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Terra Energy Corp.
Condensed Consolidated Statements of Financial Position

As at, (unaudited) June 30, December 31,
($ thousands) 2011 2010
(note 15)
Assets
Current Assets
Accounts receivable $ 8,583 $ 14,324
Prepaid expenses 3,275 2,947
Risk management contracts (note 3) 1,254 400
13,112 17,671
Non-Current Assets
Exploration and evaluation assets (note 6) 33,737 40,049
Property, plant and equipment (note 7) 242,046 236,322
Total Assets $ 288,895 $ 294,042
Liabilities and Shareholders’ Equity
Current Liabilities
Bank overdraft (note 9) $ 3,664 $ 3,511
Accounts payable and accrued liabilities 14,918 27,220
Current portion of finance lease obligation (note 8) 812 975
Current portion of decommissioning obligations (note 10) 30 200
19,424 31,906
Long-term debt (note 9) 89,504 85,074
Decommissioning obligation (note 10) 22,560 21,068
Deferred income taxes 21,722 22,958
Total Liabilities 133,786 129,100
Shareholders’ Equity
Share capital (note /1) 116,397 116,494
Woarrants (note /1) 3,253 3,253
Contributed surplus 13,634 12,826
Retained earnings (deficit) 2,401 463
Total Shareholders’ Equity 135,685 133,036
Total Liabilities and Shareholder’s Equity $ 288,895 $ 294,042

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



Terra Energy Corp.

Condensed Consolidated Statements of Operations and Comprehensive Income

(unaudited)

Three months ended June 30

Six months ended June 30

($ in thousands, except per share amounts) 2011 2010 2011 2010
Revenue (note [5) (note 15)
Petroleum and natural gas $ 18,751 $ 19,280 $ 37,094 $ 43,525
Royalties (2,719) (2,644) (5,544) (7,307)
Petroleum and natural gas revenues, net of royalties 16,033 16,636 31,550 36,218
Realized gain (loss) on derivative instruments (note 3) 3,445 (962) 3,445 (674)
Unrealized gain (loss) on derivative instruments (note 3) 190 1,169 685 (787)
19,668 16,843 35,680 34,757
Gain on disposition of property, plant and equipment - - 250 -
Gain on disposition of other assets - 201 - 264
Total revenue and other income 19,668 17,044 35,930 35,021
Expenses
Production 8,205 5,682 17,060 12,028
General and administrative 2,543 2,564 4,551 4,476
Share-based compensation (note /1) 216 891 849 1,320
Depletion, depreciation and amortization 5,065 6,094 11,038 12,472
Finance costs 1,270 653 2,499 1,498
Unrealized foreign exchange (gain) loss 108 776 (169) 536
Realized foreign exchange (gain) loss (290) (104) (604) (176)
17,116 16,556 35,223 32,154
Income before income taxes 2,552 488 707 2,867
Income tax expense (recovery)
Deferred income tax expense (recovery) (868) 272 (1,238) 920
Net income and comprehensive income $ 3,420 $ 216 $ 1,945 $ 1,947
Income per share (note 11)
Basic 0.03 - 0.02 0.02
Diluted 0.03 - 0.02 0.02
The accompanying notes are an integral part of these condensed consolidated financial statements. 3



Terra Energy Corp.

Condensed Consolidated Statements of Changes in Equity

Accumulated

. Thousands other
(unaudited) of Share Contributed comprehensive Retained Total
($ in thousands) shares capital Warrants surplus Income earnings equity
Balance as at January |, 2010 87,989 $ 93,369 $ 3,253 $ 11,355 $ (17) $ 3,015 $110,975
Private placement, net of issue cost
(note 1) 11,250 21,317 - - - 21,317
Flow-through shares (notes 11, 13) - (2,250) - - - - (2,250)
Share-based compensation (note /1) - - - 1,320 - - 1,320
Exercise of options (note /1) 238 279 - - - - 279
Fair value of stock options for shares
issued on exercise (note /1) - 137 - (137) - - -
Shares purchased for cancellation (note /1) (809) (840) - - - (460) (1,300)
Other comprehensive income (note 5) - - - - 384 384
Net income - - - - - 1,947 1,947
Balance as at June 30, 2010 98,668 |$ 112,012 $ 3,253 $ 12,538 $ 367 $ 4,502 $132,672
Balance as at December 31, 2010 101,964 116,494 3,253 12,826 - 463 133,036
Share-based compensation (note I ) - - - 849 - - 849
Exercise of options (note /1) 64 69 - - - - 69
Fair value of stock options for shares
issued on exercise (note /1) - 41 - (41) - - -
Share issue costs(note /1) - (5) - - - - (5)
Shares purchased for cancellation (note /1) (176) (202) - - - 7) (209)
Net loss - - - - - 1,945 1,945
Balance as at June 30, 201 | 101,852 ($116,397 $ 3,253 $ 13,634 $ - $2401 $135,685
The accompanying notes are an integral part of these condensed consolidated financial statements. 4



Terra Energy Corp.
Condensed Consolidated Statements of Cash Flows

(unaudited) Three months ended June 30 Six months ended June 30
($ thousands) 2011 2010 2011 2010
Cash flows from operating activities
Net income (loss) for the period $ 3,420 216 1,945 $ 1,947
Items not affecting cash:
Deferred income tax expense (recovery) (868) 272 (1,238) 920
Accretion of decommissioning obligations 179 133 355 375
Share-based compensation 216 891 849 1,320
Unrealized (gain) loss on derivative instruments (note 3) (190) (1,169) (685) 787
Unrealized (gain) loss on foreign exchange (note 3) 108 777 (169) 536
Gain on disposition of other assets (note 5) - (201) - (264)
Amortization of deferred credit - (16) - (33)
Depletion, depreciation and amortization 5,065 6,094 11,038 12,472
Decommissioning obligations settled ™ (51 (178) (364)
7,923 6,946 11,917 17,696
Changes in non-cash working capital from operations (note 12) 392 (2,791) 2,703 67
8,315 4,155 14,620 17,763
Cash flows from financing activities
Proceeds from long-term financing 3,298 20,415 4,430 3,728
Increase in bank overdraft 3,032 456 153 2,453
Repayment of finance lease obligation (82) (103) (163) (153)
Issuance of common shares, net of issuance costs - 49 65 21,200
Repurchase of common shares (54) (879) (209) (1,298)
6,194 19,938 4,276 25,930
Cash flows from investing activities
Additions to exploration and evaluation, and property,
plant and equipment (5,237) (10,868) (10,850) (30,101)
Acquisition of property, plant and equipment - (4,564) - (11,328)
Disposition of property, plant and equipment 40 - 1,548 -
Disposition of other assets - 388 - 654
Changes in non-cash working capital from investing (note 12) (9,312) (9,049) (9,594) (2,918)
(14,509) (24,093) (18,896) (43,693)
Increase (decrease) in cash - - - -
Cash, beginning of period - - - -
Cash, end of period $ - - - $ -
The accompanying notes are an integral part of these condensed consolidated financial statements. 5



Terra Energy Corp.

Notes to the Condensed Consolidated Financial Statements
For the three and six months ended June 30, 201 | (unaudited)
Tabular amounts in thousands except per share amounts

I. BASIS OF PRESENTATION

In conjunction with the Corporation’s annual audited consolidated financial statements to be issued under International
Financial Reporting Standards (“IFRS”) for the year ending December 31, 2011, these condensed consolidated financial
statements present the Corporation’s results of operations and financial position under IFRS. These condensed
consolidated financial statements for the three and six months ended June 30, 201 | have been prepared by management
and reported in Canadian dollars in accordance with International Accounting Standard (“IAS”) 34 - Interim Financial
Reporting. Amounts relating to the three and six months ended June 30, 2010 and as at December 31, 2010 were
previously presented in accordance with Canadian generally accepted accounting principles (“GAAP”). These amounts
have been restated as necessary to be compliant with our policies under IFRS. The condensed consolidated financial
statements do not include all of the information required for full annual financial statements.

The condensed consolidated financial statements include the accounts of the Corporation and its wholly owned
subsidiaries, including Constar Resources Ltd., and Terra Energy Partnership. The latter is a general partnership
between Terra Energy Corp. and Constar Resources Ltd.

The Corporation’s significant accounting policies under IFRS are outlined in Note 2. These policies have been
retroactively applied except where specific exemptions allow for alternative treatment upon transition to IFRS in
accordance with IFRS |- First-time Adoption of International Financial Reporting Standards. Note |5 of these condensed
consolidated financial statements provides reconciliations of the effects of transition to IFRS from Canadian GAAP on the
reported financial position, financial performance and cash flows of the Corporation.

The condensed consolidated financial statements were approved and authorized for issuance by the Board of Directors
on August 12, 201 1.

2. SIGNIFICANT ACCOUNTING POLICIES

Use of Estimates and Judgements

The preparation of condensed consolidated financial statements requires management to make estimates and
assumptions that affect the amounts reported in the consolidated financial statements and accompanying notes. Actual
results could differ from those estimates. The consolidated financial statements have, in management’s opinion, been
properly prepared using careful judgment with reasonable limits of materiality.

The amounts recorded for depletion and amortization of oil and gas properties and equipment and amounts used in the
calculation of impairment, are based on estimates of petroleum and natural gas reserves. The impairment test is based
on estimates of proved and probable reserves, production rates, oil and gas prices, future costs and other relevant
assumptions. By their nature, these estimates are subject to measurement uncertainty and the effect on the condensed
consolidated financial statements of changes and estimates in future periods could be significant.

The decommissioning liability and accretion of these costs are based on estimates of timing and cost of the
decommissioning expenditures.

The Black-Scholes option valuation model was developed for use in estimating the fair value of traded options. This
option valuation model requires the input of highly subjective assumptions including the expected stock price volatility.
Because the Corporation’s stock options and performance incentive warrants have characteristics significantly different
from those of traded options and because the subjective input assumptions can materially affect the calculated fair value,
such value is subject to measurement uncertainty.



Terra Energy Corp.

Notes to the Condensed Consolidated Financial Statements
For the three and six months ended June 30, 201 | (unaudited)
Tabular amounts in thousands except per share amounts

The consolidated financial statements include accruals based on the terms of existing joint venture agreements. Due to
varying interpretations of the definition of terms in these agreements, the accruals made by management in this regard
may be significantly different from those determined by the Corporation’s joint venture partners. The effect on the
consolidated financial statements resulting from such adjustments, if any, will be reflected prospectively.

Basis of Consolidation

The condensed consolidated financial statements include the accounts of the Corporation and its wholly owned
subsidiaries which are controlled by the Corporation. Control is achieved when the Corporation has the power to
govern the financial and operating policies of an entity so as to obtain benefits from its activities. The financial
statements of subsidiaries acquired are included in the condensed consolidated financial statements from the date that
control commences until the date such control ceases.

Basis of Measurement

The condensed consolidated financial statements have been prepared on the historical cost basis except for the
following:

e Derivative financial instruments are measured at fair value; and

e  Held for trading financial assets are measured at fair value with changes in fair value recorded in earnings.
The methods used to measure fair values are discussed in Note 3.
Functional and Presentation Currency

These condensed consolidated financial statements are presented in Canadian dollars, which is the Corporation’s
functional currency.

Exploration and Evaluation Assets and Property, Plant and Equipment
Pre-license Costs

All costs incurred prior to the acquisition of an exploration license and leasehold property are expensed in the period in
which they are incurred.

Exploration Expenditures

Once the legal right to explore has been acquired, costs directly associated with the exploration and evaluation of oil and
gas reserves are initially capitalized as exploration and evaluation assets according to the nature of the asset. The costs
are not depleted and are accumulated in cost centres by well, field or exploration area until technical feasibility and
commercial viability is considered to be determined.

The technical feasibility and commercial viability of extracting a mineral resource is considered to be determinable when
proved reserves are determined to exist. A review of each exploration license or field is carried out at least annually to
determine whether reserves have been discovered. Upon determination of proved reserves, exploration and evaluation
assets attributable to those reserves are tested for impairment and then reclassified from exploration and evaluation to a
separate category within assets referred to as property, plant and equipment. If no reserves are found, and there are no
further exploration plans for the area, the capitalized exploration costs are charged to expense.

Exploration and evaluation assets are assessed for impairment if (i) sufficient data exists to determine technical feasibility
and commercial viability, and (ii) facts and circumstances suggest that the carrying amount exceeds the recoverable
amount.



Terra Energy Corp.

Notes to the Condensed Consolidated Financial Statements
For the three and six months ended June 30, 201 | (unaudited)
Tabular amounts in thousands except per share amounts

Development Expenditures

Costs incurred subsequent to the determination of technical feasibility and commercial viability are recognized as
property, plant and equipment. Expenditures on construction, installation or completion of infrastructure facilities such
as platforms, pipelines and drilling of development wells, including unsuccessful development or delineation wells, is
capitalized within property, plant and equipment.

Property, plant and equipment assets are grouped into cash-generating units (“CGU’s”) for impairment testing.

Gains and losses on disposal of an item of property, plant and equipment, including oil and gas properties, are
determined by comparing the proceeds from disposal with the carrying amount of property, plant and equipment. The
gain or loss is recognized on the condensed statement of operations.

Producing Oil and Gas Properties and Other

Property, plant and equipment are stated at cost, less accumulated depreciation and accumulated impairment loss. The
initial cost of an asset comprises its purchase price or construction cost, any costs directly attributable to bringing the
asset into operation, the initial estimate of any decommissioning obligation and if any, borrowing costs for qualifying
assets.

Subsequent Costs

Costs incurred subsequent to the determination of technical feasibility and commercial viability and the costs of replacing
parts of property, plant and equipment are recognized as oil and natural gas assets only when they increase the future
economic benefits embodied in the specific asset to which they relate. All other expenditures are recognized in profit or
loss as incurred. Such capitalized oil and natural gas assets generally represent costs incurred in developing proved
and/or probable reserves and bringing in production or enhancing production from such reserves. The carrying amount
of any replaced or sold component is derecognized. The costs of the day-to-day servicing of property, plant and
equipment are recognized in profit or loss as incurred.

Depletion, Depreciation and Amortization

Oil and natural gas properties, including related pipelines, are depleted using the unit of production method by reference
to the ratio of production in the period to the related proven and probable reserves, taking into account the estimated
future development costs necessary to convert those reserves into production. These estimates are reviewed by
independent reserve engineers at least annually. Facility costs are depreciated over 10 years.

The non-oil and natural gas assets are depreciated as follows:

Leasehold Improvements over the term of the lease
Office Furniture and Equipment 20% per year
Computer Equipment 30% per year
Vehicles 30% per year

Impairment of Value

Under IFRS, indicators of impairment need to be assessed at each reporting period and an impairment test is only
required if there are indicators of impairment. The Corporation is required to recognize and impairment loss if the
carrying value exceeds the recoverable amount for a cash generating unit. An assessment is made at each reporting date
as to whether there is any indication that previously recognized impairment losses may no longer exist or may have
decreased. If such indications exist, the recoverable amount is estimated. A previously recognized impairment loss is
reversed only if there has been a change in the estimates used to determine the asset’s recoverable amount since the last
impairment loss was recognized. If that is the case, the carrying amount of the asset is increased to its recoverable
amount. That increased amount cannot exceed the carrying amount that would have been determined, net of depletion,

8



Terra Energy Corp.

Notes to the Condensed Consolidated Financial Statements
For the three and six months ended June 30, 201 | (unaudited)
Tabular amounts in thousands except per share amounts

depreciation and amortization had no impairment loss been recognized for the asset in prior years. Such reversal is
recognized in profit or loss.

Decommissioning Obligations

Liabilities for decommissioning costs are recognized when the Corporation has an obligation to dismantle and remove a
well, facility or an item of plant and to restore the site on which it is located. The liability is recognized at the discounted
value for the future asset retirement costs associated with its oil and natural gas properties using the risk-free interest
rate. The present value of the liability is capitalized as property, plant and equipment and is subsequently depleted as
part of the asset. Any change in the present value of the estimated expenditure is reflected as an adjustment to the
provision and corresponding property, plant and equipment. The unwinding of the discount is reflected as financing cost
in the condensed consolidated statement of operations.

Revenue Recognition

Revenue from the sales of oil and gas are recognized when the risks and rewards of ownership pass to the purchaser,
including delivery of the product, the selling price being fixed or determinable and collectability being reasonably assured.

Joint Venture Operations

Substantially all of the Corporation's oil and gas activities are conducted jointly with others. These condensed
consolidated financial statements reflect only the Corporation's proportionate interest in such activities.

Financial Instruments

The Corporation classifies its financial assets into one of the following categories, depending on the purpose for which
the asset was acquired. The Corporation's accounting policy for each category is as follows:

Fair value through profit or loss — This category comprises derivatives, or assets and/or liabilities acquired or incurred
principally for the purpose of selling or repurchasing in the near term. They are carried in the balance sheet at fair value
with changes in fair value recognized in the statement of operations.

Loans and receivables — These assets are non-derivative financial assets with fixed or determinable payments. They are
carried at cost less any provision for impairment. Individually significant receivables are considered for impairment when
they are past due or when other objective evidence is received that a specific counterparty will default. The
Corporation’s accounts receivables is classified as “loans and receivables”.

Held-to-maturity investments — These assets are non-derivative financial assets with fixed or determinable payments and
fixed maturities that the Corporation's management has the positive intention and ability to hold to maturity. These
assets are measured at amortized cost using the effective interest method. If there is objective evidence that the
investment is impaired, determined by reference to external credit ratings and other relevant indicators, the financial
asset is measured at the present value of estimated future cash flows. Any changes to the carrying amount of the
investment, including impairment losses, are recognized in the statement of operations.

Available-for-sale — Non-derivative financial assets not included in the above categories are classified as available-for-sale.
They are carried at fair value with changes in fair value recognized in other comprehensive income (loss). Where a
decline in the fair value of an available-for-sale financial asset constitutes objective evidence of impairment, the amount of
the loss is removed from equity and recognized in the statement of operations. The Corporation’s other assets are
classified as “available-for-sale”.

All derivative instruments except for those at fair value through profit or loss are subject to review for impairment at
least at each reporting date. Financial assets are impaired when there is any objective evidence that a financial asset or a
group of financial assets is impaired. Different criteria to determine impairment are applied for each category of financial
asset, which are described above.



Terra Energy Corp.

Notes to the Condensed Consolidated Financial Statements
For the three and six months ended June 30, 201 | (unaudited)
Tabular amounts in thousands except per share amounts

Other financial liabilities — This category includes bank overdrafts, accounts payables and accrued liabilities and long-term
financing, all of which are recognized at amortized cost.

The Corporation uses derivative financial instruments to manage certain exposures to fluctuations in foreign currency
exchange rates, interest rates and commodity prices as well as for trading purposes. Such derivative financial
instruments are initially recognized at fair value on the date on which derivative contract entered into and are
subsequently remeasured at fair value. Derivatives are carried as assets when the fair value is positive and as liabilities
when the fair value is negative.

Share-based Compensation

Equity-settled awards under the share-based incentive plan are measured at fair value at the date of grant and are
expensed on a graded vesting basis over the performance period along with a corresponding increase in equity. A
forfeiture rate is estimated on grant date and is adjusted to reflect the actual number of options that vest. The fair value
at grant date is measured using an option pricing model taking into consideration management’s best estimate of the
expected life of the option and estimated number of shares that will eventually vest.

Per Share Amounts

Basic earnings per share is computed by dividing earnings by the weighted average number of common shares
outstanding during the period. Diluted per share amounts reflect the potential dilution that could occur if stock options
or warrants to purchase common shares were exercised and converted to common shares. The treasury stock method
is used whereby any proceeds from the exercise of stock options or warrants are assumed to be used to purchase
common shares of the Corporation at the average market price during the period.

Flow-through Shares

Periodically, the Corporation will finance certain of its exploration and development activities through the issuance of
flow-through shares. Expenditure deductions for income tax purposes related to exploratory and development activities
funded by flow-through share arrangements are to be renounced to investors in accordance with income tax legislation.
Flow-through shares issued are recorded in share capital at the fair value of common shares on the date of issue with the
premium recorded as a liability. Upon renunciation with the Canada Revenue Agency, the liability is reversed and a
deferred income tax liability is recorded, with the net amount then recognized as deferred income tax expense.

Income Taxes

Current tax is the expected tax payable on the taxable income for the year. The Corporation’s liability for current tax is
calculated using tax rates that have been enacted or substantively enacted by the balance sheet date.

Deferred tax is the tax expected to be payable or recoverable on differences between the carrying amounts of assets
and liabilities in the financial statements and the corresponding tax bases, and is accounted for using the liability method.
Deferred tax liabilities are generally recognized for all taxable temporary differences and deferred tax assets are
recognized to the extent that it is probable that sufficient taxable profits will be available to recover the asset. Deferred
tax is not recognized on the initial recognition of assets or liabilities in a transaction that is not a business combination.

Provisions and Contingent Liabilities

Provisions are recognized when the Corporation has a present obligation as a result of a past event and it is probable
that the Corporation is required to settle that obligation. Provisions are measured using management’s best estimate of
the expenditure required to settle the obligation at the balance sheet date, and are discounted to present value where
the effect is material.



Terra Energy Corp.

Notes to the Condensed Consolidated Financial Statements
For the three and six months ended June 30, 201 | (unaudited)
Tabular amounts in thousands except per share amounts

A contingent liability is disclosed where the existence of an obligation will only be confirmed by future events or where
the amount of the obligation cannot be measured reliably. Contingent assets are not recognized, but are disclosed
where an inflow of economic benefit is probable.

New Standards and Interpretations not yet Adopted

The Corporation has reviewed new and revised accounting pronouncements that have been issued but are not yet
effective and determined that the following may have an impact on the Corporation:

IAS 12 Income Taxes

IAS 12 was amended in December 2010 to remove subjectivity in determining on which basis an entity measures the
deferred tax relating to an asset. The amendment introduces a presumption that an entity will assess whether the
carrying value of an asset will be recovered through the sale of the asset. The amendment to IAS 12 is effective for
reporting periods beginning on or after January I, 2012. The Corporation is currently evaluating the impact of this
amendment to IAS 12 on its consolidated financial statements.

IAS 27 Separate Financial Statements

IAS 27 replaced the existing IAS 27 “Consolidated and Separate Financial Statements”. |IAS 27 contains accounting and
disclosure requirements for investments in subsidiaries, joint ventures and associates when an entity prepares separate
financial statements. IAS 27 requires an entity preparing separate financial statements to account for those investments
at cost or in accordance with IFRS 9 Financial Instruments. [AS 27 is effective for annual periods beginning on or after
January I, 2013. Earlier application is permitted. The Corporation is currently evaluating the impact of this standard on
its consolidated financial statements.

IAS 28 Investments in Associates and Joint Ventures

IAS 28 was amended in 2011 which prescribes the accounting for investments in associates and sets out the
requirements for the application of the equity method when accounting for investments in associates and joint ventures.
IAS 28 is effective for annual periods beginning on or after January |, 2013. Earlier application is permitted. The
Corporation is currently evaluating the impact of this amendment to IAS 28 on its consolidated financial statements.

IFRS 7 Financial Instruments: Disclosures

IFRS 7 was amended in October 2010 to provide additional disclosure on the transfer of financial assets including the
possible effects of any residual risks that the transferring entity retains. These amendments are effective as of July I,
2011. The Corporation is currently evaluating the impact of these amendments to IFRS 7 on its consolidated financial
statements.

IFRS 9 Financial Instruments

IFRS 9 was issued in November 2009 and is the first step to replace current IAS 39, “Financial Instruments: Recognition
and Measurement”. IFRS 9 uses a single approach to determine whether a financial asset is measured at amortized cost
or fair value, replacing the multiple rules in IAS 39. The approach in IFRS 9 is based on how an entity manages its
financial instruments in the context of its business model and the contractual cash flow characteristics of the financial
assets. The new standard also requires a single impairment method to be used, replacing the multiple impairment
methods in IAS 39. IFRS 9 is effective for annual periods beginning on or after January I, 2013. The Corporation is
currently evaluating the impact of IFRS 9 on its consolidated financial statements.



Terra Energy Corp.

Notes to the Condensed Consolidated Financial Statements
For the three and six months ended June 30, 201 | (unaudited)
Tabular amounts in thousands except per share amounts

IFRS 10 Consolidated Financial Statements

IFRS 10 establishes principles for the presentation and preparation of consolidated financial statements when an entity
controls one or more other entities. IFRS 10 supersedes IAS 27 “Consolidated and Separate Financial Statements” and
SIC-12 *“Consolidation—Special Purpose Entities” and is effective for annual periods beginning on or after January I,
2013. Earlier application is permitted. The Corporation is currently evaluating the impact of this standard on its
consolidated financial statements.

IFRS 11 Joint Arrangements

IFRS Il establishes principles for financial reporting by parties to a joint arrangement. IFRS || supersedes current IAS
31 “Interests in Joint Ventures and SIC-13 Jointly Controlled Entities—Non-Monetary Contributions by Venturers” and
is effective for annual periods beginning on or after January I, 2013. The new standard redefines joint operations and
joint ventures and requires joint operations to be proportionately consolidated and joint ventures to be equity
accounted. Earlier application is permitted. The company is currently evaluating the impact of this standard on its
consolidated financial statements.

IFRS 12 Disclosure of Interests in Other Entities

IFRS 12 applies to entities that have an interest in a subsidiary, a joint arrangement, an associate or an unconsolidated
structured entity. IFRS 12 is effective for annual periods beginning on or after January |, 2013. Earlier application is
permitted. The Corporation is currently evaluating the impact of this standard on its consolidated financial statements.

IFRS |3 Fair Value Measurements

IFRS 13 defines fair value, sets out in a single IFRS framework for measuring fair value and requires disclosures about fair
value measurements. The IFRS |3 applies to IFRSs that require or permit fair value measurements or disclosures about
fair value measurements (and measurements, such as fair value less costs to sell, based on fair value or disclosures about
those measurements), except in specified circumstances. IFRS 13 is to be applied for annual periods beginning on or
after January 1, 2013. Earlier application is permitted. The Corporation is currently evaluating the impact of this
standard on its consolidated financial statements.

3. FINANCIAL INSTRUMENTS AND CAPITAL MANAGEMENT

The Corporation is exposed to financial risk on a range of financial instruments including accounts receivable, capital
lease obligations, accounts payable and accrued liabilities, bank overdraft, long term financing and financial derivative
contracts. The Corporation manages its exposure to financial risks by operating in a manner that minimizes its exposure
to the extent practical. The main financial risks affecting the Corporation are discussed below.

Credit Risk

Credit risk arises when a failure by counterparties to discharge their obligations could reduce the amount of future cash
inflows from financial assets on hand at the balance sheet date. The Corporation’s accounts receivable at the balance
sheet date arise from sales of crude oil, natural gas liquids and natural gas. Industry standard dictates that commodity
sales are settled on the 25th day of the month following the month of production. The Corporation markets its oil and
natural gas through several marketers so that the exposure to any one entity is minimized.

Joint venture receivables are generated from conducting joint operating or capital operations with joint venture partners.
Collections from these operations are usually paid within three months of the joint venture bill being issued to the
partner. Circumstances can arise which extend the terms of collection beyond this period as specific items on these
joint venture billings may need to be resolved between partners. Smaller partners may be cash called to pay for their
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Terra Energy Corp.

Notes to the Condensed Consolidated Financial Statements
For the three and six months ended June 30, 201 | (unaudited)
Tabular amounts in thousands except per share amounts

share of costs in advance of a project. The Corporation also has the ability to take measures such as withholding
production volumes as recourse for collections on receivables.

The Corporation monitors receivable accounts and actively pursues collection and payment. Accounts receivables over
90 days are considered past due. If any accounts are considered impaired, they will be charged to an allowance for
doubtful accounts. During the period ended June 30, 201 I, there was no allowance for doubtful accounts recorded due
to historical success of collecting receivables. The Corporation does not have any significant credit risk exposure with
respect to accounts receivable to any single counterparty or any group of counterparties having similar characteristics.

The maximum exposure to credit risk is represented by the carrying amount on the balance sheet. There are no
material financial assets that the Corporation considers past due and at risk of collection.
Interest Risk

Interest rate risk refers to the risk that the value of a financial instrument or cash flows associated with the instrument
will fluctuate due to changes in market interest rates. The Corporation is exposed to interest rate risk as it can borrow
funds at floating interest rates. The Corporation currently does not use interest rate hedges or fixed interest rate
contracts to manage the Corporation’s exposure to interest rate fluctuations.

At June 30, 2011, the increase or decrease in net income before taxes for each 1% change in interest rates on floating
rate debt amounts to approximately $894,000 (December 31, 2010 - $851,000) per annum.
Commodity Price Risk

The Corporation is exposed to fluctuations in commodity prices for crude oil, natural gas and natural gas liquids.
Commodity prices are affected by many factors including supply and demand.

The Corporation monitors these risks and, when appropriate, utilizes risk management contracts to manage its exposure
to these risks. The Corporation had the following outstanding derivative financial instruments at June 30, 201 I:

Natural Gas

Contract type Price Volumes per day Contract term
Financial Sell $4.00 5,000 GJ April I, 2011 to March 31, 2012
Financial Sell $4.00 5,000 GJ April I, 2011 to March 31, 2012

The mark-to-market adjustment of these contracts has been recognized as an asset of $685,143 at June 30, 2011 (2010
liability - $2,109,789). A $0.10 decrease in the natural gas price would result in an increase of $137,000 to the mark-to-
market adjustment.

Liquidity Risk
Liquidity risk includes the risk that, as a result of the Corporation’s operational liquidity requirements:

- The Corporation will not have sufficient funds to settle a transaction on the due date; or
- The Corporation will be forced to sell financial assets at values which are less than what they are worth.

The Corporation’s operating cash requirements, including amounts projected to complete the Corporation’s existing
capital expenditure program, are continuously monitored and adjusted as input variables change. These variables include,
but are not limited to, available credit, oil and natural gas production from existing wells, results from new wells drilled,
commodity prices, cost overruns on capital projects and regulations relating to prices, taxes, royalties, land tenure,
allowable production and availability of markets. As these variables change, liquidity risks may necessitate the
Corporation to conduct equity issues or obtain project debt financing. The Corporation also mitigates liquidity risk by
maintaining an insurance program to minimize exposure to insurable losses.
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Following is a list of the financial liabilities at June 30, 201 I, and their contractual maturities:

Current

within Within Within

Total | year | to 3 years 4 to 5 years

Bank overdraft $ 3,664 $ 3,664 $ - $ -
Accounts payable and accrued liabilities 14,918 14,918 - -
Office lease 2,630 862 1,489 279
Long-term financing (note 9) (/) 89,504 - 89,504 -
Gathering and processing contracts 15,606 5,483 9,845 278
Finance lease obligation (note 8) 812 812 - -
Total $ 127,134 $ 25,739 $ 100838 $ 557

() Excludes any interest related costs.

Foreign Exchange Risk

The Corporation is exposed to fluctuations in foreign exchange rates which will have an impact on commodity prices,
foreign denominated cash on hand, foreign denominated payables and foreign denominated long-term financing held by
the Corporation.

Commodities are sold to marketers at prices that are commonly based upon reference prices denominated in a foreign
currency. Any changes in the foreign exchange rates will have a direct impact on petroleum and natural gas revenue
received by the Corporation. Foreign denominated cash held by the Corporation is subject to revaluations at period
ends with any changes being reflected as realized foreign exchange gains and losses. Changes in the value of payables and
long-term financing denominated in a foreign currency are reflected as unrealized foreign exchange gains and losses.
Upon settlement, the unrealized foreign exchange gain or loss is reversed and a realized foreign exchange gain or loss is
recorded.

At June 30, 201 I, the Corporation had the following foreign exchange risk management contracts outstanding (amounts
are not in thousands of dollars):

Option payout range

CAD/U.S. dollar U.S. dollar notional amount Daily payout amount Contract term
$0.95 to $1.135 $5,000,000 CAD $5,000 September 2010 - December 201 |
$0.95 to $1.135 $5,000,000 CAD $5,000 January 2012 - May 2012

For each valuation day in which the exchange rate is within the option payout range, the Corporation will receive $5,000
per day under each contract. For each valuation day in which the exchange rate is equal to or greater than the target
level of $1.135, the Corporation will sell U.S. $5,000,000 at that rate financially settled in CAD against the monthly
average for value spot. [f the exchange rate is below the $0.95 level on a valuation day, there is no exchange of funds.
The mark-to-market adjustment of these contracts has been recognized as an asset of $569,164 at June 30, 201 [(2010-
$676,725).
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Fair Value

The carrying values of the financial assets and financial liabilities approximate their fair value due to the short term to
maturity of these instruments. The Corporation categorizes its financial instruments carried at fair value into one of
three different levels depending on the observability of the inputs employed in the measurement.

Level |

Level | includes assets and liabilities measured at fair value based on unadjusted quoted prices for identical assets or
liabilities in active markets that are accessible at the measurement date. An active market for an asset or liability is
considered to be a market where transactions occur with sufficient frequency and volume to provide pricing information
on an ongoing basis. At June 30, 201 I, the Corporation did not have any assets or liabilities which it valued using Level |
inputs.

Level 2

Level 2 includes assets and liabilities measured at fair value using directly or indirectly observable inputs other than
quoted prices included in Level |. Level 2 valuations are based on inputs including quoted forward prices, time value,
volatility factors and broker quotes that can be observed or corroborated in the market for the entire duration of the
derivative instrument. At June 30, 201 |, the Corporation valued all risk management contracts using Level 2 inputs.

Level 3

Level 3 includes all assets and liabilities measured at fair value based on inputs which are less observable, unavailable or
where the observable data does not support a significant portion of the instrument’s fair value. At June 30, 2011, the
Corporation did not have any assets or liabilities which it valued using Level 3 inputs.

The following table includes all the fair value measurements recognized in the balance sheet at June 30, 201 I:

Level | Level 2 Level 3 Total

Bank overdraft $ (3,664) $ - - $ (3,664)
Risk management contracts - 1,254 - 1,254
$ (3,664) $ 1,254 - $ (2410)

As at June 30, 201 I, risk management contract asset of $1,254,297 consists of unrealized gain on commodity contracts of
$685,133 and an unrealized gain on foreign exchange contracts of $569,164.

Capital Management

The Corporation’s objective when managing capital is to safeguard its ability to continue as a going concern so that it can
continue to provide returns to shareholders and benefits for other stakeholders. This objective remains unchanged from
previous periods. The Corporation manages the capital structure, and makes adjustments to it, in light of changes in
economic conditions and the risk characteristics of the underlying assets. The Corporation’s objective is met by
retaining adequate equity to provide for the possibility that cash flows from assets will not be sufficient to meet future
cash flow requirements.

The Board of Directors does not establish quantitative return on capital criteria for management. The Corporation

defines capital as the aggregate of total equity, bank overdraft and long-term financing less cash and cash equivalents,
which at June 30, 201 I, was $ 228,852,328 (December 31, 2010 - $221,621,564).
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4. RELATED PARTY TRANSACTIONS

Except as disclosed elsewhere in these condensed consolidated financial statements, the Corporation had the following
related party transactions:

a) The Corporation entered into transactions with the following related parties:

Borden Ladner Gervais LLP - a Director is a partner with the law firm.

b) Transactions

Three months ended June 30 Six months ended June 30
2011 2010 2011 2010
Expenses
Legal consulting - Borden Ladner Gervais LLP $ 76 $ 303 $ I55 $ 380
Other
Recorded as part of oil and natural gas properties - Borden
Ladner Gervais LLP $ - 8 63 $ - $ 87

Related party transactions are in the normal course of operations and have been valued in these condensed consolidated
financial statements at the exchange amount which is the amount of consideration established and agreed to by the
related parties and approximates amounts that would normally be charged to unrelated parties. At June 30, 2011, the
Corporation had $31,269 (December 31, 2010 - $91,801) owing to the related party.

5. OTHER COMPREHENSIVE INCOME

At June 30, 2010, the Corporation held 3,748,900 common shares of a publicly traded company representing
approximately 6% of the outstanding shares of the company. The Corporation had classified the investment as an
“available for sale” financial asset with any changes in fair value being recognized in other comprehensive income. During
2010, the Corporation sold all the remaining common shares of the publicly traded company. For the year ended
December 31, 2010, the Corporation recognized a gain of $654,107 in net income.
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6. EXPLORATION AND EVALUATION

Balance as at January |, 2010 $ 21,769
Additions to exploration and evaluation assets 19,630
Transfers to property, plant and equipment (1,350)
Impairment -
Balance as at December 31, 2010 40,049
Balance as at January |, 2011 40,049
Additions to exploration and evaluation assets 98
Transfers to property, plant and equipment (6,410)
Impairment -
Balance as at June 30, 201 | $ 33,737
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7. PROPERTY, PLANT AND EQUIPMENT

Finance
Office Computer Leasehold lease Oil and gas
Vehicles equipment equipment improvement equipment  Facilities properties Total

Cost
Balance as at January |, 2010 $ 198 $ 220 $ 274 $ 428 $ 1,285 $ 24,287 $ 250,806 $277,498
Additions - | 106 - - 673 30,265 31,044
Asset acquisitions - - - - - - 42,305 42,305
Disposition - - - - - - (1,428) (1,428)
Transfers from exploration and

evaluation - - - - - - 1,350 1,350
Changes in asset retirement

obligations - - - - - - 6,765 6,765
Balance as at December 31, 2010 198 221 380 428 1,285 24,960 330,063 357,534
Additions | 4 34 24| - 1,520 8,952 10,752
Asset acquisitions
Dispositions - - - - - - (1,548) (1,548)
Transfers from exploration and

evaluation - - - - - - 6,410 6,410
Changes in asset retirement

obligations - - - - - - 1,148 1,148
Balance as at June 30, 201 | 199 225 414 669 1,285 26,480 345,025 374,296
Accumulated Depreciation
Balance as at January |, 2010 1) (U] (123) (329) - (7,764) (87,333)  (95,751)
Depreciation for the year (16) (20) (54) (82) (86) (1,655) (23,548) (25,461)
Balance as at December 31, 2010 (107) (131) (177) 411) (86) (9,419)  (110,881) (121,212)
Depreciation for the period (6) (8) (28) (12) (43) (871) (10,070) (11,038)
Balance as at June 30, 201 | (113) (139) (205) (423) (129) (10,290) (120,951) (132,250)
Net Book Value
Balance as at January |, 2010 107 109 151 99 1,285 16,523 163,473 181,747
Balance as at December 31, 2010 91 90 203 17 1,199 15,541 219,181 236,322
Balance as at June 30, 201 | $(43) $ 8 $ 209 $ 246 $1,156 $16,190 $ 224,074 $242,046
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8. FINANCE LEASE OBLIGATIONS

In 2009, the Corporation entered into a lease arrangement for certain capital equipment. The lease obligation bears
interest at 6.51% and is secured by the related equipment. The lease term expires in December 2011, with a final
purchase obligation of $639,513 at which time ownership of the equipment will transfer to the Corporation.

At June 30, 201 I, future minimum lease payments consist of the following:

Balance at January 2, 201 | $ 860
Less amount representing interest (48)
Balance as at June 30, 201 | (current obligation) $ 812

Fixed assets acquired through finance leases are capitalized in property, plant and equipment and depreciated over |5
years.

9. LONG-TERM FINANCING

The Corporation has a revolving line of credit, with a syndicate of chartered banks, of up to $100 million (2010 - $100
million), which bears interest at various rates determined by debt to EBITDA ratio. The interest rate charged at June 30,
2011 was 4.70% (2010 - 4.51%). The facility is secured by a general security agreement, a floating charge debenture in
the amount of $150 million and an unlimited liability guarantee by Terra Energy Corp. , its subsidiaryConstar Resources
Ltd. and its affiliate Terra Energy Partnership. At June 30, 2011, the revolving line of credit was drawn down
$89,504,240. Outstanding cheques issued in the amount of $3,663,522, are shown as bank overdraft until they clear
against cash.

The Corporation’s bank credit facility is structured as a 364 day revolving credit facility with a one year term out. If the
credit facility is not renewed at maturity, the Corporation is required to pay the outstanding balance one year from the
maturity. The lending arrangement is reviewed annually. The 2011 review was completed in June 201 | with the next
annual review scheduled for June 2012. The June 2011 review resulted in the Corporation’s current debt facility being
re-affirmed at $100 million under the same terms and conditions. Included in the credit facility is a Permitted Hedging
clause, which allows the Corporation to enter into financial instruments in the ordinary course of business for hedging
purposes. The financial instruments shall not exceed 60% of the underlying exposure with respect to Interest Hedging
agreements, and with respect to Commodity Agreements, shall not exceed 75% of the daily production, net of royalties,
for the first two years, and after the first two years, shall not exceed 50% of average daily production, net of royalties. In
addition, the credit facility includes a change of control clause whereby in the event of any change of control, the
creditor, at their discretion, may terminate the credit facility, and therefore, the entire amount outstanding would be due
and payable upon demand.

10. DECOMMISSIONING OBLIGATION

The undiscounted amount of expected cash flows required to settle the decommissioning obligation is estimated at
$29,139,000 (2010 - $28,952,000). The liability for the expected cash flows, as reflected in the condensed consolidated
financial statements, has been discounted at rates between 2.9% and 4.0% (2010 - 3.1% and 4.3%) utilizing an inflation
rate of 2% (2011 - 2%).
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The schedule below is a reconciliation of the Corporation’s liability for the periods ended June 30, 2011 and December

31,2010:
2011 2010
Opening balance, beginning of period $ 21,268 $ 15200
Liabilities disposed
Revisions to estimates 969 2,581
Liabilities settled (178) (1,351)
Liabilities incurred 176 4,185
Accretion 355 653
Ending balance, end of period $ 22,590 $ 21,268

The majority of costs attributable to these obligations are expected to be incurred between 201 | and 2017. The actual
costs may differ from those estimated.

I1.SSHARE CAPITAL

Authorized

i) Unlimited number of common voting shares

if) Unlimited number of preferred shares

Common Shares Issued and Outstanding

On March 24, 2010, the Corporation closed a “bought-deal” financing agreement of 5 million common shares at
$1.80 per common share and $6.25 million flow-through common shares at $2.16 per flow-through common share,
for aggregate gross proceeds of $22,500,000. The total costs related to the issuance were $1,197,758 (net of tax
of $394,360).

For the six month period ended June 30, 201 I, the Corporation purchased 176,200 common shares for a total cost
of $209,210 at an average price of $1.19 per common share. Share capital was reduced by $201,310 and the
excess of $7,901 was charged to retained earnings.

For the year ended December 31, 2010, the Corporation purchased 1,197,900 common shares for total costs of
$1,786,777, at an average price of $1.49 per common share. Share capital was reduced by $1,255,978 and the
excess of $530,799 was charged to retained earnings.

Of the purchased shares, none were being held for cancellation at June 30, 2011, (December 31, 2010 - 106,100).

At June 30, 2011, there were 7,000,000 common share purchase warrants outstanding. Each warrant entitles the
holder to acquire one common share of the Corporation for $1.90 prior to July 7, 2011. The Corporation has
estimated a fair value of $3,252,735 for the warrants using a Black-Scholes pricing model. The pricing model used
the following assumptions: a risk-free interest rate of 2.0%; weighted average term of 2.0 years; and a volatility of
71%.
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)

d)

Stock Options

The Corporation’s Employee Stock Option Plan provides for officers, directors, employees, and consultants to be
granted options of up to 10% of the issued and outstanding common shares of the Corporation.

These options entitle the holder to purchase common shares of the Corporation subject to various vesting periods
and other terms and conditions specified in the stock option plan.

Details of all options outstanding at June 30, 201 |, are as follows:

June 30, 2011 December 31, 2010

Weighted Weighted

average average

Number of exercise Number of exercise

(options in thousands) options price options price
Employee stock options

Balance, beginning of period 8,465 1.46 8,062 1.48

Granted 684 1.09 3,652 |.47

Exercised (64) (1.08) (258) I.16

Expired (747) (1.53) (2,991) 1.54

Balance, end of period 8,338 1.42 8,465 1.46

During the six months ended June 30, 2011, the Corporation granted options to officers, directors and employees
to purchase 684,000 shares at prices ranging from $1.07 to $1.11 per common share. For the same period of 2010,
options totaling 3,652,000 were issued at prices ranging between $1.50 and $1.72 per common share. The options
outstanding at June 30, 201 |, are as follows:

Weighted average Outstanding Exercisable

Range of exercise price remaining contract life June 30, 2011 June 30, 2011
$1.07 - $1.30 3.66 years 1,378 987
$1.31-%$1.37 2.20 years 2,654 2,386
$1.38 - $1.50 3.46 years 2,528 1,745
$1.51 -%$1.77 1.70 years 1,707 1,285
$1.78 - $1.94 0.50 years 56 56
$1.95-$2.11 1.39 years 15 39
2.92 years 8,338 6,498

Share-based Compensation

For stock options granted to employees, compensation expense of $848,623 has been recorded for the six months
ended June 30, 2011, (2010 - $1,319,985) with the offsetting charge to contributed surplus. The fair value of stock
options granted in the period was estimated using a Black-Scholes option-pricing model with the following
assumptions: Dividend yield Nil; expected volatility of 69% (2010 - 68%); risk-free interest rate of 2.0%; weighted
average term of 2.9 years (2010 - 3.7 years); and a forfeiture rate of 15% (2010 - 15%).
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e) Flow-through Shares

The Corporation is required to incur exploration and development activities by December 31, 2011, of
approximately $13,500,000 as a result of flow-through shares issued in March 2010. At June 30, 2011, the
Corporation had incurred qualifying expenditures of $8,180,47 1 towards this obligation.

f)  Per Share Amounts

The following table summarizes the calculation of basic net income and diluted net income per share.

Three months ended June 30

Six months ended June 30

2011 2010 2011 2010
Net income available to common shareholders $ 3,420 $ 216 $ 1,945 $ 1,947
Weighted-average number of common shares outstanding - basic 101,795 98,920 101,840 93,880
Dilutive effect of stock options and warrants - - - -
Weighted-average number of common shares outstanding - diluted 101,795 98,920 101,840 93,880
Net income per share ($/share)
Basic 0.03 - 0.02 0.02
Diluted 0.03 - 0.02 0.02

For the period ended June 30, 2011, 8,338,000 stock options (2010 - 9,371,000) and 7,000,000 warrants are anti-
dilutive and have been excluded from the calculation of diluted income per share.

12. SUPPLEMENTAL CASH FLOW INFORMATION

Change in non-cash working capital

Three months ended June 30 Six months ended June 30

2011 2010 2011 2010

Accounts receivable $ 4,438 $ 2406 $ 5,741 $ 4,362
Prepaid expenses (36) (449) (328) (879)
Accounts payable and accrued liabilities (13,323) (13,797) (12,302) (6,334)
(8,921) (11,840) (6,889) (2,851)

Change in non-cash working capital from investing (9,312) (9,049) (9,594) (2,918)
Change in non-cash working capital from operations 392 (2,791) 2,703 67
$ (8,920) $ (11,840) $ (6,891) $ (2,851)
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13. COMMITMENTS AND CONTINGENCIES

a) The Corporation is subject to certain office and equipment leases and gathering and processing contracts (see
Note 3).

b) The Corporation is involved in various claims arising in the normal course of business. While the outcome of
these matters is uncertain, and there can be no assurance that such matters will be resolved in the
Corporation’s favour, the Corporation does not currently believe that the outcome of adverse decisions in any
proceedings related to these matters or any amount which it may be required to pay would have a material
adverse impact on its financial position, results of operations or liquidity.

c) The Corporation had outstanding letters of credit to various parties for a total of $505,744 which expire at
various dates during 201 I.

d) The Corporation is required to incur exploration and development activities by December 31, 2011, of
approximately $13,500,000 as a result of flow-through shares issued in March, 2010. At June 30, 2011, the
Corporation had incurred qualifying expenditures of approximately $8,180,471.

14. SUBSEQUENT EVENTS

Subsequent to the end of June 30, 201 | the following transactions have transpired:

a) All 7,000,000 common share warrants of the Corporation outstanding as at June 30, 201| have expired
unexercised.

b) Subsequent to June 30, 201 I, the Corporation entered into the following financial commodity contracts:

QOil

Contract type Price Volumes per day Contract term
Financial - variable rate collar $97.50 to $117.00 U.S. 500 bbls August 201 | to December 2012
Financial - variable rate collar $95.00 to $106.00 U.S. 200 bbls September 201 | to June 2013

c) Subsequent to June 30, 2011, the Corporation terminated the following financial commodity contracts and
realized a gain of US $2,550,000:

QOil

Contract type Price Volumes per day Contract term
Financial - variable rate collar $97.50 to $117.00 U.S. 500 bbls September 201 | to December 2012
Financial - variable rate collar $95.00 to $106.00 U.S. 200 bbls September 201 | to June 2013
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15. TRANSITION TO INTERNATIONAL FINANCIAL REPORTING STANDARDS

As stated in Note I, these condensed consolidated financial statements represent the condensed interim financial
statements of the Corporation and its subsidiaries prepared in accordance with IFRS for the period ended June 30, 201 I.
As a result, these interim condensed consolidated financial statements have been prepared in accordance with IFRS |-
First-time Adoption of International Financial Reporting Standards and with IAS 34, Interim Financial Reporting. The first date at
which IFRS was applied was January |, 2010 (“Transition Date”). In preparing these financial statements in accordance
with IFRS |, the Corporation has:

e provided comparative financial information;
e applied the same accounting policies throughout all periods presented;
e retroactively applied all effective IFRS standards as of January I, 2010, as required, and

e applied certain optional and mandatory exemptions as applicable for first time adopters of IFRS.

The Corporation’s consolidated financial statements were previously prepared in accordance with Canadian GAAP.

IFRS | (First-time adoption of IFRS) Exemptions

The Corporation has applied the following IFRS | exemptions:

Property, Plant and Equipment

IFRS | allows an entity that used full cost accounting under Canadian GAAP to deem its January I, 2010, IFRS
upstream oil & natural gas asset to be equal to its Canadian GAAP historical net book value. On January I, 2010,
the IFRS exploration and evaluation costs are deemed to be equal to the Canadian GAAP unproved properties
balance and IFRS development costs equal to the remaining full cost pool balance.

Decommiissioning Liabilities

As a result of the Corporation’s use of the IFRS | exemption for decommissioning liabilities, the Corporation is
required to revalue its January |, 2010, decommissioning liabilities under IAS 37 using a risk-free rate and recognize
the adjustment in retained earnings.

Share-based Compensation

The Corporation used the IFRS | exemption under which stock options vested prior to January I, 2010, are not
required to be restated.

Business Combinations

The IFRS | exemption allowed the Corporation to use the IFRS rules for business combination on a prospective
basis rather than re-stating all business combinations. The Corporation made the election under IFRS | and did not
apply IFRS 3, Business Combinations, to business combinations that occurred before January 1, 2010.

Leases

The Corporation took the IFRS | exemption for leases and did not apply IAS 17, Leases retroactively prior to
January [, 2010.
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Borrowing Costs

The Corporation plans to capitalize borrowing costs when the capital projects are longer than one year. The
Corporation has not previously had projects that took longer than one year and plans to apply IAS 23 borrowing
costs prospectively.

The following reconciliations present the adjustments made to the Corporation’s previous GAAP Financial statements to
comply with IFRS |. Please refer to the notes that follow the detailed reconciliations.
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Terra Energy Corp.
Reconciliation of Consolidated Statement of Financial Position from Canadian GAAP to IFRS

As at June 30, 2010 (unaudited)
($ in thousands) GAAP  Adjustments Note IFRS

Assets

Current Assets

Accounts receivable $ |1,157 $ - $ 11,156
Prepaid expenses 3,585 - 3,585
Risk management contracts 789 - 789
Other assets - - -
15,531 - 15,530
Non-Current assets
Exploration and evaluation assets - 33,271 33,271
Property, plant and equipment 229,638 (27,347) 202,291
245,169 5,924 251,092
Liabilities and Shareholders’ Equity
Current liabilities
Bank overdraft 4,459 - 4,460
Accounts payable and accrued liabilities 11,587 - 11,587
Current portion of finance lease obligation 320 - 320
Decommissioning obligations 1,176 31 b 1,207
Risk management contracts 1,477 - 1,477
19,019 31 19,051
Deferred credit 17 - 16
Long-term debt 58,118 - 58,119
Flow-through obligation 812 - c 812
Finance lease obligation - 2,250 2,250
Decommissioning obligation 10,639 6,454 b 17,093
Deferred income taxes 21,405 (326) g 21,079
110,010 8,409 118,420
Shareholder’s Equity
Share capital 105,530 6,483 ¢ 112,012
Warrants 3,253 - 3,253
Contributed surplus 12,687 (149) d 12,538
Retained earnings 13,322 (8,820) b,c,d 4,502
Accumulated other comprehensive income 367 - 367
135,159 (2,486) 132,672
$ 245,169 3 5,923 $ 251,092
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For the three months ended June 30, 2010 (unaudited)

($ in thousands, except per share amounts) GAAP  Adjustments Note IFRS
Revenue
Petroleum and natural gas 19,280 - $ 19,280
Royalties (2,644) - (2,644)
Petroleum and natural gas revenues, net of royalties 16,636 - 16,636
Realized gain (loss) on derivative instruments (962) - (962)
Unrealized gain (loss) on derivative instruments 1,169 - 1,169
16,843 - 16,843
Gain on disposition of other assets 201 - 201
Total revenue and other income 17,044 - 17,044
Expenses
Production 5,682 - 5,682
General and administrative 2,456 108 f 2,564
Share-based compensation 930 39 d 891
Depletion, depreciation and amortization 8,497 (2,403) a 6,094
Finance costs 733 (80) b 653
Unrealized foreign exchange (gain) loss 777 - 776
Realized foreign exchange (gain) loss (104) - (104)
18,971 (2,414) 16,556
Income before income taxes (1,927) (2,414) 488
Income tax expense
Deferred tax expense (186) 458 g 272
Income (loss) for the period (1,741) (2,872) $ 216
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Reconciliation of Consolidated Statements of Operations from Canadian GAAP to IFRS

For the six months ended June 30, 2010 (unaudited)

($ in thousands, except per share amounts) GAAP  Adjustments Note IFRS
Revenue
Petroleum and natural gas $ 43,525 $ - $ 43,525
Royalties (7,307) - (7,307)
Petroleum and natural gas revenues, net of royalties 36,218 - 36,218
Realized gain (loss) on derivative instruments (674) - (674)
Unrealized gain (loss) on derivative instruments (787) - (787)
34,757 - 34,757
Gain on disposition of other assets 264 - 264
Total revenue and other income 35,021 - 35,021
Expenses
Production 12,028 - 12,028
General and administrative 4,171 305 f 4,476
Share-based compensation 1,421 (o) d 1,320
Depletion, depreciation and amortization 17,265 (4793) a 12,472
Finance costs 1,553 (55) b 1,498
Unrealized foreign exchange (gain) loss 536 - 536
Realized foreign exchange (gain) loss (176) - (176)
36,798 (4,644) 32,154
Income before income taxes (1,777) 4,644 2,867
Income tax expense
Deferred tax expense 31 889 g 920
31 889 920
Income (loss) for the period $ (1,746) $ 3,755 $ 1,947
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Reconciliation of Consolidated Statements of Operations from Canadian GAAP to IFRS

As at December 31, 2010 (unaudited)

($ in thousands) GAAP  Adjustments Note IFRS
Assets
Current Assets
Accounts receivable 14,324  $ - $ 14324
Prepaid expenses 2,947 - 2,947
Risk management contracts 400 - 400
17,671 - 17,671
Non-Current Assets
Exploration and evaluation assets - 40,049 a 40,049
Property, plant and equipment 263,822 (27,500) a,b 236,322
281,493 12,549 294,042
Liabilities
Current liabilities
Bank overdraft 3,511 - 3,511
Accounts payable and accrued liabilities 27,220 - 27,220
Current portion of finance lease obligation 975 - 975
Decommissioning obligations 200 - 200
Risk management contracts - - -
31,906 - 31,906
Deferred credit
Long-term debt 85,074 - 85,074
Finance lease obligation - - -
Decommissioning obligation 13,462 7,606 b 21,068
Deferred income taxes 18,476 4,482 c,g 22,958
148,918 12,088 161,006
Shareholder’s Equity
Share capital 110,012 6,482 c 116,494
Woarrants 3,253 - 3,253
Contributed surplus 13,024 (198) 12,826
Retained earnings 6,286 (5,823) 463
Accumulated other comprehensive income - - -
Total Liabilities and Equity 132,575 461 133,036
281,493 $ 12,549 $ 294,042
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Terra Energy Corp.

Notes to Consolidated Financial Statements

For the Three and Six months ended June 30, 2011 (unaudited)
Tabular amounts in thousands, except per share amounts

In addition to exemptions discussed previously, the following explain the significant differences between the historical
Canadian GAAP accounting policies and IFRS accounting policies applied by the Corporation.

2)

Oil and Natural Gas Properties

Under Canadian GAAP, the Corporation followed the CICA guideline on full cost accounting in which all costs
directly associated with the acquisition of, the exploration for, and the development of natural and crude oil
reserves are capitalized on a country-by-country basis. Upon transition to IFRS, the Corporation adopted new
accounting policies for upstream activities, including pre-exploration costs, exploration and evaluation costs and
development costs.

Pre-exploration costs are those expenditures incurred prior to obtaining the legal right to explore and must be
expensed under IFRS. Under GAAP, the Corporation capitalized and depleted pre-exploration costs.

Exploration and evaluation costs are those expenditures for an area or a project for which technical feasibility
and commercial viability have not yet been determined. Under IFRS, the Corporation initially capitalizes these
costs as Exploration and Evaluation assets on the balance sheet. When the area or project is determined to be
technically feasible and commercially viable, the costs are transferred to PP&E. Unrecoverable exploration and
evaluation costs associated with an area or project are expensed.

Development costs include those expenditures for areas or projects where technical feasibility and commercial
viability has been determined. Under IFRS, the Corporation continues to capitalize these costs within PP&E on
the balance sheet.

IFRS requires the development costs to be depleted on a unit-of-production basis over a smaller production
unit instead of the country cost centre level previously utilized under Canadian GAAP. Canadian GAAP
required proved reserves to be used for the depletion calculation. Under IFRS, the Corporation has elected to
use proved and probable reserves for the depletion calculation.

For the six months ended June 30, 2010, the change in depleting the petroleum and natural gas properties over
proved plus probable reserves resulted in a decrease to depletion expense of $4,793,630. For the year ended
December 31, 2010, the decrease to depletion expense was $10,261,365.

Under IFRS, upstream divestitures will generally result in a gain or loss recognized in net earnings. Under
Canadian GAAP, proceeds of divestitures were normally deducted from the full cost pool without recognition
of gain or loss unless the deduction would result in a change to the depletion rate of 20 percent or greater, in
which case a gain or loss is recorded.

Under Canadian GAAP, the Corporation was required to recognize an impairment loss if the carrying value
exceeds the undiscounted cash flow from proved reserves for the country cost centre. If an impairment loss
was to be recognized, it was then measured at the amount the carrying value exceeds the sum of the fair value
of the proved and probable reserves and the costs of unproved properties.

Under IFRS, indicators of impairment need to be assessed at each reporting period and an impairment test is
only required if there are indicators of impairment. The Corporation is required to recognize an impairment
loss if the carrying value exceeds the recoverable amount for a cash generating unit. Under IFRS, the
recoverable amount is the higher of fair value less cost to sell and value in use. Impairment losses, other than
goodwill, are reversed under IFRS when there is an increase in the recoverable amount. A cash generating unit
is defined as the smallest identifiable asset or group of assets that generate largely independent cash flows. The
Corporation has identified two CGUs, which could change over time.

On transition to IFRS on January I, 2010, the Corporation transferred to exploration and evaluation assets
$21,769,411 of undeveloped land with an offsetting decrease to property, plant and equipment. At June 30,
2010, the amount transferred was $33,270,723 and for the year ended December 31, 2010, the amount
transferred was $40,049,103.
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Notes to Consolidated Financial Statements

For the Three and Six months ended June 30, 2011 (unaudited)
Tabular amounts in thousands, except per share amounts

b)

d)

Decommissioning Liabilities

Under Canadian GAAP, asset retirement obligation (“ARO”) was measured as the estimated fair value of the
retirement and decommissioning expenditures expected to be incurred. Existing liabilities were not re-
measured using current discount rates. Under IFRS, decommissioning liability is the best estimate of
expenditures expected to be required to settle the present obligation at the end of the period. If there are
uncertainties surrounding the amount recognized as a provision then the obligation is estimated by weighting all
possible outcomes by their associated probabilities. The discount rate used for decommissioning liability is a
risk free rate as the estimated provision is adjusted to reflect risks specific to the liability. Under Canadian
GAAP, the Corporation used a credit-adjusted risk free rate. Under IFRS, the unwinding of the discount rate is
charged as interest expense versus accretion expense under Canadian GAAP.

On transition to IFRS on January |, 2010, this resulted in an increase to the ARO of $5,104,039 and a
corresponding decrease to retained earnings. At June 30, 2010, the decommissioning liability was $6,485,212
higher than under Canadian GAAP due to the change in discount rate. At December 31, 2010, the
decommissioning liability was $7,606,3 15 higher than under Canadian GAAP due to the change in discount rate.

The change in the discount rate also resulted in a decrease to accretion expense of $55,229 for the six months
ended June 30, 2010 and $304,349 for the year ended December 31, 2010.

Flow-through Shares

Flow-through shares are a unique Canadian tax incentive which is the subject of specific guidance under GAAP.
The premium paid for the flow-through shares in excess of the market value of the shares without the flow-
through features at the time of issue is credited to share capital. When the renouncement is made share
capital is reduced and deferred income tax liability is credited. Under IFRS, the flow-through share premium is
recorded as a liability at the time of flow-through share issuance. Upon renunciation of flow-through shares,
the other liability is reversed and tax expense and deferred tax liability recorded.

Upon transition to IFRS on January |, 2010, the impact of the change in accounting policy for flow-through
shares resulted in an increase to share capital of $8,732,776 and a corresponding decrease to retained earnings.

In March 2010, the Corporation issued flow-through shares and under IFRS recorded a liability of $2,250,000
and a reduction of share capital.

At December 31, 2010, the flow-through share expenditures were renounced. As a result, under IFRS, the
liability of $2,250,000 was reversed with an increase to deferred income tax liability of $3,375,000 and the net
amount of $1,125,000 charged to deferred income tax expense.

Share-based Compensation

IFRS 2 share-based payments requires for options given to employees to be fair valued using a model such as
the Black-Scholes model. IFRS also requires the use of an estimated forfeiture rate at the grant date and update
it throughout the vesting period. Under Canadian GAAP, the Corporation used the actual forfeiture rate in
calculating fair value.

The impact on transition to IFRS at January |, 2010, was a decrease to contributed surplus of $47,761 and a
corresponding increase to retained earnings. For the six months ended June 30, 2010, the impact was a
decrease to share-based compensation expense of $101,438, a decrease to contributed surplus of $149,195
and an increase to opening retained earnings of $47,761.

For the year ended December 31, 2010, contributed surplus decreased by $198,425, share-based compensation
expense decreased by $150,664 and opening retained earnings increased by $47,761.
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e)

g)

h)

Business Combinations

IFRS 3 defines the acquisition date to be the date on which the acquirer obtains control over the acquired
entity or business, and the fair value of net identifiable assets and consideration transferred to be measured at
that date. Contingent consideration is also recognized. IFRS 3 requires negative goodwill be recognized
immediately in profit or loss and also requires the acquirer to recognize the acquiree’s identifiable assets,
liabilities and contingent liabilities at their fair value at the acquisition date, thus resulting in any non-controlling
interest in acquiree being stated at the non-controlling interest’s portion of the net fair values of those items.
Transaction costs are excluded from the purchase price.

Indirect Overhead Charges

Under IFRS, only directly attributable overhead costs can be capitalized to property, plant and equipment. For
the six months ended June 30, 2010, $305,724 of indirect overhead costs were moved from property, plant and
equipment back to general and administrative expense. For the year ended December 31, 2010, the amount
reclassified to general and administrative expense was $518,863.

Deferred Income Taxes

On transition to IFRS on January |, 2010, the adjustment to decommissioning liabilities resulted in a decrease of
$1,275,875 to deferred tax liability.

For the six months ended June 30, 2010 and year ended December 31, 2010, adjustments to deferred income
taxes have been made as a result of the various other adjustments discussed above.

Leases

IAS 17 leases uses the term “finance lease” in the same manner as Section 3065 uses “capital lease”. |AS |7
focuses on substance of the arrangement, based on qualitative factors, in determining lease classifications
whereas Canadian GAAP provides specific tests in determining lease classification.

Borrowing Costs

The Corporation plans to capitalize borrowing costs when the capital projects are longer than one year.
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