9,073,382 8,101,594 3,684,820 3,632,350 3,651,731
SALES AND MARKETING 2,110,923 2,086,851 2,084,354 1,507,313 1,372,224
RESEARCH AND DEVELOPMENT 320,079 387,234 612,278 468,125 616,121
GENERAL AND ADMINISTRATION 3,938,984 2,932,059 2,648,074 1,759,272 1,665,992
INTEREST ON OPERATING LINE - 4,829 23,813 52,409 169,000
INTEREST ON LONG-TERM DEBT 288,560 822,671 580,742 538,348 176,015
OTHER ITEMS - 793,200 676,768 126,522 -
TOTAL EXPENSES 6,658,546 7,026,844 6,626,029 4,451,989 3,999,352
INCOME (LOSS) BEFORE INCOME TAXES 2,414,836 1,074,750 (2,941,209) (819,639) (347,621)
INCOME TAX EXPENSE (RECOVERY) 1,356,061 97,239 (385,538) (205,771) (41,575)
NET INCOME (LOSS) $ 1058775 § 977511 § (2,555,671) $ (613,868) $ (306,046)
FINANCIAL CONDITION AND RATIOS

Gross Profit Margin 22.93% 25.17% 22.06% 28.92% 25.16%
Return on average total assets 4.89% 5.43% (18.59%) (6.09%) (2.77%)
Return on average equity 8.32% 10.63% (42.83%) (16.94%) (7.59%)
Earnings Before Taxes Interest Depreciation and Amortization (“EBITDA”) $ 3,473,422 $ 2,615,263 §$ (1,842,503) $ 133,010 $ 154,259
PER COMMON SHARE DATA

Income (loss) before income taxes $ 0121 § 0.056 $ (0.176) $ (0.066) $ (0.028)
Net income (loss) $ 0053 $ 0.051 $ (0.153) $ (0.050) $ (0.025)
EBIDTA $ 0173  § 0137 $ (0.110) $ 0011 § 0.013
Book value $ 0.780 $ 0.515 § 0512 $ 0.271 § 0.317
SHAREHOLDERS AND EMPLOYEES

Weighted average shares outstanding (000's) 20,029,823 19,042,177 16,743,780 12,376,454 12,285,594
Number of Employees 225 266 230 135 135
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...we bring everyday heroes home safely.™

Company Mission

MANAGEMENT DISCUSSION AND ANALYSIS

The following discussion is intended to assist readers in better understanding and evaluating Pacific Safety Products (“PSP”
or the “Company”) history, business environment, strategies, performance and risk factors as well as the financial condition
and operations for the year ended June 30, 2007. It is recommended the information provided be read in conjunction with
PSP’s consolidated financial statements and notes for the year ended June 30, 2007, message to shareholders and other
management discussions included in the Company’s 2007 annual report. The information in this report includes that available
up to August 30, 2007, and includes forward-looking statements based on current expectations and is subject to risks and
uncertainties. Many internal and external factors may cause actual results to differ materially. Unless otherwise indicated all
dollar amounts shown are expressed in Canadian dollars.

Management is responsible for the preparation and integrity of the consolidated financial statements, including maintenance
of appropriate information systems, procedures and internal controls, and to ensure that information used internally or
disclosed externally, including the consolidated financial statements and management’s discussion and analysis, is complete

and reliable.

OVERVIEW OF THE BUSINESS

PSP is an established industry leader in the development, production,
distribution and sale of high-performance and high-quality protective
products for the defence and security market. These products include
body armour to protect against ballistic, stab and fragmentation threats,
ballistic blankets to reduce blast effects, and protective products against
chemical and biological hazards. PSP is the largest armour manufacturer
in Canada and supplies its products to the Canadian Department of National
Defence (DND), federal government agencies and major law enforcement
organizations across the country. The Company, through its subsidiary
Sentry Armor Systems Inc., provides body armour products to U.S. based law
enforcement and private security firms.

The Company provides quality protection solutions by effectively integrating
the latest technologies to serve our customers’ needs. Founded in 1984, PSP
has grown to include more than 212 employees at our Canadian and U.S.
facilities. These facilities are equipped with complete design, production and
research capabilities.

The financial data has been prepared in accordance with Canadian generally
accepted accounting principles and the Company’s reporting currency is the
Canadian dollar. Pacific Safety Products Inc. is a reporting issuer in Canada
in the provinces of British Columbia, Alberta and Ontario. The Company
trades on the TSX Venture Exchange under the symbol PSP. Additional
regulatory information relating to Pacific Safety Products Inc. can be found
at the System for Electronic Document Analysis and Retrieval (“SEDAR")
web site at www.sedar.com.

MARKET CONDITIONS

The defence industry sector serviced by PSP products is experiencing
significant expansion as a result of on-going military engagements
through-out the world and heightened risk of terrorist events. Concern for
the protection of deployed forces has driven demand for tactical armour and
fragmentation protection for both people and equipment. PSP continues
to provide tactical armour and load carriage equipment to various units of
Canada’s DND. Under DND's Clothe the Soldier Program, PSP is delivering
Fragmentation Protection Vests and the Horizon 1 Chem/Bio Coveralls. Two
contract amendments were issued over the past year increasing quantities
on the Fragmentation Protection Vest contract. DND has commenced with
its Integrated Soldier System Program (ISSP) which is intended to improve
situational awareness for the dismounted soldier.

PSP enjoys a dominant position in the Canadian domestic market for law
enforcement and private security. The Company is experiencing steady
demand within this well established market. In addition, PSP has seen strong
growth in the requirement for body armour for new customers such as the
Canadian Border Services Agency and various correctional agencies.

Demand for soft armour products remains strong in the United States. To
better address this market, PSP has established a U.S. subsidiary, Sentry
Armor Systems Inc. Sentry currently manufactures and sells tactical
clothing and soft armour based on the PSP product line. During the year, the
Company purchased the net assets of Gator Hawk Armor Inc., an established
body armour manufacturer based out of California. With this purchase the
Company acquired a recognized product line and significant distributor list.

Given current industry and market conditions, demand for products serving
the security and defence sector is expected to grow steadily and PSP is
prepared to provide effective protective solutions for its customers by
seeking out the latest technologies to serve their needs.

OVERALL CORPORATE PERFORMANCE

Net income before taxes for the year ending June 30, 2007 increased $1.34
million to $2.4 million, an increase of over 124% over last year's income
before taxes of $1,074,750. The currentyear’s netincome includes the results
of operations of the Company’s U.S. subsidiary, Sentry Armor Systems Inc.
(Sentry) which began operations in July 2006.

The Company recorded net income after taxes of $1,058,775 for the fiscal
year 2007. This compares to net income after taxes of $977,511 for 2006, an
increase of $81,264 or 8.3%. The U.S. operations incurred a net loss after
taxes of $1,787,253 for the year ending June 30, 2007. Net income after taxes
from the Canadian operations was $2,846,028 in the same period.
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Total assets increased over the year due primarily to the purchase of the net assets of Gator Hawk Armor Inc. (Gator Hawk), a U.S. manufacturer
of soft body armour. Equity instruments increased $4.5 million due to a private placement during the year to raise funds for the purchase of Gator Hawk.

The following is a summary of financial information for PSP for the last three fiscal years.

YEAR ENDED JUNE 30 2007 2006 2005
BALANCE SHEET

Total assets $ 24,422,364 $ 18,854,416 $ 17,143,792
Total long-term financial liabilities $ 1,918,392 $ 2,532,000 § 3,841,429
STATEMENT OF OPERATIONS

Total revenue $ 39,563,526 $ 32,186,804 $ 16,704,086
Net income (loss) $ 1,058,775 $ 977,511 $ (2,555,671)
Earnings Before Interest, Taxes, Depreciation and Amortization (EBITDA) $ 3,285,447 $ 2615263 % (1,842,503)
PER SHARE DATA

Basic earnings (loss) per share (1) $ 0.053 $ 0.051 $  (0.153)
Fully diluted earnings (loss) per share 2 $ 0.052 $ 0.051 $§  (0.153)

(1) Basic earnings (loss) per share is calculated using the weighted average shares outstanding during the period.
(2) Fully diluted earnings (loss) per share is calculated using the weighted average fully diluted shares outstanding during the period.

YEAR ENDED YEAR ENDED
SUMMARY OF OPERATIONS JUNE 30, 2007 JUNE 30, 2006
SALES $ 39,563,526 $ 32,186,804
COST OF SALES 30,490,144 24 085,210
GROSS MARGIN 9,073,382 8,101,594
EXPENSES 6,658,546 6,233,644
OTHER ITEMS - 793,200
TOTAL EXPENSES AND OTHER ITEMS 6,658,546 1,026,844
INCOME BEFORE INCOME TAXES 2,414,836 1,074,750
INCOME TAX EXPENSE 1,356,061 97,239
INCOME $ 1,058,775 $ 977511
BASIC EARNINGS PER SHARE $ 0.053 $ 0.051
FULLY DILUTED EARNINGS PER SHARE $ 0.052 $ 0.051
WEIGHTED AVERAGE BASIC COMMON SHARES ISSUED AND OUTSTANDING 20,029,823 19,042,177
WEIGHTED AVERAGE FULLY DILUTED COMMON SHARES ISSUED AND OUTSTANDING 20,438,711 19,198,586
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ANNUAL SALES AND GROSS MARGIN

Annual sales increased $7,376,722 or 22.9% over fiscal 2006 to $39,563,526.
Of that total, $2.5 million relate to sales from the US operation and $37 million
are sales from Canadian operations.

Consolidated gross margin for the year was 22.93% compared to 25.17% in
fiscal 2006. The reduction is mainly attributable to Sentry’s gross margin
which included additional overhead costs of the two month transition of
Gator Hawk's product line. The costs were as anticipated by Management.

SELLING, RESEARCH AND GENERAL

ADMINISTRATION EXPENSES (SG&A)

The total of these expenses for the year was $6.7 million or 16.83% of revenue
compared to $6.2(19.37% of revenue) in fiscal 2006, an increase of $0.5 million.
General and administration expenses increased to $3.3 million (0.08% of
revenue) from $2.5 million (0.08% of revenue), an increase of $0.8 million. The
majority of these increases relate to additional sales and marketing activities
and infrastructure development to support revenue growth.

Research and development (R&D) expenditures for the year totaled $320,079
compared to $387,234 in fiscal 2006, a decrease of $67,155. Expenses
included in this category include the costs related to ballistic research
materials, testing, product designs, patterns, labour and overhead. During
the year, management deferred $198,315 in R&D costs relating to new product
development projects that have known markets and are expected to come
into commercial production at a future date.

Amortization of property, plant and equipment decreased by $45,463 to
$246,680 compared to $292,143 last year. Amortization of other assets
increased by $104,058 to $335,371 compared to $231,313 in last year due to
the purchase of the net assets of Gator Hawk Armor Inc.

There was no interest incurred on the operating line for the year ended June
30, 2007 compared to $4,829 for the year ended June 30, 2006.

Interest on long-term debt decreased $534,111 to $288,560 compared
to $822,671 to last year. In the previous year management successfully
negotiated an additional principal payment and an early payment of a bonus
interest requirement on the subordinated debenture. Included in last year's

SUMMARY OF QUARTERLY RESULTS

long-term debt interest expense was $382,000 for the accrual of the EBITDA
bonus interest requirement of which there is none recorded in this year as it
was fully paid in fiscal 2006. The balance of the subordinated debenture at
June 30, 2007 is $800,000 compared to $1.2 million at June 30, 2006.

RESTRUCTURING EXPENSES

There were no restructuring expenses in the current year compared to
$793,200 last year. Lastyear's expenses related to the corporate restructuring
that included the closure of the Brampton, ON facility. These expenses
were recorded separately on the income statement as they were deemed
by management to be one-time costs that were not reflective of current
operations and were not expected to be incurred in future periods.

INCOME TAXES

Income taxes were calculated at an effective rate of 34.12% for Canadian
operations and 40.5% for U.S. operations for the year ended June 30, 2007.
Income tax expense on Canadian earnings for the current year varies from
the amount that would be computed by applying the combined federal and
provincial tax rate as a result of using tax losses available to reduce income
taxes otherwise payable and the tax effect of items not deductible for tax
purposes. The future tax benefit of the U.S. losses has not been recorded
in the year.

INCOME AFTER TAXES

Year to date income after taxes was $1,058,775 resulting in $0.053 basic
earnings per share and a $0.052 diluted earnings per share compared to
income after taxes of $977,511 and a $0.051 basic and diluted earnings per
share last year. The difference in net income from this year to last year
is predominantly due to the recognition of $1.36 million in taxes relating to
the Canadian operations and no recognition at this time of the loss carry
forwards of Sentry Armor Systems Inc.

EARNINGS BEFORE INTEREST, TAXES,

DEPRECIATION AND AMORTIZATION (EBITDA)

Year to date EBITDA was $3,473,422 and $2,615,263 for the comparable period
lastyear. EBITDA for the quarter ended June 30, 2007 was $940,987 compared
to $1,379,165 for the quarter ended June 30, 2006.

04 2007 03 2007 02 2007 01 2007 Q4 2006 Q3 2006 Q2 2006 Q12006
Sales $11,547,177 $10,585,366 $8,512,038 $8,918,945 $9,369,317 $9,195,213 $7,204,500 $6,417,774
Net income (loss) $283,037 $355,325 $177,918 $242,497 $741,766 $742,182 $520,055 $(1,026,492)
Basic earnings (loss) per share  $0.013 $0.018 $0.009 $0.013 $0.038 $0.039 $0.027 $(0.054)
Fully diluted earnings (loss)
per share $0.012 $0.018 $0.09 $0.013 $0.038 $0.039 $0.027 $(0.054)
The Company has reported positive earnings for the previous seven quarters. Early in fiscal 2006, the Company underwent a significant corporate
restructuring which resulted in an expense of $540,000 being recorded in Q1. Total restructuring expenses for fiscal 2006 were $793,200.
QUARTERLY SALES BY PRODUCT GROUP
2007 (Thousands of Dollars) 01 02 03 04 TOTAL
Core Products $2,953 $3,447 $3,543 $4,991 $18,433
Government Contracts 5,966 5,065 1,042 6,556 21,130
Total $8,919 $5,512 $10,585 $11,547 $39,563
2006 (Thousands of Dollars) Q1 Q2 Q3 Q4 TOTAL
Core Products $2,263 $12,642 $3,028 $3,305 $11,238
Government Contracts 4,155 4,563 6,167 6,064 20,949
Total $6,418 $7,205 $9,195 $9,369 $32,187




FOURTH QUARTER RESULTS

SUMMARY OF OPERATIONS
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THREE
MONTHS ENDED
JUNE 30, 2007

THREE
MONTHS ENDED
JUNE 30, 2006

SALES $ 11547177 $ 9,369,317
COST OF SALES 9,294,899 6,899,127
GROSS MARGIN 2,252,278 2,470,190
EXPENSES 1,619,118 1,132,363
OTHER ITEMS - 535,289
TOTAL EXPENSES AND OTHER ITEMS 1,619,118 1,667,652
INCOME BEFORE INCOME TAXES 633,160 802,538
INCOME TAX EXPENSE 350,123 60,772
INCOME $ 283,037 $ 741766
BASIC EARNINGS PER SHARE $ 0.013 $ 0.038
FULLY DILUTED EARNINGS PER SHARE $ 0.012 $ 0.038
WEIGHTED AVERAGE BASIC COMMON SHARES ISSUED AND OUTSTANDING 22,547,834 19,349,637
WEIGHTED AVERAGE FULLY DILUTED COMMON SHARES ISSUED AND OUTSTANDING 22,961,874 19,671,520

PSP’s sales for the fourth quarter were $11.5 million, up from $9.4 million last year, an increase of 22.3%. Of the total quarterly sales, $6.56 million or 61.7%
relate to the two major Federal government contracts.

Consolidated gross margin for the fourth quarter decreased to 19.51% of revenue as compared to 26.36% in the same quarter last year due to the inclusion of
Sentry’s overhead absorption plus the additional overhead during transition of Gator Hawk's product line. Gross margin for the Canadian operations alone in
quarter four was 25.66% which is in line with last year's fourth quarter gross margin.

The Company reported income after taxes of $283,037 for the fourth quarter (2006 Q4 - $741,766) which resulted in basic and diluted earnings per share
of $0.013 (2006 Q4 - $0.038). The difference in net income from this year's Q4 to last year's is predominantly due to the recognition of taxes relating to the
Canadian operations and the unrecognized loss carry forwards of Sentry Armor Systems Inc.

CASH FLOW

Cash flow generated by operating activities was $312,936 compared to $3,141,614 generated last year. The significant increase in accounts receivable at
year end and the cash injection in Sentry Armor Systems Inc. are the reasons for the decline in cash generated from operations compared to last year. The
cash used to supplement Sentry’s operations is in line with management’s expectations for the year. The Company also invested $5,031,919 in new product
development, intangible assets and property, plant and equipment compared to $615,352 in fiscal 2006. The majority of these expenditures were related to the
acquisition of the net assets of Gator Hawk Armor and other expenses as incurred during the normal course of business to maintain the current production
facilities. Financing activities increased cash by $3,474,241 compared to $1,104,938 last year. The Company underwent a private placement in April of this year
to raise funds for the purchase of Gator Hawk. The Company issued 4.5 million common shares for gross proceeds of $4.5 million. Other financing activities
included proceeds received from the issuance of shares under the Company’'s Employee Share Ownership Plan and exercise of stock options as well as
normal principal repayments on the secured and subordinated loan.

YEAR ENDED YEAR ENDED
CASH FLOW JUNE 30, 2007 JUNE 30, 2006
Cash flow from (used for) continuing operations $ 312,936 $ 3,141,614
Investing activities and capital expenditures (5,031,919) (615,352)
Financing activities 3,474,241 (1,104,938)
Increase (decrease) in cash during year $ (1,244,742) $ 1,421,324

LIQUIDITY AND CAPITAL RESOURCES

FINANCIAL POSITION

AS AT JUNE 30, 2007 JUNE 30, 2006
Cash and cash equivalents $ 888,144 $ 2,132,886
Working capital $ 5,814,048 $ 5,581,621
Long-term debt (long-term portion only) $ 1,892,000 $ 2,532,000
Shareholders’ equity $ 15,630,104 $ 9,812,233
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WORKING CAPITAL

PSP’s liquidity remained strong through-out the year as the Company
continued to generate significant cashflow from operations. At June 30,
2007, PSP’s working capital was $5,814,048 compared to $5,581,621 at June
30, 2006. PSP has working capital required to meet current commitments
and deliver current and future orders and management does not expect it
will have a working capital deficiency. PSP expects to generate significant
cash flow from operations based on its fiscal 2008 business plan and current
orders in place.

ACCOUNTS RECEIVABLE

Accounts receivable at June 30, 2007 increased $3,507,828 to $7,256,871 from
$3,749,043 at June 30, 2006, an increase of 93.6%. Of this total, $5 million or
69% relates to receivables from the Federal Government. Less than 4% of
total receivables are over 60 days and management has not identified any
bad debts. Subsequent to year end, the Company has collected over $6.5
million relating to these receivables.

INVENTORY

Inventory at June 30, 2007 decreased $881,249 to $4,032,053 compared to
$4,913,302 at June 30, 2006. The decrease in inventory is the result of a break
in the purchasing cycle due to the completion of the first phase of a large
government contract. PSP expects inventory to increase again in Q1 FY08 as
procurement for the next phase begins. Fluctuations in inventory may occur
due to the timing of contract wins and availability of certain raw materials.

BANK INDEBTEDNESS

The Company has in place a $2 million operating line of credit with a
Canadian Chartered bank. At June 30, 2007 and June 30, 2006 no balances
were outstanding on this line of credit.

INVESTMENT TAX CREDITS RECEIVABLE (ITC)

The Company accumulated $549,758 in investment tax credits receivable
relating to scientific research and development expensesincurred in previous
periods. A portion of these ITC’s were used to reduce taxes payable in future
periods. At June 30, 2007 the Company reported ITC's of $57,861 (June 30,
2006 - $440,263) which represents the net amount of ITC’s receivable after
offsetting the estimated taxes payable accrued to date.

Investment tax credits are recorded as a reduction to research and
development expenses on the income statement. The SR&ED claim for fiscal
2006 was filed with the Canada Revenue Agency (CRA) and was assessed
as filed.

FUTURE INCOME TAXES

Loss carry forwards of approximately $1.69 million CAD ($1.58 million USD)
for the U.S. operation, Sentry Armor Systems Inc, have not been recorded
in the year. Recognition of future tax assets of the U.S. operations will be
assessed on a quarterly basis.

PROPERTY, PLANT AND EQUIPMENT

AND OTHER ASSETS

The Company invested $398,720 in property, plant and equipment, $336,948
in new product development costs and $52,940 in patents, trademarks and
deferred start up costs. Segmented information relating to these assets can
be found in Note 16 of the June 30, 2007 financial statements.

Subsequent to year end, the Company entered into a sale and leaseback
agreement to sell its Kelowna manufacturing facility. The net book value of
the related assets, totalling $1.5 million, will be removed from property, plant
and equipment and the corresponding secured debt will be settled.

BUSINESS COMBINATION

On April 30, 2007 the Company acquired, through its wholly owned subsidiary,
Sentry Armor Systems Inc., certain assets and liabilities of Gator Hawk Armor
Inc., that comprise substantially all of the business, for cash consideration
of $3,866,594 (USD $3,465,000) and 429,621 common shares of the Company
valued at $429,621 (USD $385,000). The terms of the transaction also provide
for an earn out provision for up to $300,000 based on certain sales targets
being met within one year of the purchase date. The transaction was funded
by a private placement of 4.5 million common shares of the Company valued
at $1.00 per share.

The acquisition has been accounted for using the purchase method whereby
the purchase consideration was allocated to the tangible and intangible
assets acquired and liabilities assumed based on their estimated fair
values at the date of acquisition. The excess of the purchase price over the
estimated fair values of the assets acquired and liabilities assumed amounted
to $2,907,685 which was allocated to Goodwill. The Company issued 429,621
common shares valued at $429,621 to an escrow account, to be held for one
year after the date of acquisition. The shares were valued at the share price
of the private placement transacted in March 2007 to raise funds for this
purchase. The private placement price was $1.00 per common share.

Net assets acquired at fair value:

Inventory $390,769

Property, plant and equipment 174,883
Intangible assets 2,125,362

Goodwill 2,907,685

Accounts payable and accruals (925,767)
$4,672,932

Cash consideration $3,866,594

Common shares issued 429,621

Closing costs, estimated 376,717
$4,672,932




LONG-TERM DEBT

The Company made regular principal and interest repayments on the secured
and subordinated debenture during the year. Subsequent to year end the
Company sold its Kelowna, BC property and fully repaid the related secured
debenture of $1.7 million.

EQUITY INSTRUMENTS AND CONTRIBUTED SURPLUS

During the year, PSP issued 73,852 shares under its Employee Share
Ownership Plan for net proceeds of $43,983. At June 30, 2007, PSP’s issued
and outstanding shares totaled 24,197,964 compared to 19,155,491 at June
30, 2006.

In March 2007, the Company entered into an agreement with Acumen Capital
Finance Partners Limited to complete a Private Placement, on a “best
efforts” agency basis, of 4,500,000 Subscription Receipts of the Company
at a price of $1.00 per Subscription Receipts for aggregate gross proceeds
of $4,500,000. The close of the Private Placement occurred on March 27,
2007. Net proceeds of the Private Placement were used to complete the
acquisition of the net assets of Gator Hawk Armor Inc., a U.S. body armor
business. Each Subscription Receipt was exchanged for one common share
of the Company upon close of the acquisition, resulting in 4.5 million common
shares being issued on April 30, 2007.

OFF BALANCE SHEET FINANCING

The Company does not have any significant off balance sheet financing
arrangements and there were no significant changes in operating leases
from those disclosed in the MD&A for the year ended June 30, 2006.

RELATED PARTY TRANSACTIONS

During the year the Company paid $164,495 (June 30, 2006 - $2,128) in
consulting and professional fees to a member of the Board of Directors and to
an organization related to another member of the Board of Directors. These
fees were charged to general administration expense. These transactions
were allinthe normal course of operations and are measured atthe exchange
value (the amount of consideration established and agreed to by the related
parties), which approximates the arm’s length equivalent value.

During the year, several directors and officers of the Company participated
in the private placement equity financing. Of the 4.5 million common shares
issued, 85,000 common shares were purchased by the related parties for
gross proceeds of $85,000.

FINANCIAL INSTRUMENTS
As disclosed in note 2, the Company holds various forms of financial
instruments. The nature of these instruments and the Company’s operations
expose the Company to interest rate, credit and foreign currency risk. The
Company manages its exposure to these risks by operating in a manner that
minimizes its exposure to the extent practical.

(a) AtJune 30, 2007, the Company had $1,732,000
(June 30, 2006 - $1,948,000) of long-term floating rate debt.
At June 30, 2007 the Company had $5,027,086 (June 30, 2006
- $1,894,461) in accounts receivable due from the Canadian Federal
government. As at the date of this report, the Company has collected
$4.2 million from the Federal Government.
At June 30, 2007 the Company had $784,019 (June 30, 2006 - $2,390,830)
cash on deposit with a Canadian Chartered Bank and $91,493 cash on
deposit with a U.S. Bank (June 30, 2006 - nil).
At June 30, 2007 the Company held a secured letter of credit with
its financial institution in the amount of US$750,000.
Foreign currency exchange rate risk management - a portion of
the Company’'s sales are denominated in foreign currencies and,
accordingly, the related financial assets and liabilities are subject to
fluctuations in exchange rates. The Company manages its exposure
to foreign currency fluctuations by maintaining foreign currency bank
accounts and receivables to offset foreign currency payables and
planned expenditures. The effect of a 1% change in foreign currency
exchange rates would have a nominal effect on the financial results of
the Company.

(b

(c

(d
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SUBSEQUENT EVENTS

Subsequent to year end, the Company entered into a sale/leaseback
agreement to sell its manufacturing facility in Kelowna, BC for $3 million. The
Company has leased the entire facility for 18 months. Upon completion of the
transaction, the asset will be removed and the secured debt (note 12) will be
settled, cash will increase by approximately $1.2 million and the gain on sale
will be realized on the income statement over the life of the lease.

In July 2007 the irrevocable Standby Letter of Credit (LOC) in the amount of
$750,000 USD ($794,228 CAD) was released by its bank. The LOC was issued
in connection with the Horizon 1 protective coverall contract as a security for
payment to a certain supplier of raw material.

DISCLOSURE CONTROLS AND PROCEDURES

During the year, management evaluated the effectiveness of the Company’s
existing disclosure controls as defined by Multilateral Instrument 52-109.
Based on that evaluation, the Chief Executive Officer and Chief Financial
Officer concluded that the design and operation of these disclosure controls
and procedures were effective.
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NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS
FOR THE YEARS ENDED JUNE 30, 2007 AND JUNE 30, 2006

Management of Pacific Safety Products Inc. is responsible for establishing
and maintaining adequate internal control over financial reporting to provide
reasonable assurance regarding the reliability of financial reporting and the
preparation of financial statements for external purposes in accordance with
GAAP. Internal financial controls and procedures have been designed under
the supervision of management of PSP.

It should be noted that while PSP believes thatthe currentdisclosure controls
and procedures and internal controls over financial reporting provide a
reasonable level of assurance, it cannot be expected that existing disclosure
controls and procedures and internal controls over financial reporting will
prevent all human error and circumvention or overriding of the controls and
procedures. A control system, no matter how well conceived or operated,
can provide only reasonable, not absolute, assurance that the objectives of
the control system are met.

RISKS AND UNCERTAINTIES

In the normal course of business, the Company’s operations continue to be
influenced by a number of internal and external factors, and are exposed
to risks and uncertainties, that can affect its business, financial condition
and operating results. The activities of the Company are subject to ongoing
operational risks including the performance of key suppliers, product
performance, government and other industry regulations, and reliance on
information systems, all of which may affect the ability of the Company to
meet its obligations. The ongoing ability to meet the needs of the market
place is dependent on the development and introduction of new products.
While management believes its innovation and technology make it a leader
in the industry, revenue and results may be affected if products are not
accepted in the market place, are not approved by regulatory authorities, or
if products are not brought to market in a timely manner.

PSP operates in markets subject to government purchasing patterns
and large tenders that are at times unpredictable and create fluctuations
in the production load throughout the year. Government purchasing is
typically tender driven and subject to competitive bidding. These buying
patterns create the necessity of being able to quickly increase and
decrease production capacity. PSP has addressed this by using cell based
manufacturing in which production staff are grouped into cells. Cells can
quickly be added or reduced in order to mitigate the impact of large contracts
on regular production of core products. In addition, large contracts often
create a situation where a significant portion of the Company’s revenue and
accounts receivable may be from a small number of customers increasing
the risks of economic dependence and concentration of credit.

The Company's working capital position is dependent on the timely collection
of accounts receivable, inventory management and scheduled supplier
payments. A change in supplier payment terms or slow payment of accounts
receivable could adversely affect the Company’s liquidity. Management
has implemented controls to ensure accounts receivable are current and
suppliers payments are within terms.

Changing interest rates could have an effect on earnings. A total of $1,732,000
of PSP’s long-term debt is subject to variable interest rates. In addition,
PSP’s operating line, with a balance of nil at June 30, 2007, is also a variable
rate loan. Foreign exchange rate fluctuations could lead to differences
in the profitability of international contracts and orders. The majority of
large international contracts are bid months in advance of when they are
manufactured and shipped. These contracts are typically priced using United
States dollars at an estimated future foreign exchange rate. If awarded
to PSP, the receivables will generally be insured or secured by a letter of
credit to ensure payment. If deemed necessary, management will enter into
a foreign exchange forward contract to lock in the foreign exchange rate
over the period of performance of these contracts. In addition, PSP reviews
its price lists on a regular basis to ensure that it diminishes its exposure
to rate changes. PSP manages its ongoing foreign currency exchange
exposure by maintaining foreign currency bank accounts and receivables to

10

offset foreign currency payables and planned expenditures. The nature of
PSP’s business allows the Company to naturally hedge future normal foreign
currency payments with future normal foreign currency collections.

PSP has significant investment tax credits and income tax loss carry
forward amounts available. These items are subject to review and
assessment by Canadian Income Tax authorities and could cause future
adjustments to earnings.

OUTLOOK

The market for PSP’s products in both Canada and the USA remains strong
with the ever increasing need for security of personnel in a broad number
of applications. We see our Law Enforcement and First Responder markets
continuing to expand. Building on our success with products for the Canadian
Forces, PSP will invest in the development of the next generation products to
satisfy a variety of programs in Canada and the international market. These
technologically advanced products will be bid into a market valued in excess
of 81 Billion over the next decade.

The company has a strong balance sheet and effectively no debt. It continues
to seek strategic acquisitions that will foster significant and sustained growth
opportunities. Operationally PSP will continue to make improvements to its
manufacturing processes contributing to gross margin performance.

The Company’'s U.S. subsidiary, Sentry Armor Systems Inc. continues to
progress according to management’s expectations and has increased
production consistently quarter over quarter. The Company has now
transitioned Gator Hawk Armor’s product line to Dover. Management expects
that the increased distribution channels and product line recognition of this
acquisition will result in increased net earnings going forward.

MEASURES NOT IN ACCORDANCE WITH
GENERALLY ACCEPTED ACCOUNTING PRINCIPLES

The following measure included in this report does not have a standardized
meaning under Canadian generally accepted accounting principles and,
therefore, is unlikely to be comparable to similar measures presented by
other companies:

EBITDA (earnings before interest, income taxes, depreciation and
amortization), while not a concept recognized by generally accepted
accounting principles, is an indirect measure for operating cash flow, a
significant indicator of the success of any business.

Forward Looking Statements: This documentmay contain forward looking statements
based on management’s expectations, estimates and projections. All statements that
address expectations or projections about the future, including statements about
the Company’s strategy for growth, product development, market position, expected
expenditures and financial results are forward looking statements. Some of the forward
looking statements may be identified by words like “expects,” “anticipates,” “plans,”
“intends,” “projects,” “indicates,” and similar expressions. These statements are not
guarantees of future performance and involve a number of risks, uncertainties and
assumptions. Many factors, including those discussed more fully elsewhere in this
release and in documents which may be filed with the British Columbia Securities
Commission, the Alberta Securities Commission, the Ontario Securities Commission,
the TSX Venture Exchange, as well as others, could cause results to differ materially
from those stated. These factors include, but are not limited to changes in the laws,
regulations, policies and economic conditions, including inflation, interest and foreign
currency exchange rates, of countries in which the Company does business; competitive
pressures; successful integration of structural changes, including restructuring plans,
acquisitions, divestitures and alliances; cost of raw material, research and development
of new products, including regulatory approval and market acceptance; and seasonality
of sales in some products.
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MANAGEMENT'S RESPONSIBILITY FOR FINANCIAL REPORTING

Management is responsible for the preparation and integrity of the consolidated financial statements and other
information appearing in this annual report. In management’s opinion, the accompanying consolidated financial
statements have been properly prepared within reasonable limits of materiality and within the framework of
appropriately selected generally accepted accounting principles and policies consistently applied and summarized
inthe consolidated financial statements. Since a precise determination of many assets and liabilities is dependent
upon future events, the preparation of periodic financial statements necessarily involves the use of estimates.
These have been made with all information available up to August 30, 2007. The consolidated financial statements
were prepared to conform to generally accepted accounting principles, as accepted in Canada, and include some
amounts based on management’s best judgments and estimates. Financial information in this annual report is

consistent with that in the consolidated financial statements.

To fulfil our responsibilities, management has developed and maintains a
system of internal accounting controls. Although no cost effective system
of internal controls will prevent or detect all errors and irregularities,
these systems are designed to provide reasonable assurance that assets
are safeguarded from loss or unauthorized use, transactions are properly
recorded and the financial records are reliable for preparing the financial
statements.

Our independent auditors conduct an audit of the Company's consolidated
financial statements in accordance with Canadian generally accepted
auditing standards. Their audit includes a review of internal accounting
controls to the extent they deem necessary to issue an audit report on the
Company’s financial statements. Their report appears on this page.

The Board of Directors carries out its responsibility for the consolidated
financial statements in this annual report principally through its audit
committee, consisting of three directors. The audit committee meets
periodically with management and the independent auditors to ensure
that each is properly discharging its responsibilities, to discuss specific
accounting, reporting and internal control matters and to review the
consolidated financial statements. The audit committee reports its findings
to the Board of Directors for consideration when approving the consolidated

financial statements for issuance to the shareholders. The audit committee
also recommends, for review by the Board of Directors and approval of
shareholders, the appointment of external auditors. The independent

auditors have full and free access to the audit committee.

David E. Scott
Chief Executive Officer

Valerie M. Dougans
Chief Financial Officer

August 30, 2007

AUDITORS" REPORT TO THE SHAREHOLDERS OF PACIFIC SAFETY PRODUCTS INC.

We have audited the consolidated balance sheets of Pacific Safety
Products Inc. as at June 30, 2007 and 2006 and the consolidated statements
of operations and deficit and cash flow for the years then ended.
These consolidated financial statements are the responsibility of the
Company’s management. Our responsibility is to express an opinion on
these consolidated financial statements based on our audits.

We conducted our audits in accordance with Canadian generally accepted
auditing standards. Those standards require that we plan and perform an
audit to obtain reasonable assurance whether the financial statements
are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial
statements. An audit also includes assessing the accounting principles
used and significant estimates made by management, as well as evaluating
the overall financial statement presentation.

In our opinion, these consolidated financial statements present fairly, in
all material respects, the financial position of the Company as at June 30,
2007 and 2006 and the results of its operations and the cash flows for each
of the years then ended in accordance with Canadian generally accepted
accounting principles.

B’DOBMM S

Kelowna, British Columbia

August 30, 2007

"



PACIFIC SAFETY PRODUCTS INC. | 2007 ANNUAL REPORT

CONSOLIDATED BALANCE SHEETS (AUDITED)

AS AT JUNE 30, 2007 JUNE 30, 2006
ASSETS
CURRENT ASSETS
Cash and cash equivalents $ 888,144 $ 2,132,886
Accounts receivable (note 19) 1,256,871 3,749,043
Inventory (note 4) 4,032,053 4,913,302
Prepaid expenses and deposits 466,183 387,654
Investment tax credits receivable (note 5) 57,861 440,263
Future income taxes recoverable (note 6) - 468,656
Total Current Assets 12,701,112 12,091,804
FUTURE INCOME TAXES RECOVERABLE (note 6) - 267,767
PROPERTY, PLANT AND EQUIPMENT (note 7) 3,253,980 3,115,031
OTHER ASSETS (note 8) 503,832 233,817
INTANGIBLE ASSETS (note 9) 2,221,403 311,644
GOODWILL (note 9) 5,742,037 2,834,353
TOTAL ASSETS $ 24,422,364 $ 18,854,416
LIABILITIES
CURRENT LIABILITIES
Accounts payable and accrued liabilities $ 5,054,704 $ 4,993,746
Corporation taxes payable 60,000 -
Deferred revenue 1,132,360 849,008
Current portion of long term debt (note 11) 640,000 667 429
Total Current Liabilities 6,887,064 6,510,183
LONG TERM DEBT (note 11) 1,892,000 2,532,000
FUTURE INCOME TAXES PAYABLE (note 6) 13,196 -
TOTAL LIABILITIES 8,792,260 9,042,183
SHAREHOLDERS® EQUITY
EQUITY INSTRUMENTS (note 13) 16,356,195 11,860,828
CONTRIBUTED SURPLUS (note 14) 967,540 703,811
DEFICIT (1,693,631) (2,752,406)
TOTAL SHAREHOLDERS' EQUITY 15,630,104 9,812,233
TOTAL LIABILITIES AND SHAREHOLDERS' EQUITY $ 24,422 364 $ 183854416

Contingencies and commitments (note 17)
Subsequent event (note 20)

ON BEHALF OF THE BOARD OF DIRECTORS:

John Brodie, Director David Scott, Director
The accompanying notes are an integral part of these financial statements.
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CONSOLIDATED STATEMENTS OF OPERATIONS AND DEFICIT (AUDITED)

FOR THE YEARS ENDED JUNE 30th 2007 2006
SALES (note 15) $ 39,563,526 $ 32,186,804
COST OF SALES
Materials, labour and manufacturing overhead 30,490,144 24,085,210
GROSS MARGIN 9,073,382 8,101,594
EXPENSES
Sales and marketing 2,110,923 2,086,851
Research and development 320,079 387,234
General and administration 3,333,582 2,544,755
Interest on operating line - 4,829
Periodic interest on long-term debt 288,560 822,671
Foreign exchange (gains) losses 23,351 (136,152)
Amortization of property, plant and equipment 246,680 292,143
Amortization of intangible and other assets 335,371 231,313
Total Expenses 6,658,546 6,233,644
INCOME BEFORE OTHER ITEMS 2,414,836 1,867,950
OTHER ITEMS
Restructuring expenses (note 16) - 793,200
NET INCOME BEFORE INCOME TAXES 2,414,836 1,074,750

INCOME TAXES (note 6)

Current 60,000 -

Future 1,296,061 97,239
Income Taxes Expense 1,356,061 97,239
NET INCOME 1,058,775 977,51
DEFICIT, BEGINNING OF YEAR (2,752,406) (3,729,917)
DEFICIT, END OF YEAR $  (1,693,631) $ (2,752,406)

EARNINGS PER SHARE (note 13)

BASIC $ 0.053 $ 0.051
FULLY DILUTED $ 0.052 $ 0.051
WEIGHTED AVERAGE BASIC COMMON SHARES ISSUED AND OUTSTANDING 20,029,823 19,042,177
WEIGHTED AVERAGE FULLY DILUTED COMMON SHARES ISSUED AND OUTSTANDING 20,438,711 19,198,586

The accompanying notes are an integral part of these financial statements.
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CONSOLIDATED STATEMENTS OF CASH FLOW (AUDITED)

FOR THE YEARS ENDED JUNE 30th 2007 2006
OPERATING ACTIVITIES
Cash receipts from customers $ 36,721,452 $ 32,804,301
Cash paid to suppliers and employees (36,148,632) (28,979,222)
Interest paid (288,560) (724,671)
Interest received 28,676 41,206
CASH FLOW FROM OPERATING ACTIVITIES 312,936 3,141,614
INVESTING ACTIVITIES
Purchase of property, plant and equipment (398,720) (361,569)
Acquisition of net assets (4,243,311) -
Investment in new product development (336,948) (173,342)
Investment in intangible assets (52,940) (80,441)
CASH FLOW USED BY INVESTING ACTIVITIES (5,031,919) (615,352)
FINANCING ACTIVITIES
Repayment of long-term debt (667,429) (1,172,111)
Proceeds from the issue of equity instruments 4,565,010 143,763
Costs related to the issue of equity instruments (423,340) (76,590)
CASH FLOW PROVIDED (USED) BY FINANCING ACTIVITIES 3,474,241 (1,104,938)
INCREASE (DECREASE) IN CASH AND CASH EQUIVALENTS (1,244,742) 1,421,324
CASH AND CASH EQUIVALENTS, BEGINNING 2,132,886 711,562
CASH AND CASH EQUIVALENTS, ENDING $ 888,144 $ 2,132,886
NON-CASH TRANSACTIONS
Stock-based compensation (263,729) (175,710)
Increase in contributed surplus 263,729 175,710
Common shares issued as purchase price consideration (429,621) -
Increase in cost of acquisition 429,621 -
$ - $ -

The accompanying notes are an integral part of these financial statements.
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NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS
FOR THE YEARS ENDED JUNE 30, 2007 AND JUNE 30, 2006

NOTE 1. NATURE OF ACTIVITIES

Pacific Safety Products Inc.(PSP), incorporated under the Business Corporations Act, manufactures, distributes and sells a complete line of protective
products and accessories for the defence and security market. Nexus Armour Inc. is a wholly owned subsidiary of PSP and is the parent company
of Sentry Armor Systems Inc. (Sentry). Sentry was incorporated under the State of Delaware, USA and commenced operations in Dover, Tennessee
on July 5, 2006.

NOTE 2. SIGNIFICANT ACCOUNTING POLICIES
BASIS OF PRESENTATION

The accompanying consolidated financial statements have been prepared by management in accordance with Canadian generally accepted
accounting principles and are stated in Canadian dollars (unless otherwise indicated).

PRINCIPLES OF CONSOLIDATION

These consolidated financial statements include the accounts of Pacific Safety Products Inc. and its wholly owned subsidiaries, Nexus Armour Inc.,
a company incorporated under the laws of British Columbia, Canada and Sentry Armor Systems Inc., a company incorporated under the laws of
Delaware, United States. All intercompany transactions and balances are eliminated on consolidation.

CASH AND CASH EQUIVALENTS
Cash and cash equivalents consist of unrestricted cash in banks and highly liquid short term deposits, typically with maturities of three
months or less.

INVENTORY
Raw materials are stated at the lower of weighted average cost and replacement cost. Work in process and finished goods are stated at the lower of
average cost, which includes direct manufacturing expenses and an allocation of overhead, and net realizable value.

PROPERTY, PLANT AND EQUIPMENT
Property, plant and equipment is recorded at cost. Amortization of property, plant and equipment is intended to amortize the assets over their useful
lives and is calculated using the following methods and annual rates:

Building and parking lot straight-line over twenty-five years
Office equipment 20% diminishing balance
Manufacturing equipment 20% diminishing balance
Computer equipment 30% diminishing balance

Test and design equipment 30% diminishing balance
Leasehold improvements straight-line over five years

PRODUCT DEVELOPMENT COSTS

Research and development costs are recorded at out of pocket cost and related direct overhead. Research costs are expensed as incurred and are
reduced by related government assistance and tax incentives. Product development costs are expensed as incurred unless they meet Canadian
generally accepted accounting criteria for deferral and amortization. Amortization for product development costs commences in the year that the new
product development is completed and commercial production commences. These costs are amortized using the straight-line method over five years.
Management assess product development costs to ensure costs are recoverable through future sales. Any amount deemed to be unrecoverable is
recognized in the current period.

GOODWILL AND INTANGIBLE ASSETS

Goodwill is no longer amortized and is reviewed by management annually or more frequently if an event or circumstances indicate that the asset
might be impaired. When the carrying amount of a reporting unit exceeds its fair value, an impairment is recognized in operations. Impairment is
measured as the shortfall of the reporting unit’s projected cashflows, after allocation to specific assets and liabilities, compared with the carrying
amount of goodwill.

Deferred organization costs, patents, trademarks and deferred financing costs are recorded at out of pocket cost. Customer relationships, tradenames
and non-compete agreements are recorded at cost which, for business acquisitions, represents the estimated fair market value at the date of the
acquisition. Management assesses intangible assets to ensure costs are recoverable through estimated future sales. Any amount deemed to be
unrecoverable is recognized in the current period.
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NOTE 2. SIGNIFICANT ACCOUNTING POLICIES (continued)

Amortization of intangibles are calculated using the following methods and annual rates:

Deferred organization costs, patents and trademarks straight-line over five years
Deferred financing costs over term of related loans
Customer relationships straight-line over ten years
Tradenames straight-line over 15 years
Non-compete agreements straight-line over 3 years

DEFERRED CONTRACT COSTS

Deferred contract costs represent expenses incurred to secure material contracts and are recorded at out of pocket cost. These costs relate
specifically to contracts that have been awarded to the Company and are amortized based on the forecasted revenue over the life of the contract. In
the event the contract is terminated, the remaining costs will be expensed in the period of termination.

REVENUE RECOGNITION

Revenue is recognized when products are shipped to the customer, collection is reasonable assured and is recorded net of discounts. Amounts
received prior to the shipment of products are recognized as deferred revenue, on the balance sheet, in the period received and recorded as revenue
when the products are shipped.

INCOME TAXES

Income taxes are determined using the asset and liability method. Future income tax assets and liabilities are recognized for the future income
tax consequences, attributable to temporary differences between the financial reporting basis and the income tax basis of assets and liabilities.
Deductible tax pools are based on enacted income tax rates expected to apply in the periods in which the temporary differences are expected to be
recovered or settled.

The amounts accrued to recognize investment tax credits and future income tax assets relating to undeducted tax pools for income tax purposes are
based on the Company’s estimate that it will have sufficient future taxable income to utilize these losses.

GOVERNMENT ASSISTANCE
Government assistance related to capital expenditures is reflected as a reduction in the cost of such assets. Government assistance relating to
research and development expenses is recorded as a reduction of expenses when the related expenditures are incurred and recovery is relatively
certain. When government assistance is received which relate to expenses of future periods, the amount is deferred and amortized to income as the
related expenditures are incurred.

EARNINGS PER SHARE

Basic earnings per share is calculated by dividing the earnings for the period by the weighted average number of common shares outstanding
during the period. The Company uses the treasury stock method for calculating the dilutive effect of the outstanding stock options and other dilutive
securities. Under the treasury stock method, the weighted average number of common shares outstanding used for the calculation of diluted earnings
per share assumes that the proceeds to be received on the exercise of dilutive share options and warrants are used to repurchase common shares
at the average market price during the period.

FOREIGN CURRENCY TRANSLATION

The Company follows the temporal method of accounting for the translation of foreign currency amounts into Canadian dollars , including Sentry
Armor Systems Inc. which is considered as an integrated foreign operation. Under this method, monetary assets and liabilities denominated in foreign
currencies are translated at the exchange rates in effect at the balance sheet date. Non-monetary assets are translated at the historical rate of
exchange. Revenue and expenses are translated at the rates of exchange prevailing on the transaction date. Gains and losses on translation are
reflected in the statement of operations.
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FINANCIAL INSTRUMENTS

The Company carries a number of financial instruments. The Company is exposed to credit risk as certain receivables comprise a significant portion
of the Company’s accounts receivables and a significant portion of the Company’s cash is held at one financial institution. The Company is exposed
to currency risk arising from its financial instruments as a substantial number of transactions are denominated in United States dollars. The Company
is exposed to interest rate risk as a portion of its long-term debt and its operating line are based on a floating interest rate. Unless otherwise noted,
the fair value of these financial instruments approximates the carrying values.

CASH FLOW

The Company uses the direct method of reporting cash flow from operating activities.

MEASUREMENT UNCERTAINTY

The amounts accrued to recognize investment tax credits and future income tax assets relating to undeducted tax pools for income tax purposes are
based on the Company’s estimate that it will have sufficient future taxable income to utilize these losses. By their nature, these estimates are subject
to measurement uncertainty and the effects of changes in estimates of judgments will be recorded in the period such changes are made.

Goodwill is reviewed by management annually or more frequently if an event or circumstance indicates that the asset might be impaired. When the
carrying amount of a reporting unit exceeds its fair value an impairment is recognized in operations. Impairment is measured as the shortfall of the
reporting unit's projected cashflows, after allocation to specific assets and liabilities, compared with the carrying amount of goodwill. Management
assesses intangible and other assets to ensure costs are recoverable through estimated future sales. Any amount deemed to be unrecoverable is
recognized in the current period. By their nature, these estimates involve future events, the outcome of which is uncertain.

The presentation of financial statements in conformity with Canadian generally accepted accounting principles requires management to make
assumptions and estimates that affect the reported amounts and other disclosures in these consolidated financial statements. Actual results may
differ from those estimates.

The Company has provided for certain warranty costs arising from the purchase of the net assets of Gator Hawk Armor Inc. (note 3). The provision
is based on an estimate of vests and/or vouchers outstanding for replacement vests. This estimate is subject to measurement uncertainty and the
effects of changes in estimates of judgments will be recorded in the period such changes are made.

STOCK BASED COMPENSATION PLANS

Direct awards of stock and liabilities based on the price of common stock are measured at fair value at each reporting date, with the change in fair
value reported in the statements of operations. Under the fair value based method, stock-based payments are measured at the fair value of the
consideration received, or the fair value of the equity instruments issued, or liabilities incurred, whichever is more reliably measurable. The fair value
of non-cash stock-based payments is periodically re-measured until counterparty performance is complete, and any change therein is recognized
over the period and in the same manner as if the Company had paid cash instead of paying with or using equity instruments. The cost of non-cash
stock-based payments that is fully vested and non-forfeitable at the grant date is measured and recognized at that date.

Under the fair value based method, compensation costs attributable to awards that are direct awards of shares, or share appreciation rights, which call
for settlement by the issuance of equity instruments, is measured at fair value at the grant date, and recognized over the vesting period. Compensation
costs attributable to awards, which call for settlement in cash or other assets, is measured at fair value at the grant date, and recognized over the
vesting period. For awards that vest at the end of a vesting period, compensation cost is recognized on a straight-line basis; for awards that vest on
a graded basis, compensation is recognized on a pro-rata basis over the vesting period. Consideration received on the exercise of stock options is
recorded as share capital and the related contributed surplus is transferred to share capital.

COMPARATIVE FIGURES

Certain of the prior year's figures have been reclassified to conform to the current year's presentation.
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NOTE 3. BUSINESS COMBINATION

On April 30, 2007 the Company acquired, through its wholly owned subsidiary, Sentry Armor Systems Inc., certain assets and liabilities of Gator Hawk
Armor Inc., that comprise substantially all of the business, for cash consideration of $3,866,594 (USD $3,465,000) and 429,621 common shares of the
Company valued at $429,621 (USD $385,000). The terms of the transaction also provide for an earn out provision for up to $300,000 based on certain
sales targets being met within one year of the purchase date. The transaction was funded by a private placement of 4.5 million common shares of
the Company valued at $1.00 per share.

The acquisition has been accounted for using the purchase method whereby the purchase consideration was allocated to the tangible and intangible
assets acquired and liabilities assumed based on their estimated fair values at the date of acquisition. The excess of the purchase price over the
estimated fair values of the assets acquired and liabilities assumed amounted to $2,907,685 which was allocated to Goodwill. The Company issued
429,621 common shares valued at $429,621 to an escrow account, to be held for one year after the date of acquisition. The shares were valued at the
share price of the private placement transacted in March 2007 to raise funds for this purchase. The private placement price was $1.00 per common
share.

Net assets acquired at fair value:
Inventory

Property, plant and equipment $ ?32;:2
Intangible assets !
Goodwill g;s;ggg
A t bl d I A
ccounts payable and accruals (925,767)
$ 4,672,932
Cash consideration $ 3,866,594
Common shares issued 429,621
Closing costs, estimated 376,717

$ 4,672,932

NOTE 4. INVENTORY June 30, 2007 June 30, 2006
Raw materials $ 3,826,694 $ 4,496,851
Work in process 73,960 237,312
Finished goods and samples 131,399 179,139

$ 4,032,053 $ 4913302

NOTE 5. INVESTMENT TAX CREDITS RECEIVABLE

During the year, the Company applied for scientific research and development tax credits as prescribed by the Canadian Income Tax Act.
These tax credits have been accounted for as government assistance and have been recorded as follows:

June 30, 2007 June 30, 2006
Reduction of cost of sales $ - $ 148,647
Reduction of research and development expenditures 57,861 247,022
Reduction of finance and administration expenditures - 44,594
Investment Tax Credit Receivable $ 57,861 $ 440,263
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June 30, 2007

June 30, 2006

Future Income Taxes Recoverable (Payable)

The major components of future income taxes recoverable (payable) are:

Tax losses available to reduce future income taxes payable $ 683,217 $ 620,547
Investment tax credits available to reduce future income taxes payable 136,324 -
Less: allowance for tax losses available to reduce future income taxes payable (683,217) -
Less: taxes payable generated upon recognition of investment tax credits (136,324) (151,891)
Current future income taxes recoverable - 468,656

Temporary difference relating to deductible financing costs 223,338 202,136

Temporary differences relating to property, plant and equipment (103,832) (116,347)
Temporary differences relating to goodwill, intangibles and other assets (150,074) (135,219)
Deductible SR&ED expenditures available for future years 17,372 317,197

Non current future income taxes recoverable (payable) (13,196) 267,767
The effective rate of income tax varies from the statutory rate as follows:

Combined tax rates 34% 34%
Income tax at the applicable tax rate $ 821,044 $ 365415
Valuation allowance for tax losses available to reduce future income taxes payable 573,565 (481,275)
Income tax effect of items not deductible for tax purposes 60,179 198,371

Income tax effect of items not taxable for tax purposes (208,380) -

Income tax effect of change of effective tax rate - 14,728
Change in expense related to tax differential 109,653 -

Actual income tax expense $ 1,356,061 $ 97,239

At June 30, 2007, the Company had no Canadian non-capital tax loss carry forwards available. The Company has U.S. tax loss carry forwards
of approximately $1.69 million CAD($1.58 million USD) which have not been recognized as their recovery is uncertain (June 30, 2006 - Canadian
non-capital tax loss carry forwards of $1.8 million of which $468,656 were recognized, U.S. tax loss carry forwards were nil).

NOTE 7. PROPERTY, PLANT AND EQUIPMENT 2007 2006
Accumulated Net Book Accumulated Net Book

Cost Amortization Value Cost Amortization Value

Building and parking lot (a) $ 1,805,712 $ 828,934 $ 976,778 $ 1,805,712 $ 781,324 $ 1,024,388
Office equipment 171,594 105,526 66,068 169,327 90,231 79,096
Manufacturing equipment 2,214,264 1,158,798 1,055,466 1,917,003 1,045,004 871,999
Computer equipment (b) 1,239,276 765,342 473,934 1,174,905 593,511 581,394
Test and design equipment 124,221 108,967 15,254 124,221 102,431 21,790
Leasehold improvements 143,498 10,001 133,497 12,294 8,913 3,381
Subtotal 5,698,565 2,977,568 2,720,997 5,203,462 2,621,414 2,582,048
Land (a) 532,983 - 532,983 532,983 - 532,983
$ 6,231,548 $ 2,977,568 $ 3253980 $ 5,736,445 $ 2621414 $ 3,115,031

(a) Subsequent to year end, the Company entered into a sale and leaseback agreement to sell its Kelowna facility.

These assets totaling $1.5 million will be removed from this schedule in quarter one of fiscal 2008.

(b) Included in computer equipment in the previous year were assets under capital leases with a cost of $243,331
with a net book value of $149,347. Lease obligations were fully paid in fiscal 2007 and are disclosed in note 11.

(c) Of the total amortization expense of $770,026 in fiscal 2007, $187,975 (June 30, 2006 - $194,386) is recorded in Cost of Sales.
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NOTE 8. OTHER ASSETS 2007 2006

Accumulated Net Book Accumulated Net Book

Cost Amortization Value Cost Amortization Value

Product development costs $ 609,720 $ 105,888 503,832 § 273,872 $ 40,055 $ 233817

NOTE 9. GOODWILL AND INTANGIBLE ASSETS 2007 2006

Accumulated Net Book Accumulated Net Book

Cost Amortization Value Cost Amortization Value

Deferred organization costs $ 196,494 $ 114,493 $ 82,001 § 148,105 $ 78,634 $ 694N

Patents 46,583 24,016 22,567 43,129 17,483 25,646

Trademarks 36,135 23,292 12,843 34,173 17,620 16,553

Deferred financing costs 170,259 112,773 57,486 170,259 84,559 85,700

Customer relationships 1,403,658 52,783 1,350,875 - - -
Non-compete agreements 11,273 20,230 151,043 -

Tradenames 550,431 5,843 544,588 - - -

Deferred contract costs 309,088 309,088 - 309,088 194,814 114,274

2,883,921 662,518 2,221,403 704,754 393,110 311,644

Goodwill 6,183,646 441,609 5,742,037 3,275,962 441,609 2,834,353

$ 9,067,567 $ 1,104,127 $ 7,963,440 $ 3,980,716 $ 834,719 $ 3,145,997

NOTE 10. BANK INDEBTEDNESS

The Company has an agreement with its bank to provide advances repayable on demand with interest payable monthly calculated at the bank prime
lending plus 1.00% per annum (June 30, 2007 - 7.25% and June 30, 2006 - 7.00%). The loan is secured by a first priority general security agreement over
accounts receivable, inventory and an assignment of insurance and is subject to a priority agreement between the Company and another financial
institution. The maximum operating line is $2 million and is subject to margin requirements and covenants set by the lenders. Atyear end, no amounts

were drawn on this facility.

NOTE 11. LONG TERM DEBT 2007 2006
SECURED DEBENTURE

Secured debenture with interest payable monthly calculated at the lender’s floating base rate

of 4.934% at June 30, 2007 (4.876% at June 30, 2006) plus 2.75% per annum. The principal is

repayable as outlined in the following table and the loan is due in June 2013. The Company

has the option to convert this loan to a fixed interest rate equivalent to the $ 1,732,000 $ 1,948,000
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Number of Equal Total Annual
Year Monthly Payments Payment
2008 12 $240,000
2009 12 $252,000
2010 12 $276,000
2011 12 $300,000
2012 12 $324,000
2013 1 $319,000
2013 1 $21,000
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NOTE 11. LONG TERM DEBT (continued) 2007 2006
SUBORDINATED DEBENTURE
Subordinated debenture with interest payable monthly calculated at 14% per annum. There is also a
deferred interest component calculated at 4% per annum, due annually, with an option to defer the
payment to the maturity of the loan. The balance of the loan is due in July 2008 and is subject to
annual principal repayments, based on a calculation of free cash flow, due 120 days after the year
end. During the previous fiscal year, the Company made a catch up payment of $475,000 which is
equal to the maximum cash sweep payments that could have been made in previous years. As part of
the agreement the Company was required to make the maximum payment of $400,000 in fiscal 2007. If
the minimum repayment of $225,000 is made in fiscal 2008, the balance of the debenture due in fiscal
2009 will be $575,000. It is management’s intention to pay the maximum payment of $400,000 in fiscal
2008, therefore the balance of the debenture due fiscal 2009 is $400,000. 800,000 1,200,000
These loans are secured by a first charge on fixed assets including land, building, equipment, vehicles
and inventories of replacement parts, and a first floating charge on all other assets permitting an
assignment of accounts receivable and inventory. The Company is subject to certain covenants and
conditions set by the lenders.
CAPITAL LEASES
Capital leases with payments of $5,156 plus taxes per month including interest calculated at implicit
interest rates ranging from 10% to 13% per month. The leases were fully paid in 2007 and were
secured by specific equipment (note 7). - 51,429
Less current portion 2532000 3199 429
(640,000) (667,429)
$ 1,892,000 $ 2,532,000
The estimated principal installments required to be paid over the next five years are as follows:
2008 $ 640,000
2009 652,000
2010 276,000
2011 300,000
2010 324,000
Subsequent 340,000
$ 2,532,000

NOTE 12. DEFERRED AND BONUS INTEREST ON SUBORDINATED DEBENTURE

As part of the terms of a $2 million subordinated debenture, the Company was required to pay bonus interest at the end of the five-year term or, if the
subordinated debenture is paid out prior to maturity, on the date the final payment is made. The bonus interest payment was to be equal to 20% of the
greater of: (a) EBITDA for the most recently completed fiscal year at the end of the term of the loan; and (b) EBITDA for the average of the two highest

fiscal years during the term of the subordinated debenture.

During the previous fiscal year, management negotiated an early payment of the EBITDA bonus interest obligation. The payment of this bonus interest

released the Company of the obligation to continue to accrue for this expense. The related expens

e recorded last year was $382,000.

In addition, the terms of the subordinated debenture provide for a further interest payment of 4% annually to be paid in cash or added to the principal
amount outstanding. Accordingly, the Company has accrued 4% interest on the balance outstanding for the year ended June 30, 2007. The total related

expense, included in periodic interest, accrued to June 30, 2007 is $32,570, (June 30, 2006 - $66,000)

and is recorded as a current liability.
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NOTE 13. EQUITY INSTRUMENTS
AUTHORIZED

The authorized share capital of the Company consists of unlimited voting common shares without par value.

2007 2006
Number of Number of
Shares Amount Shares Amount
Beginning balance 19,155,491 $ 11,860,828 18,929,342  $ 11,775,811
Exercise of warrants (a) - - 50,250 42,713
Employee Ownership Plan (b) - - 19,395 44,221
Employee Ownership Plan (c) 47,762 20,705 41,504 17,679
Exercise of options (d) 39,000 21,027 115,000 56,994
Employee Ownership Plan (e) 26,090 23,278 - -
Private placement (f) 4,500,000 4,500,000 -
Escrow shares (g) 429,621 429,621 - -
Less: stock issue costs, net of tax effect - (499,264) - (76,590)
Balance, June 30, 2007 24,197,964 $ 16,356,195 19,155,491 $ 11,860,828
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(a) Infiscal 2006, the Company issued 50,250 common shares through the exercise of whole share purchase warrants for proceeds of $42,713.

(b) In January 2005, the Company offered its fifth employee share ownership plan. Under the plan, employees were entitled to purchase up to 300,000
common shares at $2.28 per share, which was the trading price at the time of offering. 54,790 shares were subscribed for, of which 22,810 were
issued in January 2005 and 19,395 were issued in December 2005.

(c) InJanuary 2006, the Company offered its sixth employee share ownership plan. Under the plan, employees were entitled to purchase up to 300,000
common shares at $0.43 per share, which was the trading price at the time of offering. 41,504 shares were issued in January 2006 and 47,762 were
issued in December 2006.

(d) In fiscal 2006, the Company issued 115,000 common shares through the exercise of employee stock options for proceeds of $56,994. During the
current year, the Company issued 39,000 common shares through the exercise of employee stock options for proceeds of $21,027.

(e) In January 2007, the Company offered its seventh employee share ownership plan. Under the plan, employees were entitled to purchase up to

300,000 common shares at $0.90 per share, which was the trading price at the time of offering. As at June 30, 2007, 26,090 shares have been issued
and 27,999 are expected to be issued in December 2007.

(f) On April 30, 2007, the Company completed a private placement of 4.5 million common shares valued at $1.00 per common share for gross cash
proceeds of $4.5 million.

On April 30, 2007, the Company issued 429,621 common shares for proceeds of $429,621 to be held in escrow until April 30, 2008 in accordance with
a condition of purchase of the net assets of Gator Hawk Armor Inc. (Note 3)

(g

ESCROWED SHARES

At June 30, 2007 there were 429,621 shares held in escrow. The escrow fund was established as collateral to compensate the Company for any
potential buyer loss that may have been incurred due to any breach, default, nonfulfiliment of, or non-compliance with, representations, warranties,
covenants or agreements of Gator Hawk Armor Inc. or its shareholders.

The shareholders of Gator Hawk Armor Inc. were issued a total of 429,621 common shares from treasury that have been placed in escrow and
held pursuant to the terms of the escrow agreement. The shares represent 10% of the purchase price of the acquisition ($3.85 million) valued at
$1.00 per common share using the exchange rate in effect on the date of the acquisition of 1.1159%. The terms of the escrow agreement provide
for the escrowed shares to be held for 12 months from the date of the acquisition, to be released within 5 business days of the termination of the
escrow period.

The Company has a stock option plan that provides options to purchase common shares of the Company for its management, executive officers and
members of the Board of Directors. These options expire five years after the issue date or, in the event the employee’s service ceases, at a date
determined by the Board of Directors. Board members’ options expire 90 days after termination or resignation. The exercise price for these stock
options is set at the average closing price over the previous 20 day trading period. Vesting periods are determined by the Board of Directors upon
issuance. At June 30, 2007, the Company had 1,173,430 stock options outstanding with exercise prices ranging from $0.27 to $1.95. Of the options
outstanding at June 30, 2007, 175,000 do not fully vest until one year after the grant date and/or specific conditions have been satisfied.
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NOTE 13. EQUITY INSTRUMENTS (continued)

STOCK OPTIONS Weighted

Average

Senior  Executive Board of Exercise

Management Officers  Directors Total Price

Balance, June 30, 2006 101,900 489,500 342,500 933,900 $ 0.64

Issued 217,000 100,000 165,000 292,000 $ 0.92

Expired (10,800) (2,670) - (13,470) $ 0.68

Exercised (9,000) - (30,000) (39,000) $ 0.42

Balance, June 30, 2007 109,100 586,830 477,500 1,173,430 $ 0.72
Weighted Average Exercise Price $ 071 $ 0.62 $ 0.84 $ 072
Weighted Average Remaining Contractual Life (years) 3.73 2.23 3.25 2.78

Total Stock Option Pool Authorized 2,500,00

Total Stock Option Pool Remaining 737,070

The fair value of stock options issued in previous years was estimated using the Black-Scholes option-pricing model with the following assumptions:
dividend yield (nil), expected volatility ranged from (0.71 to 0.74), risk-free interest rate ranged from (2.3% to 3.85%), and weighted average life of five
years. The fair value of stock options issued during the current year was estimated using the Black-Scholes option-pricing model with the following
assumptions: dividend yield (nil), expected volatility ranging from (0.63 to 0.76), risk-free interest rate (4%), weighted average life of five years with a
fair value per share ranging from ($0.49 to $0.64).

The following table summarizes information regarding the Company’s outstanding stock options at June 30, 2007:

Options Outstanding Options Exercisable

Weighted Weighted Weighted

Range of Average Average Average
Exercise Number Remaining Exercise Number Exercise
Prices Qutstanding Life (Years) Price Exercisable Price

$0.27 to $0.39 385,000 0.94 $ 034 385,000 $ 034
$0.46 to $0.68 353,430 3.61 $ 062 353,430 $ 062
$0.71 to $1.06 315,000 3.72 $ 092 140,000 $ 093
$1.43 to $1.95 120,000 2.63 $ 1.71 120,000 $ 1.71
1,173,430 $ 0.72 998,430 $ 0.68

COMPENSATION OPTIONS

During the year, the Company issued Compensation Options to the Underwriter to purchase 337,500 common shares at $1.00 per share. The fair
value of the Compensation Options, in the amount of $127,400, is included in share issuance costs. These options expire on September 27, 2008.
The fair value of the Compensation Options was estimated using the Black-Scholes option-pricing model with the following assumptions: dividend
yield (nil), expected volatility (0.76), risk-free interest rate (4%) and a weighted average life of 18 months.

Equity Instruments Outstanding June 30, 2007 June 30, 2006
Weighted average shares outstanding 20,029,823 19,042,177
Dilutive effect of outstanding stock options 408,888 156,409
Fully diluted equity instruments outstanding 20,438,711 19,198,586
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NOTE 14. CONTRIBUTED SURPLUS

Balance, June 30, 2005 $ 528,101
Stock option compensation expense (a) 193,554
Release to share capital on exercise of stock options (19,012)
Balance, June 30, 2006 $ 703,811
Stock option compensation expense (b) 268,436
Release to share capital on exercise of stock options (4,707)
Balance, June 30, 2007 $ 967,540

(a)The fair value of stock options in the previous year was estimated using the Black-Scholes option-pricing model with the following assumptions:
dividend yield (nil), expected volatility range (0.71 to 0.74), risk-free rate range (2.3% to 3.85%) and a weighted average life of five years with a
weighted average fair value range of ($0.27 to $0.41) per stock option.

(b)The fair value of stock options was estimated using the Black-Scholes option-pricing model with the following assumptions: dividend yield (nil),
expected volatility range (0.63 to 0.76), risk-free rate (4.0%) and a weighted average life of five years with a weighted average fair value of $0.47 per
stock option.

NOTE 15. SEGMENTED INFORMATION

The Company develops, manufactures and sells high-performance protective products for the defence and security markets.
The Company has operations in Canada (Pacific Safety Products Inc.) and the United States (Sentry Armor Systems Inc.).

Pacific Safety Sentry Armor Consolidated
For the Year Ended June 30, 2007 Products Inc. (Canada) Systems Inc. Total
Revenue $ 38,224,150 $ 2519,172 $ 40,743,322
Elimination of inter-segment revenue (1,179,796) - (1,179,796)
Total revenue 37,044,354 2,519,172 39,563,526
Gross margin 9,505,023 (431,641) 9,073,382
Expenses 4,568,520 1,219,415 5,787,935
Amortization 445,854 136,197 582,051
Interest 288,560 - 288,560
Income taxes 1,356,061 - 1,356,061
Net income (loss) $ 2,846,028 $ (1,787,253) $ 1,058,775

Sentry Armor Systems Inc. began operations in July 2006 therefore prior period comparatives are not available as Sentry was not in operation at
June 30, 2006.

Property, plant and equipment and other assets by geographic areas are as follows:

Pacific Safety Sentry Armor
As at June 30, 2007 Products Inc. (Canada) Systems Inc. Total
Assets
Current assets $ 10,705,501 $ 1,995,611 $ 12,701,112
Property, plant and equipment 2,801,518 452,462 3,253,980
Intangibles and other assets 596,728 2,128,507 2,725,235
Goodwill 2,834,353 2,907,684 5,742,037
$ 16,938,100 $ 7,484,264 $ 24,422,364
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NOTE 15. SEGMENTED INFORMATION (CONTINUED)
As at June 30, 2006

Assets

Current assets $ 11,634,920 $ 456,884 $ 12,091,804
Property, plant and equipment 2,944,741 170,290 3,115,031
Intangibles and other assets 743,757 69,471 813,228
Goodwill 2,834,353 - 2,834,353
$ 18,157,771 $ 696,645 $ 18,854,416

Sales to customers in geographic regions are as follows:
2007 2006
Domestic $ 37,490,640 $ 30,422,703
United States 1,763,959 1,501,562
International 308,927 262,539
$ 39,563,526 $ 32,186,804

The Company operates primarily in the protective products and accessories manufacturing and distribution industry. Its current operations are based
in British Columbia and Ontario, Canada and in Tennessee, USA. Included in revenue were sales of $28.04 million to the Canadian Federal Government
(2006 - $23.45 million) which represents 70.9% (2006 - 73%) of total sales. Other than the Federal Government, the Company had no other significant
sales (over 10% of revenue) to any one customer.

NOTE 16. RESTRUCTURING EXPENSES

On August 31, 2005 the Company announced a significant restructuring of the organization that included the resignation of several members of its
Executive Leadership Team and the closure of its Brampton Facility. These costs were specifically associated with exit and disposal activities and the
reorganization of the Company. The total restructuring expenses incurred in fiscal 2006 comprised:

Severance and recruitment costs $ 648,562
Facility closure and other restructuring costs 143,453
Balance, June 30, 2006 $ 793,200

NOTE 17. CONTINGENCIES AND COMMITMENTS

The Company entered into an agreement with its bank to secure an irrevocable Standby Letter of Credit (LOC) in the amount of $750,000 USD ($794,228
CAD) at June 2007 (June 30, 2006 - $750,000 USD/$836,025 CAD). The LOC is secured by the Company's operating line. This LOC is issued in connection
with the Horizon 1 protective coverall contract as a security for payment to a certain supplier of raw materials.

During the year the Company purchased the net assets of Gator Hawk Armor Inc. As part of the purchase price, the Company agreed to pay an additional
$300,000 if certain sales levels are achieved within one year of the purchase date and will be recognized in the period in which it is earned.

Over the next five years, the Company is committed to operating leases in respect of its premises and equipment as follows:

2008 - $647,388 2009 - $472,499 2010 - $323,911 2011 - $317,544 2012 - $291,082 Total - $2,052,424

NOTE 18. RELATED PARTY TRANSACTIONS

During the year the Company paid $164,495 (June 30, 2006 - $2,128) in consulting and professional fees to a member of the Board of Directors and to an
organization related to another member of the Board of Directors. These fees were charged to general administration expense. These transactions
were all in the normal course of operations and are measured at the exchange value (the amount of consideration established and agreed to by the
related parties), which approximates the arm’s length equivalent value.
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NOTE 18. RELATED PARTY TRANSACTIONS (continued)

During the year, several directors and officers of the Company participated in the private placement equity financing. Of the 4.5 million common shares
issued, 85,000 common shares were purchased by the related parties for gross proceeds of $85,000.

NOTE 19. FINANCIAL INSTRUMENTS

As disclosed in note 2, the Company holds various forms of financial instruments. The nature of these instruments and the Company's operations
expose the Company to interest rate, credit and foreign currency risk. The Company manages its exposure to these risks by operating in a manner
that minimizes its exposure to the extent practical.

(a) At June 30, 2007, the Company had $1,732,000 (June 30, 2006 - $1,948,000) of long-term floating rate debt.

(b) At June 30, 2007 the Company had $5,027,086 (June 30, 2006 - $1,894,461) in accounts receivable due from the Canadian Federal government.
As at the date of this report, the Company has collected $4.2 million from the Federal Government.

(c) At June 30, 2007 the Company had $784,019 (June 30, 2006 - $2,390,830) cash on deposit with a Canadian Chartered Bank and $91,493 cash on
deposit with a U.S. Bank (June 30, 2006 - nil).

(d) At June 30, 2007 the Company held a secured letter of credit with its financial institution in the amount of US$750,000.
Foreign currency exchange rate risk management - a portion of the Company’s sales are denominated in foreign currencies and, accordingly,
the related financial assets and liabilities are subject to fluctuations in exchange rates. The Company manages its exposure to foreign currency
fluctuations by maintaining foreign currency bank accounts and receivables to offset foreign currency payables and planned expenditures.
The effect of a 1% change in foreign currency exchange rates would have a nominal effect on the financial results of the Company.

NOTE 20. SUBSEQUENT EVENTS

Subsequent to year end, the Company entered into an sale/leaseback agreement to sell its manufacturing facility in Kelowna, BC for $3 million.
The Company has leased the entire facility for 18 months. Upon completion of the transaction, the asset will be removed and the secured debt (note
12) will be settled, cash will increase by approximately $1.2 million and the gain on sale will be realized on the statement of operations over the life
of the lease.

In July 2007 the irrevocable Standby Letter of Credit (LOC) in the amount of $750,000 USD ($794,228 CAD) was released by its bank. The LOC was issued
in connection with the Horizon 1 protective coverall contract as a security for payment to a certain supplier of raw material.

NOTE 21. INDEMNIFICATIONS
DIRECTORS AND OFFICERS

Under the terms of certain agreements and the Company’s by-laws the Company indemnifies individuals who have acted at the Company’s request to
be a director and/or officer of the Company, to the extent permitted by law, against any and all damages, liabilities, costs, charges or expenses suffered
by or incurred by the individuals as a result of their service. The claims covered by such indemnifications are subject to statutory and other legal
limitation periods. The nature of the indemnification agreements prevents the Company from making a reasonable estimate of the maximum potential
amount it could be required to pay to beneficiaries of such indemnification agreements. The Company has purchased various insurance policies to
reduce the risks associated with such indemnifications.

OTHER

In the ordinary course of business, the Company enters into contracts which contain indemnification provisions, such as loan agreements, purchase
contracts, service agreements, licensing agreements, asset purchase and sale agreements, operating agreements, leasing agreements, asset use
agreements etc. In such contracts, the Company may indemnify counterparties to the contracts if certain events occur. These indemnification
provisions vary on an agreement by agreement basis. In some cases, there are no pre-determined amounts or limits included in the indemnification
provisions and the occurrence of contingent events that will trigger payment under them is difficult to predict. Therefore, the maximum potential future
amount that the Company could be required to pay cannot be estimated.
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BOARD OF DIRECTORS AND EXECUTIVE MANAGEMENT
John R. Brodie, FCA - Chair of the Board

Mr. Brodie has been President of John R. Brodie Capital since September 2003. Previous to this he was a partner with KPMG,
an international accounting firm. During his 28 years with KPMG, he held a number of senior management positions with
the firm. He currently serves as Chair of the Audit Committee of Ag Growth Income Fund, Silver Standard Resources, Far
West Mining Ltd, Western Canadian Coal Corporation and Rubicon Minerals Ltd. He was recognized by the British Columbia
Institute of Chartered Accountants as a Fellow in 2003 for his distinguished service to the community and his profession.

David Scott - Chief Executive Officer and Director

Mr. Scott brings thirty five years of experience from the Aerospace and Defence sector having held senior management
positions in Canada and the United States. At the time of his retirement in 2002 he was CEO and President of General
Dynamics Canada and a principal officer of General Dynamics Corporation. He has served as President of the Alberta
Aerospace Association and has held Board positions with Alberta Micro Electronics Association, Aerospace Industries
Association of Canada, Canadian NATO Industry Advisory Group and the Canadian Defence Industries Association.

Mel Cooper - Director

Mel Cooper is one of British Columbia’s highly awarded business leaders for excellence and Community leadership. His
recognitions include the Order of Canada, the Order of British Columbia, Honorary Citizen of Victoria and most recently the
city's “Lifetime Business Achievement” and “Lifetime Leadership Achievement” awards. As a Broadcast Executive and
owner of radio stations in Kelowna and Victoria, Mr. Cooper earned the top awards in the industry over a 53 year career. He
has served on the Boards of the Royal Bank of Canada and Telus Corporation and chaired Air BC (now Air Canada Jazz) for
20 years. Today, he is Chair of Community Affairs for CHUM’s Broadcast properties in Victoria and is President of Seacoast
Communications Group, which until October, 2004 owned CFAX & B107.3FM in Victoria, B.C.

Brad Field - Vice Chair of the Board

Vice-Chairman and former President and Chief Executive Officer of Pacific Safety Products Inc. Mr. Field founded PSP in
1984 and led the Company to international status until 2006 when he retired. He has designed and patented many of the
Company’s products and continues to consult for the company on various design projects and programs. He is the recipient
of a Kelowna Business Excellence award, two Kelowna Entrepreneur of the Year awards, a B.C. Export Award, the Queen’s
Golden Jubilee Medal in 2002, and a Lifesaving award from St. John Ambulance. His leadership has taken the Company from
a one man operation to an industry leader in the business of designing and manufacturing safety products.

James Juntilla - Director

Mr. Juntilla is a retired executive from General Dynamics Corporation where he held executive positions in the U.S. and
England. He has more than 35 year's management experience, including positions in business development, program and
executive management. He retired as President of General Dynamics Information Systems, and prior to that he held the
position of President and Managing Director of General Dynamics’ operation in the United Kingdom. Mr. Juntilla has been
active in aerospace and defense associations in both the U.S. and Europe, including the Navy League, the Aerospace
Industries Association and the Society of British Aerospace Companies. He was also a fellow in the Royal Aeronautical
Society. Mr. Juntilla is a graduate of the University of St. Thomas and currently resides in Minneapolis, Minnesota.

Ross Langford - Director

Mr. Langford is a partner in the Kelowna law firm of Petraroia Langford LLP, Barristers Solicitors Trademark Agents. Mr.
Langford practices as a solicitor focusing on advising business and corporate clients. He currently serves as Chairman of the
Economic Development Commission of the Central Okanagan, is a founding Director of the Okanagan Science & Technology
Council and is a Past-President of the Kelowna Bar Association and the Kelowna Federal Liberal Riding Association. He has
been and is actively involved in a number of charitable and community organizations. He has Bachelor of Laws and Bachelor
of Commerce degrees from the University of British Columbia, the Canadian Securities Course Certification and has taken
the Tax Practice Course from the CICA.
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The Honourable Roy MacLaren P.C. - Director

Mr. MacLaren is a Director of Brookfield and Algoma Central and several other private Canadian corporations and serves on
the North American Advisory Board of AMEC, the British engineering company. Mr. MacLaren was Minister for International
Trade, Minister of National Revenue and Minister of State (Finance) in the Government of Canada and Member of Parliament
for Etobicoke North. He was a diplomat and a businessman, and a partner in CB Media Ltd., the publishers of Canadian
Business and Profit magazines. Mr. MacLaren was born in Vancouver and is a graduate of the Universities of British
Columbia, Cambridge and Toronto and attended the Advanced Management Program at the Harvard University Graduate
School of Business Administration.

Martin Carsky - Director

Martin Carsky - is the Executive Vice President of Anthem Capital Corp., the private investment arm of the Anthem Group
of companies. Previously, he was the CEO of Cryopak Industries, a manufacturer and distributor of temperature-controlling
products and package solutions. Prior to joining Cryopak, Martin was a private consultant focused on restructurings, mergers
and acquisitions, and divestitures for a number of Vancouver based publicly traded companies such as PhotoChannel
Networks, Lasik Vision, SNV Group, Burntsand and Anthem Properties. In addition to the Pacific Safety Products Board, he
also serves as a Director and the Chair of the Audit and Governance Committee for Metrobridge Networks International Inc.,
is a Director and the CEO of Anthem Ventures Capital Corp., and is a Director and CFO of Kruger Capital Corp. Martin has a
Bachelor of Science degree from the University of British Columbia and is a Chartered Accountant.

Gerry Bush - President and Chief Operating Officer

Gerry Bush joined PSP in May of 2005 in the newly created position of Chief Operating Officer — PSP Canada. Gerry has
more than 25 years experience working in the aerospace and defence industry. Most recently Gerry worked with EMS
Technologies Canada Limited who design and manufacture products and systems for communications, remote sensing and
space science applications. Gerry has a Ph. D. in Engineering from Concordia University, in addition to an MBA from Queen’s
University.

Valerie Dougans - Chief Financial Officer & Corporate Secretary

Ms. Dougans joined PSP in 2001 and was promoted to CFO in November 2005 and Corporate Secretary in July 2006.
She obtained her Chartered Accountant designation in 1997 and completed the Canadian Securities Certification in 2001.
Prior to her employment with PSP she was controller of a growing Okanagan winery. Ms. Dougans is and has been actively
involved in several local charitable and community organizations.

Scotty Wylie - President of Sentry Armor Systems

President of PSP’s U.S. Division - Sentry Armor Systems. Scotty has over 26 years experience in the Law Enforcement
Products Market. He was previously Vice President of Sales and Marketing for Safariland and a Vice President of Armor
Holdings. His experience includes Manufacturing, Research and Development, Sales and Marketing. He was one of the
founding principles of Gator Hawk Armor Inc. Scotty joined PSP when Sentry Armor Systems acquired Gator Hawk in May
of 2007. His reputation within the Law Enforcement community allowed Gator Hawk Armor to become an industry leader
within a very short period of time.



CORPORATE GOVERNANCE

Pacific Safety Products Inc.'s Board of Directors (“the Board”) has a
clearly established mandate, which makes the Board responsible for the
stewardship and governance of the Company. Their responsibilities include
ensuring a strategic planning process is in place; the identification of the
principal risks of the corporation’s business and systems are in place;
succession planning is in place; a communications policy for the Company
isin place; and the Company’s internal control and management information
systems are adequate. Under this mandate, the purpose of the Board is
to establish policies, courses of action and goals of the Company and to
monitor management’s strategies and performance in realizing them. The
responsibility for day-to-day management of the Company resides with its
executive management.

In compliance with the TSX Guidelines on Corporate Governance the majority
of directors are independent. Six directors are independent directors who are
not members of management, consultants, shareholders of more than 10%
of the common shares, and have not had any material business relationship
with the Company in the last three years. Two of the directors are related
directors who have provided consulting services or hold more than 10% of
the common shares of the Company. The Board meets without management
present at each Board meeting to ensure the Board is able to discharge its
responsibilities independently of management. Members of the Board have
a wide range of knowledge and expertise and the size of the Board is large
enough to provide a broad range of experience while still small enough to
provide for effective decision-making. The composition of the Board allows
it to act in the best interests of the Company and its shareholders. To assist
in these efforts, three standing committees have been formed, an Audit
Committee, a Compensation and Governance Committee and a Strategic
Planning Committee.

AUDIT COMMITTEE

The Audit Committee is chaired by Martin Carsky and consists of a majority
of unrelated directors. The Committee has a Charter in place outlining its
authority, responsibilities and annual work plan. A copy of the Charter
was included in the Management Proxy Circular in 2004 and can been
seen at www.sedar.com, under Pacific Safety Products public documents.
The Committee meets at least quarterly to review financial statements,
review systems for internal control, receive reports of the external auditor,
and review other statements of disclosure. The financial statements are
reviewed by the Company's external auditor each quarter and audited
annually. Both the Chief Financial Officer and the External Auditor attend all
meetings and serve as resources to the Committee.

COMPENSATION AND GOVERNANCE COMMITTEE

The Compensation and Governance committee is chaired by Mel Cooper and
consists of two other members who are unrelated directors. The Committee
meets throughout the year as needed to review the executive management
compensation, director compensation and governance issues.

ANNUAL AND SPECIAL GENERAL MEETING

The Annual & Special General Meeting takes place at 2:00p.m. on November
28, 2007 at the Coast Capri Hotel in Kelowna, BC.
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CORPORATE OFFICERS

As of September 1, 2007

David Scott Chief Executive Officer

Gerry Bush President and Chief Operating Officer

Valerie Dougans Chief Financial Officer and Corporate Secretary

AUDITORS
BDO Dunwoody, LLP
Ste 300-1632 Dickson Ave Kelowna, BC V1Y 7T2 Canada

LEGAL COUNSEL
Davis, LLP 2800-666 Burrard St Vancouver, BC V6C 227 Canada

TRANSFER AGENT
Computershare Limited Ste 600-539-8th Ave S.W. Calgary, AB T2P 3S8
Canada

STOCK EXCHANGE LISTING
Pacific Safety Products Inc. is a publicly traded company listed on the TSX
Venture Exchange under the trading symbol PSP.

OFFICES

Pacific Safety Products Inc.

HEAD OFFICE
2821 Fenwick Rd Kelowna, BC V1X 5E4 Canada

OTTAWA FACILITY
124 Fourth Ave Arnprior, ON K7S 0A9 Canada
Toll Free: 1-800-997-9923 Tel: 613-623-6001 Fax: 613-623-6169

USA FACILITY
Sentry Armor Systems, Inc. PO Box 280 #1 Sentry Dr Dover, TN 37058
Tel: 931-232-5341 Fax: 931-232-5034

Investor Relations and Corporate Information Requests to:
ir@pacsafety.com

Toll Free: 1-800-667-5487 Tel: 250-491-0911 Fax: 250-491-0930
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