Management’s Discussion & Analysis

PHX Energy Services Corp.
Third Quarter Report for the three and nine-month periods ended
September 30, 2016 and 2015
Financial Results
During the third quarter of 2016, the directional drilling market continued to be highly competitive which caused average day
rates and profitability margins to decline to some of the lowest levels in the Corporation’s history. The intense competition
was the result of the further deterioration of industry activity over the prior year as weak commodity prices prevailed in the
third quarter. For the three-month period ended September 30, 2016, PHX Energy generated consolidated revenue of $35.0
million, a 49 percent decrease from the $68.2 million generated in the comparable 2015-period. The Corporation realized a
net loss of $10.7 million in the 2016-quarter compared to a net loss of $24.5 million in the 2015-quarter, which included a
pre-tax impairment charge of $13.8 million related to Stream Service’s (“Stream”) goodwill and intangible assets. The
Corporation’s adjusted EBITDA1 declined to negative $0.2 million in the third quarter of 2016 where as in the prior year’s
quarter it was positive $4.2 million. Included in the adjusted EBITDA for the third quarter of 2016, is Stream’s adjusted
EBITDA of negative $0.8 million. Stream’s adjusted EBITDA was impacted by incremental costs associated with the
commercialization of its new product line and wet weather causing delays in the deployment of systems.
During the third quarter of 2016, PHX Energy’s Electronic Drilling Recorder (“EDR”) division, Stream, commercially released
its new DataStream EDR product line (“DataStream”). The launch of DataStream will allow the Corporation to successfully
diversify its business with a competitive service offering in an attractive sector of the oil and gas services market where there
are only a few providers. As at September 30, 2016, Stream had an operating capacity of 15 rigs in western Canada.
Management believes in upcoming quarters demand for DataStream will outpace supply, and as a result, PHX Energy
intends to double Stream’s job capacity by early 2017. It is anticipated that the division’s losses will decrease as the revenue
stream grows and positive margins will be achieved in future quarters. The Corporation will continue to leverage existing
resources to support the expansion of this service offering to achieve greater margins.
As at September 30, 2016, PHX Energy had long-term debt of $20.0 million and working capital of $38.3 million.

1

Please refer to the non-GAAP measures section following the Outlook section for applicable definitions and reconciliations.
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Capital Spending
The Corporation remained cautious with its capital spending during the third quarter of 2016. For the three-month period
ended September 30, 2016, $2.4 million in capital expenditures were incurred, which is consistent with the amount spent in
the comparable 2015-period. At the end of September 2016, an additional $3.5 million of equipment is on order, $3.2 million
of which is expected to be received within the fourth quarter.

(Stated in thousands of dollars except per share amounts, percentages and shares outstanding)
Three-month periods ended September 30,
Operating Results

2016

2015

% Change

Nine-month periods ended September 30,
2016

2015

% Change

(unaudited)

(unaudited)

(unaudited)

(unaudited)

Revenue

34,964

68,227

(49)

101,772

230,642

(56)

Net loss

(10,679)

(24,515)

(56)

(31,442)

(38,707)

(19)

(1.03)

(32)

Loss per share – diluted

(0.21)

(0.59)

(64)

(0.70)

Adjusted EBITDA (1)

(232)

4,229

n.m.

1,865

13,968

(87)

-

0.10

n.m.

0.04

0.37

(89)

(100)

10,780

n.m.

4,732

42,950

(89)

(1,894)

677

n.m.

(1,502)

4,317

n.m.

(0.04)

0.02

n.m.

(0.03)

0.12

n.m.

-

2,181

(100)

416

-

0.05

(100)

2,365

2,338

1

Sep 30, ‘16

Dec 31, ‘15

38,322

61,041

(37)

Adjusted EBITDA per share – diluted

(1)

Cash Flow
Cash flows from operating activities
Funds from operations

(1)

Funds from operations per share – diluted (1)
Dividends paid
Dividends per share

(2)

Capital expenditures
Financial Position (unaudited)
Working capital
Long-term debt
Shareholders’ equity
Common shares outstanding

n.m. – not meaningful
(1) Refer to non-GAAP measures section that follows the outlook section.
(2) Dividends paid by the Corporation on a per share basis in the period.
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12,681

(97)

0.01

0.35

(97)

5,256

17,156

(69)

20,000

60,000

(67)

189,583

200,938

(6)

50,705,722

41,567,023
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Non-GAAP Measures
PHX Energy uses certain performance measures throughout this MD&A that are not recognizable under Canadian generally
accepted accounting principles (“GAAP”). These performance measures include adjusted earnings before interest, taxes,
depreciation and amortization (“EBITDA”), adjusted EBITDA per share, funds from operations, funds from operations per
share, and debt to covenant EBITDA ratio. Management believes that these measures provide supplemental financial
information that is useful in the evaluation of the Corporation’s operations and are commonly used by other oil and natural
gas service companies. Investors should be cautioned, however, that these measures should not be construed as
alternatives to measures determined in accordance with GAAP as an indicator of PHX Energy’s performance. The
Corporation’s method of calculating these measures may differ from that of other organizations, and accordingly, these may
not be comparable. Please refer to the non-GAAP measures section following the Outlook section for applicable definitions
and reconciliations.

Management’s Discussion and Analysis
The following MD&A of the financial condition, results of operations, and cash flow of PHX Energy Services Corp. (“PHX
Energy” or the “Corporation”) should be read in conjunction with the Corporation’s 2015 annual report, including the MD&A,
and audited consolidated financial statements and the accompanying notes contained therein, and the Corporation’s 2016
unaudited interim third quarter report, including the unaudited condensed consolidated financial statements and the
accompanying notes contained therein. Readers can also obtain additional information on the Corporation including its
Information Circular and Annual Information Form (“AIF”) filed on SEDAR at www.sedar.com. This MD&A has been prepared
taking into consideration information available up to and including November 9, 2016.
PHX Energy’s Interim Financial Report for the three-month and nine-month periods ended September 30, 2016 and 2015
has been prepared in accordance with International Financial Reporting Standards (“IFRS”). The MD&A and Interim
Financial Report were reviewed by PHX Energy’s Audit Committee and approved by PHX Energy’s Board on November 9,
2016.
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Cautionary Statement Regarding Forward-Looking Information and Statements
This MD&A contains certain forward-looking information and statements within the meaning of applicable securities laws. The
use of "expect", "anticipate", "continue", "estimate", "objective", "ongoing", "may", "will", "project", "could", "should", "can",
"believe", "plans", "intends", "strategy" and similar expressions are intended to identify forward-looking information or statements.
The forward-looking information and statements included in this MD&A are not guarantees of future performance and should
not be unduly relied upon. These statements and information involve known and unknown risks, uncertainties and other
factors that may cause actual results or events to differ materially from those anticipated in such forward-looking statements
and information. The Corporation believes the expectations reflected in such forward-looking statements and information are
reasonable, but no assurance can be given that these expectations will prove to be correct. Such forward-looking statements
and information included in this MD&A should not be unduly relied upon. These forward-looking statements and information
speak only as of the date of this MD&A.
In particular, forward-looking information and statements contained in this MD&A include, without limitation:


Management believes in upcoming quarters demand for DataStream will outpace supply, and as a result, PHX
Energy intends to double Stream’s job capacity by early 2017.



It is anticipated that the Stream division’s losses will decrease as the revenue stream grows and positive margins
will be achieved in future quarters. The Corporation will continue to leverage existing resources to support the
expansion of this service offering to achieve greater margins.



At the end of September 2016, an additional $3.5 million of equipment is on order, $3.2 million of which is expected
to be received within the fourth quarter.



The Stream division is poised to expand operating activity without adding significant costs to its structure in future
periods.



The planned capital expenditures are expected to be financed from a combination of one or more of the following:
cash flow from operations, the Corporation’s unused credit facilities or equity, if necessary.

The above are stated under the headings: “Financial Results”, “Segmented Information” and “Capital Resources”. In addition,
statements regarding the expected impact of adopting Future Changes in Accounting Policies and all information contained
within the Financial Instruments, Business Risk and Outlook section of this report contains forward-looking statements.
In addition to other material factors, expectations and assumptions which may be identified in this MD&A and other
continuous disclosure documents of the Corporation referenced herein, assumptions have been made in respect of such
forward-looking statements and information regarding, among other things: the Corporation will continue to conduct its
operations in a manner consistent with past operations; the general continuance of current industry conditions; anticipated
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financial performance, business prospects, impact of competition, strategies, the general stability of the economic and
political environment in which the Corporation operates; exchange and interest rates; the continuance of existing (and in
certain circumstances, the implementation of proposed) tax, royalty and regulatory regimes; the sufficiency of budgeted
capital expenditures in carrying out planned activities; the availability and cost of labour and services and the adequacy of
cash flow; debt and ability to obtain financing on acceptable terms to fund its planned expenditures, which are subject to
change based on commodity prices; market conditions and future oil and natural gas prices; and potential timing delays.
Although Management considers these material factors, expectations and assumptions to be reasonable based on
information currently available to it, no assurance can be given that they will prove to be correct.
Readers are cautioned that the foregoing lists of factors are not exhaustive. Additional information on these and other factors
that could affect the Corporation's operations and financial results are included in reports on file with the Canadian Securities
Regulatory Authorities and may be accessed through the SEDAR website (www.sedar.com) or at the Corporation's website.
The forward-looking statements and information contained in this MD&A are expressly qualified by this cautionary statement.
The Corporation does not undertake any obligation to publicly update or revise any forward-looking statements or
information, whether as a result of new information, future events or otherwise, except as may be required by applicable
securities laws.

About PHX Energy Services Corp.
The Corporation, through its directional drilling subsidiary entities, provides horizontal and directional drilling technology and
services to oil and natural gas producing companies in Canada, the US, Russia and Albania. PHX Energy also provides EDR
technology and services.
PHX Energy’s Canadian directional drilling operations are conducted through Phoenix Technology Services LP. The
Corporation maintains its corporate head office, research and development, Canadian sales, service and operational centers
in Calgary, Alberta. In addition, PHX Energy has a facility in Estevan, Saskatchewan. PHX Energy’s US operations, conducted
through the Corporation’s wholly-owned subsidiary, Phoenix Technology Services USA Inc. (“Phoenix USA”), is headquartered
in Houston, Texas. Phoenix USA has sales and service facilities in Houston, Texas; Denver, Colorado; Midland, Texas;
Bellaire, Ohio; and Oklahoma City, Oklahoma. Internationally, PHX Energy has sales offices and service facilities in Russia
and Albania, and administrative offices in Nicosia, Cyprus and Luxembourg City, Luxembourg.
PHX Energy markets its EDR technology and services in Canada through its division, Stream Services, which has an office
and operations center in Calgary, Alberta. EDR technology is marketed worldwide outside Canada through its wholly-owned
subsidiary Stream Services International Inc.
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Results of Operations
Three and Nine-Month Periods Ended September 30, 2016

Revenue
(Stated in thousands of dollars)
Three-month periods ended September 30,
Revenue

Nine-month periods ended September 30,

2016

2015

% Change

2016

2015

% Change

34,964

68,227

(49)

101,772

230,642

(56)

As weak commodity prices prevailed during the third quarter of 2016, slower activity in all of the Corporation’s operating
segments persisted and the Corporation saw the lowest day rates in its history as pricing pressures continued. For the threemonth period ended September 30, the Corporation realized a 49 percent reduction in consolidated revenue from $68.2
million in 2015 to $35.0 million in 2016. US and international revenue as a percentage of total consolidated revenue were 51
and 12 percent, respectively, for the 2016-quarter as compared to 62 and 9 percent in 2015. Consolidated operating days
decreased by 27 percent from 5,387 days in the third quarter of 2015 to 3,942 days in the 2016-quarter. Average
consolidated day rates for the three-month period ended September 30, 2016, excluding the motor rental division in the US
and the Stream division, declined by 30 percent to $8,599 from $12,269 in the third quarter of 2015.
In the 2016-quarter North American rig counts remained approximately 39 percent lower than the rig count experienced in
the corresponding quarter in 2015. The Canadian industry continued to be dominated by horizontal and directional drilling
representing 96 percent of all wells drilled. In the third quarter of 2016, the average number of horizontal and directional rigs
running per day in the US decreased to 87 percent of all rigs running as compared to 93 percent in the third quarter of 2015.
(Sources: Daily Oil Bulletin and Baker Hughes)
For the nine-month period ended September 30, 2016, consolidated revenue decreased by 56 percent to $101.8 million from
$230.6 million in the comparable 2015-period. Consolidated operating days in the nine-month period ended September 30,
2016 were 10,462 which is 42 percent fewer than the 18,020 days reported in the 2015-period.
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Operating Costs and Expenses
(Stated in thousands of dollars except percentages)
Three-month periods ended September 30,
Direct costs
Gross profit (loss) as a percentage of
revenue
Depreciation & amortization
(included in direct costs)
Gross profit as percentage of revenue
excluding depreciation & amortization

Nine-month periods ended September 30,

2016

2015

% Change

2016

2015

40,642

66,641

(39)

122,906

222,198

(21%)

4%

38,867

33,829

17%

18%

(16%)

2%

11,851

14,903

18%

24%

(20)

% Change
(45)

15

Direct costs are comprised of field and shop expenses, and include depreciation and amortization on the Corporation’s
equipment. For the three and nine-month periods ended September 30, 2016, direct costs decreased to $40.6 million and
$122.9 million, respectively, from $66.6 million and $222.2 million in the comparable 2015-periods. The reduction in costs is
consistent with the lower activity levels experienced in both 2016-periods. Included in direct costs for the three and ninemonth periods ended September 30, 2016 is $0.4 million and $1.3 million of severance charges, respectively, as compared
to $1.2 million and $3.9 million in the respective 2015-periods.
The gross loss as a percentage of revenue was 16 percent in the third quarter of 2016 compared to a gross profit percentage
of 2 percent in 2015. Included in depreciation for the 2016 three-month period was depreciation of Stream assets of $0.7
million (2015 - $1.1 million). Additionally, in the 2015-quarter a charge of $4.8 million pertaining to the removal of residual
values of its drilling equipment was included in the depreciation expense. The Corporation’s lower activity levels and
decreased average day rates generally caused the profit margin to decline in the third quarter of 2016.
For the nine-month period ended September 30, 2016, the gross loss as a percentage of revenue was 21 percent compared
to a gross profit of 4 percent in the comparable 2015-period. Included in the depreciation for the 2016 nine-month period was
depreciation of Stream assets of $2.9 million (2015 – $3.4 million). The lower gross profit percentages in 2016 were primarily
due to higher depreciation and amortization expenses, reduced activity levels and decreased average day rates. The
increased depreciation and amortization expense in the nine-month period ended September 30, 2016 was mainly the result
of PHX Energy removing the residual values of its drilling equipment during a review completed in the third quarter of 2015.
Excluding depreciation and amortization, gross profit as a percentage of revenue decreased to 18 percent and 17 percent for
the three and nine-month periods ended September 30, 2016 from 24 percent and 18 percent in the comparable 2015periods. The decreased margins in both 2016-periods were primarily a result of lower activity levels and suppressed average
day rates.
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(Stated in thousands of dollars except percentages)
Three-month periods ended September 30,
Selling, general & administrative (“SG&A”) costs
Share-based payments (recoveries) (included in
SG&A costs)
SG&A costs excluding share-based payments
as a percentage of revenue

Nine-month periods ended September 30,

2016

2015

% Change

2016

2015

8,155

8,892

(8)

21,714

29,619

2,041

(398)

3,886

583

17%

14%

18%

13%

n.m.

% Change
(27)
n.m.

SG&A costs for the three-month period ended September 30, 2016 decreased to $8.2 million, 8 percent lower than the $8.9
million incurred in 2015. Included in SG&A costs for the 2016-quarters were equity and cash-settled share-based payments
of $2.0 million as compared to a $0.4 million recovery in the comparable 2015-quarter. Excluding these costs, SG&A costs
as a percentage of consolidated revenue rose to 17 percent for the three-month period ended September 30, 2016 as
compared to 14 percent in the 2015-period. In addition, included in SG&A costs for the three and nine-month periods ended
September 30, 2016 were severance costs of $46,000 (2015 - $0.1 million) and $0.4 million (2015 - $1.5 million),
respectively.
As the Corporation continued to align its cost structure with lower activity levels in all regions, SG&A costs incurred in dollar
terms were reduced in both the three and nine-month periods ended September 30, 2016 over the comparable 2015periods. These initiatives included reductions to personnel related costs and tightened policies on travel, entertainment, and
marketing related costs.
Equity-settled share-based payments relate to the amortization of the fair values of issued options of the Corporation using
the Black-Scholes model. In both the three and nine-month periods ended September 30, 2016, equity-settled share-based
payments increased by 68 percent as compared to the corresponding 2015-periods, generally due to compensation
expenses related to options that were granted in the first quarter of 2016.
Cash-settled share-based retention awards, which are included in SG&A costs, are measured at fair value, and in the 2016quarter the related compensation expense recognized by PHX Energy increased to $1.6 million as compared to a recovery of
$0.7 million in the 2015-quarter. The increase is primarily due to the re-valuation of the retention awards based on the
increase in PHX Energy’s stock price from $2.72 as at June 30, 2016 to $3.75 as at September 30, 2016.

-8-

Management’s Discussion & Analysis

(Stated in thousands of dollars)
Three-month periods ended September 30,
Research & development expense

Nine-month periods ended September 30,

2016

2015

% Change

2016

2015

% Change

582

615

(5)

1,332

1,789

(26)

The Corporation continued to closely monitor its research and development (“R&D”) expenditures in 2016. R&D expenditures
for both the three-month periods ended September 30, 2016 and 2015 were $0.6 million. During both the 2016 and 2015quarters, none of the R&D expenditures were capitalized as development costs.
For the nine-month period ended September 30, 2016, R&D expenditures incurred decreased by 26 percent to $1.3 million
from $1.8 million in the corresponding 2015-period. The reduction to these expenditures in the 2016 nine-month period
pertained mostly to the receipt of scientific research and experimental development tax credits totaling $0.3 million in the
second quarter of 2016.

(Stated in thousands of dollars)
Three-month periods ended September 30,
Finance expense

Nine-month periods ended September 30,

2016

2015

% Change

2016

2015

% Change

352

698

(50)

1,450

2,830

(49)

Finance expenses relate to interest charges on the Corporation’s long-term and short-term bank facilities. As expected,
finance charges decreased by 50 percent from $0.7 million in the third quarter of 2015 to $0.4 million in the 2016-quarter,
and by 49 percent from $2.8 million in the nine-month period ended September 30, 2015 to $1.5 million in the comparable
2016-period. The decrease in both periods was due to the lower amount of borrowings outstanding during the three and
nine-month periods ended September 30, 2016 that resulted from the significant repayments made in the 2016-periods.

(Stated in thousands of dollars)
Three-month periods ended September 30, Nine-month periods ended September 30,
2016

2015

2016

2015

Gain (Loss) on disposition of drilling equipment

(62)

(4,280)

717

(3,673)

Foreign exchange gains (losses)

(59)

638

167

807

Recovery of (Provision for) bad debts

(262)

-

(196)

(38)

Other Income (Expenses)

(383)

(3,642)

688

(2,904)

For the three-month period ended September 30, 2016, the Corporation incurred other expenses of $0.4 million which was
primarily the result of a $0.3 million increase to the provision for bad debts. These provisions relate mainly to US accounts
receivables.
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For the nine-month period ended September 30, 2016, other income is mainly comprised of gains on the disposition of
drilling equipment of $0.7 million (2015 - loss of $3.7 million). Gains typically result from insurance programs undertaken
whereby proceeds for the lost equipment are at current replacement values, which are higher than the respective
equipment's book value. Losses typically result from any asset retirements that were made before the end of the equipment's
useful life and self-insured downhole equipment losses. In the 2016-periods, the gain on disposition of drilling equipment
resulted primarily from insured lost equipment.
(Stated in thousands of dollars, except percentages)
Three-month periods ended September 30,
Provision for (Recovery of) income taxes
Effective tax rates

Nine-month periods ended September 30,

2016

2015

2016

2015

(4,471)

(7,123)

(13,499)

(10,348)

30%

23%

30%

21%

The recovery of income taxes for the three-month period ended September 30, 2016 was $4.5 million as compared to a
recovery of $7.1 million in the 2015-quarter. For the nine-month period ended September 30, 2016, the recovery of income taxes
was $13.5 million as compared to a recovery of $10.3 million in the corresponding 2015-period. The expected combined
Canadian federal and provincial tax rate for 2016 is 27 percent. For both the three and nine-month periods ended September 30,
2016, the effective tax rate was higher than the expected rates primarily due to the effect of higher tax rates in foreign
jurisdictions.
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Segmented Information:
The Corporation reports three operating segments on a geographical basis throughout the Canadian provinces of Alberta,
Saskatchewan, British Columbia, and Manitoba; throughout the Gulf Coast, Northeast and Rocky Mountain regions of the
US; and internationally, mainly in Albania and Russia.

Canada
(Stated in thousands of dollars)
Three-month periods ended September 30,

Nine-month periods ended September 30,

2016

2015

% Change

2016

2015

% Change

Revenue

12,963

19,499

(34)

34,415

69,319

(50)

Reportable segment profit (loss) before tax

(4,028)

(19,880)

(80)

(14,642)

(29,361)

(50)

For the three-month period ended September 30, 2016, Canadian revenue decreased by 34 percent to $13.0 million from
$19.5 million in the corresponding 2015-period. The cause for this decrease was mainly lower industry activity and day rates
realized in the 2016-quarter. The Canadian segment reported 1,751 operating days in the third quarter of 2016, a 16 percent
decrease from the 2,075 days in the 2015-period. In contrast, total industry horizontal and directional drilling activity as
measured by operating days, declined by 41 percent from 16,504 days in the 2015-quarter to 9,803 days in the equivalent
2016-quarter. (Source: Daily Oil Bulletin) Average day rates declined by 22 percent from $9,067 in the 2015-quarter to
$7,096 in 2016, excluding Stream revenue of $0.5 million (2015 - $0.7 million).
The Corporation gained market share as compared to the prior year’s quarter as a result of its strong client relationships and
operational performance. During the 2016-quarter, oil drilling, as measured by drilling days, represented approximately 53
percent of Canadian activity. PHX Energy was active in the Montney, Wilrich, Bakken, Shaunavon, Viking and Falher areas.
PHX Energy’s Canadian revenue for the nine-month period of 2016, decreased by 50 percent to $34.4 million from $69.3
million in the comparable 2015-period. The Corporation’s operating days decreased by 36 percent to 4,365 days in the 2016
nine-month period from 6,843 days in the 2015-period. In comparison, the number of horizontal and directional drilling days
realized in the Canadian industry for the nine-month period ended September 30, 2016 decreased by 50 percent to 25,039
days from 49,623 days in the nine-month period of 2015. (Sources: Daily Oil Bulletin)
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The Canadian operations’ reportable segment loss before tax for the third quarter of 2016 was $4.0 million as compared to a
loss of $19.9 million in the 2015-quarter. For the nine-month period ended September 30, 2016, reportable segment loss
before tax was $14.6 million as compared to a loss of $29.4 million in the 2015-period. The Canadian division’s losses in the
2015-periods contain $13.8 million in impairment losses on goodwill and intangible assets pertaining to the Stream division.
The improved profitability margins in both 2016-periods are reflective of Management’s continued efforts to align the
Corporation’s cost structure as activity and day rates decreased and the improved margins in the Stream division.
Included in the Canadian segment’s losses in the three and nine-month periods ended September 30, 2016 were Stream
division losses of $1.5 million (2015 - $15.3 million) and $5.0 million (2015 - $20.1 million), respectively. Included in the
Stream losses for both three and nine-month periods ended September 30, 2015 were $13.8 million of impairment losses
pertaining to goodwill and intangible assets. Despite incremental costs associated with the commercialization of DataStream
and wet weather causing delays in the deployment of systems, Stream’s margins improved in the current year. The Stream
division is poised to expand operating activity without adding significant costs to its structure in future periods.

United States
(Stated in thousands of dollars)
Three-month periods ended September 30,

Nine-month periods ended September 30,

2016

2015

% Change

2016

2015

Revenue

17,752

42,521

(58)

56,872

142,498

Reportable segment profit (loss) before tax

(8,042)

(1,797)

n.m.

(22,595)

(7,754)

% Change
(60)
n.m.

n.m. – not meaningful

Revenue from PHX Energy’s US operations decreased 58 percent in the third quarter of 2016 to $17.8 million from $42.5
million in the 2015-quarter as a result of significant reductions in both industry rig count and continued day rate pricing
pressures. In the third quarter, the average number of horizontal and directional rigs running per day decreased by 44
percent from 742 rigs in 2015 to 418 rigs in 2016. (Source: Baker Hughes) Activity levels in the US operating segment
decreased as operating days fell 43 percent from 2,612 days in the 2015-quarter to 1,483 days in the 2016-quarter. Day
rates in the US, excluding motor rentals, averaged $11,614 in the third quarter representing a 26 percent decrease from
$15,725 achieved in the comparable 2015-period.
Horizontal and directional drilling continued to represent a large majority of wells drilled, averaging 87 percent of the rigs
running on a daily basis in the third quarter of 2016. For the three-month period ended September 30, 2016, oil well drilling,
as measured by wells drilled and excluding the motor rental and gyro surveying divisions, increased to 91 percent of PHX
Energy’s US activity. During the third quarter of 2016, Phoenix USA remained active in the Permian, Eagle Ford,
Mississippian/Woodford, Marcellus, Niobrara, Bakken and Utica basins.
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US revenue decreased by 60 percent in the nine-month period ended September 30, 2016 to $56.9 million from $142.5
million in the comparable 2015-period. US operating days in the 2016 nine-month period decreased 52 percent to 4,321 days
from 9,042 days in the 2015-period. In comparison, US industry activity, as measured by the average number of horizontal
and directional rigs running on a daily basis, decreased by 53 percent in the nine-month period of 2016 to 424 rigs from 907
rigs in the comparable 2015-period. (Source: Baker Hughes)
Reportable segment loss before tax for the three-month period ended September 30, 2016 was $8.0 million compared to a
loss of $1.8 million in the 2015-quarter. For the nine-month period ended September 30, 2016, reportable segment loss
before tax was $22.6 million compared to a loss of $7.8 million in the comparative 2015-period. The significant decrease in
profitability experienced in both 2016-periods is reflective of the US rig count recording a thirty-year low which consequently
caused increased day rate pricing pressures.

International
(Stated in thousands of dollars, except percentages)
Three-month periods ended September 30,
Revenue
Reportable segment profit (loss) before tax
Reportable segment profit before tax
as a percentage of revenue

% Change

Nine-month periods ended September 30,

2016

2015

2016

2015

4,249

6,207

(32)

10,485

18,825

% Change
(44)

267

797

(66)

(1,466)

3,554

n.m.

6%

13%

n.m.

19%

n.m. – not meaningful

The Corporation’s international revenue decreased by 32 percent from $6.2 million in the third quarter of 2015 to $4.2 million
in 2016. International operating days in the third quarter of 2016 were comprised entirely of Russian activity and increased
slightly to 708 days from the 2015-quarter when there was 700 days generated in both Russia and Albania. The Corporation
generated 12 percent of its consolidated revenue from its international operations in the 2016-quarter, which is up from the 9
percent reported in the 2015-quarter.
For the nine-month period ended September 30, 2016, revenue decreased by 44 percent to $10.5 million from $18.8 million
in the comparable 2015-period. International operating days were down 17 percent in the nine-month period of 2016 totaling
1,776 days, as compared to the 2,135 days in the 2015-period. The decreased revenue and operating day totals for the 2016
nine-month period were the result of idle operations in Albania.
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Russian revenue in the third quarter of 2016 rose to $4.2 million, which is 24 percent greater than $3.4 million recorded in the
comparable 2015-quarter. The revenue growth was largely attributable to the 42 percent increase in activity as the division
recorded 708 operating days in the third quarter of 2016, compared to the 497 days recorded in the same quarter of 2015.
For the third consecutive quarter, the Albania division remained idle recording zero days of activity as compared to 203 days
in the 2015-quarter. During the third quarter of 2016, the Corporation was awarded a new drilling contract in Albania and
operations commenced in the fourth quarter.
Reportable segment profit from international operations for the three-month period ended September 30, 2016 was $0.3
million (6 percent of revenue), which is 66 percent lower than the $0.8 million (13 percent of revenue) generated in the
corresponding 2015-period. Reportable segment loss for the nine-month period ended September 30, 2016 was $1.5 million
as compared to a profit of $3.6 million (19 percent of revenue) in the 2015-period. The decrease in the international
operations’ profitability in both 2016-periods was a result of the idle operations in Albania.

Summary of Quarterly Results
(Stated in thousands of dollars except per share amounts)
Sept-16

Jun-16

Mar-16

Dec-15

Sept-15

Jun-15

Mar-15

Dec-14

Revenue

34,964

26,359

40,449

56,138

68,227

58,487

103,928

152,881

Net earnings (loss)

(10,679)

(13,360)

(7,404)

(3,782)

(24,515)

(8,294)

(5,898)

16,220

Earnings (Loss) per share – basic

(0.21)

(0.32)

(0.18)

(0.09)

(0.59)

(0.23)

(0.17)

0.46

Earnings (Loss) per share – diluted

(0.21)

(0.32)

(0.18)

(0.09)

(0.59)

(0.23)

(0.17)

0.46

(232)

(2,018)

4,115

9,662

4,229

2,230

7,509

28,695

(1,894)

(3,192)

3,584

9,529

677

340

3,300

28,543

Adjusted EBITDA
Funds from operations

Activity levels in western Canada vary considerably due to seasonal weather patterns. The ability to move heavy equipment
in the Canadian oil and natural gas fields is dependent on weather conditions. As warm weather returns in the spring, the
winter’s frost comes out of the ground rendering many secondary roads incapable of supporting the weight of heavy
equipment until they have thoroughly dried out. The duration of this “spring break-up” has a direct impact on the
Corporation’s activity levels. As a result, late March through May is traditionally the Corporation’s slowest time, as such, the
operating results of the Corporation vary on a quarterly basis. The Corporation’s activity levels in the US and international
regions are not impacted at the same level during this Canadian spring break-up period.
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Liquidity
(Stated in thousands of dollars)
Three-month periods ended September 30,
Funds from (used in) operations

Nine-month periods ended September 30,

2016

2015

2016

2015

(1,894)

677

(1,502)

4,317

Sept. 30, ‘16

Dec. 31, ‘15

38,322

61,041

Working capital

For the three and nine-month periods ended September 30, 2016, funds used in operations were $1.9 million and $1.5
million, respectively, as compared to funds from operations of $0.7 million and $4.3 million in the comparable 2015-periods.
For both 2016-periods, the decrease in funds from operations represented the lower activity levels that resulted from the
deterioration of industry from 2015.
As at September 30, 2016, the Corporation had working capital of $38.3 million, which represents a decrease of $22.7 million
from the $61.0 million reported at December 31, 2015. The reduction in working capital was generally due to the lower level
of trade receivables at September 30, 2016, which was mainly a result of decreased revenues realized in the third quarter of
2016.

Investing Activities
Net cash used in investing activities for the three-month period ended September 30, 2016 was $2.0 million as compared to
$8.1 million in 2015. During the third quarter of 2016, the Corporation acquired $2.4 million of drilling and other equipment
(2015 - $2.3 million) and received proceeds of $0.4 million from the disposition of drilling equipment, primarily related to
involuntary disposal of drilling equipment in well bores (2015 - $0.7 million). The quarterly 2016 expenditures included:


$1.7 million in measurement while drilling (“MWD”) systems and spare components;



$0.5 million in electronic drilling recorder equipment;



$0.2 million in machinery and equipment and leasehold improvements.

The capital expenditure program undertaken in the period was financed generally from working capital.
During the 2016-quarter, the Corporation spent $1.3 million on intangible assets related to committed license payments.
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The change in non-cash working capital balances of $1.2 million (source of cash) for the three-month period ended
September 30, 2016, relates to the net change in the Corporation’s trade payables that are associated with the acquisition of
capital assets. This compares to $0.7 million (use of cash) for the three-month period ended September 30, 2015.

Financing Activities
The Corporation reported cash flows from financing activities of $2.5 million in the three-month period ended September 30,
2016 as compared to cash flows used in financing activities of $3.2 million in the comparable 2015-period. The Corporation
drew net proceeds of $2.5 million on its operating and syndicated facilities during the third quarter of 2016.

Capital Resources
As of September 30, 2016, the Corporation had $20.0 million drawn on its syndicated facility, $8.9 million drawn on its
operating facility, and nil drawn on its US operating facility. At September 30, 2016, the Corporation had approximately
CDN$56.1 million and US$2.5 million available to be drawn from its credit facilities.
As at September 30, 2016, the Corporation was in compliance with all its financial covenants.
Subsequent to September 30, 2016, the Corporation amended its credit agreement with its syndicate of lenders. The key
amendments included:


The Corporation further reduced the maximum principal amounts available under the Syndicated Credit
Facility from CDN$70.0 million to CDN$48.0 million, the Operating Facility from CDN$15.0 million to
CDN$10.0 million and the US Operating Facility from US$2.5 million to US$1.5 million. The purpose of the
decrease was to reduce the standby fees charged on unused balances under the credit facilities.



The debt to covenant EBITDA ratio and interest coverage ratio will be waived from the quarter ending
December 31, 2016 to the quarter ending June 30, 2017, inclusive.
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During those quarters where the debt to covenant EBITDA ratio and interest coverage ratio are waived, the
Corporation will be subject to a minimum liquidity test in which the Corporation’s cash on hand plus cash
available under its Credit Facilities must exceed CDN$10.0 million.



For the periods ending December 31, 2016 and thereafter, the following covenant EBITDA formulae and
financial covenants will come in to effect:

Quarter Ending
Dec. 31, 2016

Covenant EBITDA Formula
Covenant EBITDA for the trailing twelve-month period

Debt to
Covenant
EBITDA Ratio
Waived

Mar. 31, 2017

Covenant EBITDA for the trailing twelve-month period

Waived

Waived

June 30, 2017

Covenant EBITDA for the trailing twelve-month period

Waived

Waived

Sept. 30, 2017

Covenant EBITDA for the three-month period ending
September 30, 2017 multiplied by 4

< 4.0x

> 3.0x

Dec. 31, 2017

Covenant EBITDA for the six-month period ending
December 31, 2017 multiplied by 2

< 4.0x

> 3.0x

Mar. 31, 2018

Covenant EBITDA for the nine-month period ending
March 31, 2018 multiplied by 4 and divided by 3

< 3.5x

> 3.0x

June 30, 2018

Covenant EBITDA for the trailing twelve-month period
ending June 30, 2018

< 3.5x

> 3.0x

Quarters ending
thereafter

Covenant EBITDA for the trailing twelve-month period

< 3.0x

> 3.0x



Interest
Coverage
Ratio
Waived

An additional negative covenant which caps the Corporation’s net capital expenditures and intangible
costs in aggregate of $42.8 million from fiscal years 2016 to 2018.



Until September 30, 2017, the applicable pricing on borrowings shall be fixed, at the Corporation’s
option, at the bank’s prime plus a margin of 3.5 percent for base loans, or the banker’s acceptance rate
plus a margin of 4.5 percent.
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Cash Requirements for Capital Expenditures
Historically, the Corporation has financed its capital expenditures and acquisitions through cash flows from operating
activities, debt and equity. The Corporation’s 2016 capital budget remains at $8.1 million and will be used mainly to fund the
continued expansion of the Corporation’s DataStream EDR and Velocity Real-Time System (“Velocity”) fleets. These
planned expenditures are expected to be financed from a combination of one or more of the following: cash flow from
operations, the Corporation’s unused credit facilities or equity, if necessary. However, if a sustained period of market
uncertainty and financial market volatility persists in 2016, the Corporation's activity levels, cash flows and access to credit
may be negatively impacted, and the expenditure level would be reduced accordingly. Conversely, if future growth
opportunities present themselves, the Corporation would look at expanding this planned capital expenditure amount.

Contractual Obligations
The following table reflects the Corporation’s anticipated payment of contractual obligations related to continuing operations
as at September 30, 2016.
(Stated in thousands of dollars)

Operating facility

2016

2017

2018

2019

2020

8,869
-

-

-

-

-

-

20,000

-

-

3,185

270

-

-

-

Loans and borrowings
Drilling and other equipment
Operating leases

7,184

6,802

6,638

6,297

6,002

Trade and other payables

24,085

-

-

-

-

Total

43,323

7,072

26,638

6,297

6,002

Off-Balance Sheet Arrangements
The Corporation had no off-balance sheet arrangements as at September 30, 2016 and 2015, other than operating leases.
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Proposed Transactions
The Corporation reviews and evaluates any material business acquisitions or capital asset divestitures in the normal course
of its operations.

Critical Accounting Estimates
The consolidated interim financial statements have been prepared in accordance with IAS 34 Interim Financial Reporting.
The Corporation’s significant accounting policies are described in its annual audited consolidated financial statements for the
year ended December 31, 2015. Management, in preparing these financial statements, is required to make estimates and
judgments that affect the reported amounts of assets, liabilities, revenue and expenses. These estimates and judgments are
based upon assumptions that are considered reasonable under the circumstances. Actual results could differ from such
estimates and judgments by a material amount. The significant judgments made by Management in applying the
Corporation’s accounting policies and the key sources of estimation uncertainty have not changed significantly since
December 31, 2015.

Changes in Accounting Policies
The condensed consolidated interim financial statements have been prepared utilizing the same accounting policies and
methods as the consolidated financial statements of the Corporation for the year ended December 31, 2015.

Business Risk Factors
The business risk factors applicable to the Corporation have not materially changed since December 31, 2015. Refer to the
“Business Risk Factors” section of the MD&A in the PHX Energy’s 2015 annual report.
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Corporate Governance
This MD&A has been prepared by the Management of PHX Energy and it has been reviewed and approved by the Audit
Committee and the Board of Directors of the Corporation. Additional information relating to the Corporation’s Corporate
Governance can be found in the Corporation’s Annual Information Form and Information Circular in respect of its annual
meeting of shareholders, each of which are annually filed on SEDAR at www.sedar.com.

Disclosure Controls and Procedures
The Corporation’s Chief Executive Officer and Chief Financial Officer have designed, or caused to be designed under their
supervision, disclosure controls and procedures to provide reasonable assurance that: (i) material information relating to the
Corporation is made known to the Corporation’s Chief Executive Officer and Chief Financial Officer by others, particularly
during the period in which the interim filings are being prepared; and (ii) information required to be disclosed by the
Corporation in its annual filings, interim filings or other reports filed or submitted by it under securities legislation is recorded,
processed, summarized and reported within the time period specified in securities legislation.
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Internal Controls Over Financial Reporting
The Corporation's Chief Executive Officer and Chief Financial Officer have designed, or caused to be designed under their
supervision, internal controls over financial reporting related to the Corporation, including its consolidated subsidiaries to
provide reasonable assurance regarding the reliability of the Corporation’s financial reporting and preparation of financial
statements together with other financial information for external purposes in accordance with IFRS.
The Corporation is required to disclose herein any change in the Corporation’s internal controls over financial reporting that
occurred during the period beginning on July 1, 2016 and ending on September 30, 2016 that has materially affected, or is
reasonably likely to materially affect, the Corporation’s internal controls over financial reporting. No material changes in the
Corporation’s internal controls over financial reporting were identified during such period that has materially affected, or are
reasonably likely to materially affect, the Corporation’s internal controls over financial reporting.
It should be noted that a control system, including the Corporation’s disclosure and internal controls and procedures, no
matter how well conceived, can provide only reasonable, but not absolute, assurance that the objectives of the control
system will be met and it should not be expected that the disclosure and internal controls and procedures will prevent all
errors or fraud.

Outstanding Corporation Share Data
(In thousands of shares)

As at November 9, 2016

Common shares outstanding

50,810,721

Dilutive securities:
Options

3,690,973

Corporation shares – diluted

54,501,694
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Outlook
The combination of lower activity and increased day rate pressures in a down turn market have continued to impact the
Corporation’s financial results for the third quarter of 2016. Activity levels and profitability decreased compared to the prior
year’s quarter. Despite the challenges faced, PHX Energy continued to push forward key strategic objectives focused on
improving margins and gaining market share, and believes these initiatives will be beneficial as the industry rig counts are
heading in a positive direction. Today, all of the Corporation’s operating regions and divisions are experiencing an uptick in
activity levels.
North American drilling activity appears to have bottomed earlier this year and the industry is now seeing a steady increase
in active rigs, particularly in the US. Currently there are approximately 570 active rigs operating in the US market, this
compares to a low in the second quarter of approximately 400 rigs. Sixty percent of these additional rigs were deployed in
the Permian Basin in west Texas and eastern New Mexico, and PHX Energy is diligently focused on capturing market share
in this growing market.
In the third quarter, the Canadian rig count began to recover from the lowest levels of activity seen in several decades.
Currently the rig count is approximately 150 rigs, a sharp contrast from the 40 rigs operating during the spring break-up
period. Unfortunately, the recovery was slower than anticipated due to unusually wet weather during the third quarter and at
the start of the fourth quarter, particularly in the Saskatchewan and eastern Alberta regions. The Corporation experienced
delays in drilling projects during the first part of the fourth quarter both in its directional drilling and Stream EDR divisions as a
result of operators not being able to move heavy equipment.
Internationally, PHX Energy’s Russian operations experienced growth in the third quarter of 2016. PHX Energy is cautiously
optimistic about the growth of its international division. It believes activity in Russia will continue to increase in upcoming
quarters as the Corporation expands its footprint. In Albania, PHX Energy was awarded a new drilling contract which began
in the fourth quarter and further growth is projected into 2017.
One of the technologies that is creating competitive advantages for PHX Energy is its Velocity Real-Time System. Operators
are recognizing the benefits of the advanced measurements and faster, more reliable transmission Velocity offers. To meet
demands for the system, the Corporation will double its Velocity job capacity to 35 jobs per day by the middle of the fourth
quarter. Velocity has been particularly successful in gaining market share in the Permian Basin and PHX Energy will
leverage the larger fleet to capture additional rigs in this, the most active basin in North America.
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The Corporation announced the commercialization of Stream’s new EDR product line during the third quarter. The launch of
this product line will allow the Corporation to successfully diversify its business with a competitive service offering in an
attractive sector of the market with very few competitors and historically attractive margins. Stream has been quick to gain
market acceptance since the commercialization announcement in early September and the Corporation intends to double
Stream’s 15 job capacity during the course of the fourth quarter. PHX Energy anticipates that this increased capacity will
reduce the losses that have been incurred in the past quarters and sees the division achieving profits in the future quarters.
Stream has been entirely focused on one geographical area in western Canada, and the Corporation anticipates expanding
into new areas in the upcoming year.
Industry conditions are improving and PHX Energy has some exciting products that will fuel future growth although
challenges remain. The Corporation needs to see a prolonged period of increased rig counts in all operating regions in order
to see some much needed pricing improvements and ultimately higher margins. PHX Energy remains focused on its core
strategic goals of providing differentiating technology, operating a lean, efficient company and seeking additional
opportunities in higher margin segments of the drilling industry.
Michael Buker
President
November 9, 2016
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Non-GAAP Measures
1) Adjusted EBITDA
Adjusted EBITDA, defined as earnings before finance expense, income taxes, depreciation and amortization, impairment
losses on goodwill and intangible assets, provisions for the settlement of litigations, equity and cash-settled share-based
payments, severance costs and other non-cash charges, is not a financial measure that is recognized under GAAP.
However, Management believes that adjusted EBITDA provides supplemental information to net earnings that is useful in
evaluating the results of the Corporation’s principal business activities before considering other non-recurring charges, how it
was financed and how it was taxed in various countries. Investors should be cautioned, however, that adjusted EBITDA
should not be construed as an alternative measure to net earnings determined in accordance with GAAP. PHX Energy’s
method of calculating adjusted EBITDA may differ from that of other organizations and, accordingly, its adjusted EBITDA
may not be comparable to that of other companies.
The following is a reconciliation of net earnings to adjusted EBITDA:
(Stated in thousands of dollars)
Three-month periods ended September 30,

Nine-month periods ended September 30,

2016

2015

2016

2015

(10,679)

(24,515)

(31,442)

(38,707)

Depreciation and amortization

11,851

14,903

38,867

33,830

Provision for (Recovery of) income taxes

(4,471)

(7,123)

(13,499)

(10,348)

Finance expense
Impairment losses on goodwill and
intangible assets
Provision for settlement of litigations

352

698

1,450

2,830

-

13,823

-

13,823

-

5,555

Share-based payments (recoveries)

2,041

Net loss
Add:

(398)

-

6,533

3,886

583

Severance costs

374

1,286

1,703

5,527

Other non-cash charges

300

-

900

-

4,229

1,865

13,968

Adjusted EBITDA as reported

(232)

Adjusted EBITDA per share - diluted is calculated using the treasury stock method whereby deemed proceeds on the
exercise of the share options are used to reacquire common shares at an average share price. The calculation of adjusted
EBITDA per share on a dilutive basis does not include anti-dilutive options.
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2) Funds from Operations
Funds from operations is defined as cash flows generated from operating activities before changes in non-cash working
capital, interest paid, and income taxes paid. This is not a measure recognized under GAAP. Management uses funds from
operations as an indication of the Corporation’s ability to generate funds from its operations before considering changes in
working capital balances and interest and taxes paid. Investors should be cautioned, however, that this financial measure
should not be construed as an alternative measure to cash flows from operating activities determined in accordance with
GAAP. PHX Energy’s method of calculating funds from operations may differ from that of other organizations and,
accordingly, it may not be comparable to that of other companies.
The following is a reconciliation of cash flows from operating activities to funds from operations:
(Stated in thousands of dollars)
Three-month periods ended September 30,
Cash flows from operating activities

Nine-month periods ended September 30,

2016

2015

2016

2015

(100)

10,780

4,732

42,950

(2,038)

(9,994)

(3,261)

(42,750)

221

575

982

2,339

(684)

(3,955)

1,778

677

(1,502)

4,317

Add (deduct):
Changes in non-cash working capital
Interest paid
Income taxes received
Funds from operations

23
(1,894)

Funds from operations per share - diluted is calculated using the treasury stock method whereby deemed proceeds on the
exercise of the share options are used to reacquire common shares at an average share price. The calculation of funds from
operations per share on a dilutive basis does not include anti-dilutive options.
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3) Debt to covenant EBITDA Ratio
Debt is represented by loans and borrowings. Covenant EBITDA, for purposes of the calculation of this covenant ratio, is
represented by net earnings for a rolling four quarter period, adjusted for finance expense, provision for income taxes,
depreciation and amortization, equity-settled share-based payments, unrealized foreign exchange losses, impairment losses
on goodwill and intangible assets, loss on disposition of drilling equipment, severance costs, provision for inventory
obsolescence and provision for the settlement of litigations, subject to the restrictions provided in the amended credit
agreement.
The debt to covenant EBITDA ratio is waived from the quarter ending December 31, 2016 to the quarter ending June 30,
2017, inclusive.

Definitions
When the Corporation refers to operating days throughout this document, it is referring to the billable days on which PHX Energy
is providing services to the client at the rig site. Average operating day rate is calculated by dividing revenue by the number of
operating days. Average consolidated day rate is calculated by dividing consolidated revenue by the consolidated number of
operating days.
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Condensed Consolidated Statements of Financial Position
(unaudited)
September 30, 2016

December 31, 2015

ASSETS
Current assets:
Cash and cash equivalents

$

Trade and other receivables
Inventories

2,591,005
32,408,696

$

27,094,617
2,823,145

Prepaid expenses
Current tax assets

9,007,808
44,694,812
30,261,260

6,359,319

2,869,018
4,996,279

71,276,782

91,829,177

128,648,109
8,876,351

166,113,852
8,876,351

Intangible assets (Note 7)
Deferred tax assets

25,298,568
10,038,267

25,025,202
1,581,847

Total non-current assets

172,861,295

201,597,252

Total current assets
Non-current assets:
Drilling and other equipment (Note 6)
Goodwill

Total assets

$

244,138,077

$

293,426,429

8,869,361

$

-

LIABILITIES AND SHAREHOLDERS' EQUITY
Current liabilities:
Operating facility (Note 8)

$

Trade and other payables
Dividends payable (Note 9b)

24,085,293
-

30,373,003
415,670

Total current liabilities

32,954,654

30,788,673
60,000,000

Deferred income

20,000,000
1,600,004

Total non-current liabilities

21,600,004

61,700,003

Equity:
Share capital (Note 9a)

237,240,665

213,604,045

Contributed surplus
Retained earnings

6,756,288
(67,835,962)

5,390,124
(36,393,629)

Accumulated other comprehensive income

13,422,428

18,337,213

189,583,419

200,937,753

Non-current liabilities:
Loans and borrowings (Note 8)

Total equity
Total liabilities and equity

$

See accompanying notes to unaudited condensed consolidated interim financial statements.
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Condensed Consolidated Statements of Comprehensive Income
(unaudited)
Three-month periods ended September 30,

Nine-month periods ended September 30,

Direct costs

2016
34,964,130
40,642,117

66,640,879

122,905,878

Gross profit (loss)

(5,677,987)

1,586,463

(21,133,851)

8,443,545

Expenses:
Selling, general and administrative
expenses
Provision for the settlement of litigations
Research and development expenses

8,155,063
581,893

8,891,741
5,555,453
614,745

21,713,636
1,331,867

29,619,318
6,533,426
1,789,359

351,525

697,513

1,450,339

2,829,747

383,116

13,823,514
3,642,073

9,471,597

33,225,039

23,807,861

57,499,223

(15,149,584)

(31,638,576)

(44,941,712)

(49,055,678)

(19,295)

(2,541,157)

(5,303,499)

(1,562,740)

(4,451,466)

(4,581,993)

(8,195,880)

(8,785,661)

Revenue

$

Finance expense
Impairment losses on goodwill and
intangible assets
Other expenses (income) (Note 10)

Loss before income taxes
Provision for (Recovery of) income taxes
Current
Deferred
Net loss

2015
$

68,227,342

2016
$

101,772,027

2015
$

230,641,748
222,198,203

(687,981)

13,823,514
2,903,859

(4,470,761)

(7,123,150)

(13,499,379)

(10,348,401)

(10,678,823)

(24,515,426)

(31,442,333)

(38,707,277)

1,936,330

5,767,432

(4,914,785)

15,462,299

Other comprehensive income (loss)
Foreign currency translation
Total comprehensive loss for the period
Loss per share – basic

$
$

(8,742,493)
(0.21)

$
$

(18,747,994)
(0.59)

$
$

(36,357,118)
(0.70)

$
$

(23,244,978)
(1.03)

Loss per share – diluted

$

(0.21)

$

(0.59)

$

(0.70)

$

(1.03)

See accompanying notes to unaudited condensed consolidated interim financial statements.
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Condensed Consolidated Statements of Changes in Equity
(unaudited)

Nine-month period ended
September 30, 2016

Share Capital

Accumulated Other
Comprehensive
Income

Contributed
Surplus

Number

Amount ($)

41,567,023

213,604,045

9,138,699

23,625,770

-

-

-

23,625,770

-

-

1,377,014

-

-

1,377,014

Fair value of options
exercised

-

10,850

-

-

-

Net loss

-

-

-

-

(31,442,333)

(31,442,333)

Foreign currency translation

-

-

-

-

(4,914,785)

Balance, September 30, 2016

50,705,722

237,240,665

6,756,288

13,422,428

(67,835,962)

189,583,419

Contributed Surplus

Accumulated Other
Comprehensive
Income

Retained Earnings

Total Equity

Balance, December 31, 2015
Issuance of share capital
(Note 9a)
Share-based payments

Nine-month period ended
September 30, 2015
Balance, December 31, 2014

Issuance of share capital

$

5,390,124

$

(10,850)

35,237,839

Amount ($)
$

178,650,340

$

4,513,265

$

(4,914,785)

Share Capital
Number

18,337,213

Retained Earnings

$

(64,479)

$

Total Equity

(36,393,629)

$

16,861,918

$

200,937,753

199,961,044

6,327,888

34,902,672

-

-

-

34,902,672

Share-based payments

-

-

818,514

-

-

818,514

Net loss

-

-

-

-

(38,707,277)

Foreign currency translation

-

-

-

15,462,299

-

Dividends

-

-

-

-

(10,351,050)

Balance, September 30, 2015

41,565,727

$

213,553,012

$

5,331,779

$

15,397,820

See accompanying notes to unaudited condensed consolidated interim financial statements.
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$

(32,196,409)

(38,707,277)

15,462,299

(10,351,050)

$

202,086,202
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Condensed Consolidated Statements of Cash Flows
(unaudited)
Three-month periods ended September 30,
2016
Cash flows from operating activities:
Net loss
Adjustments for:
Depreciation and amortization
Provision for (Recovery of) income taxes
Unrealized foreign exchange loss (gain)
Loss (Gain) on disposition of drilling equipment
Impairment loss on goodwill and intangible assets
Equity-settled share-based payments
Finance expense
Amortization of deferred income
Provision for bad debts
Other non-cash charges
Change in non-cash working capital
Cash generated from operating activities

$

Interest paid
Income taxes received (paid)
Net cash from (used in) operating activities
Cash flows from investing activities:
Proceeds on disposition of drilling equipment
Acquisition of drilling and other equipment
Acquisition of intangible assets
Change in non-cash working capital
Net cash used in investing activities
Cash flows from financing activities:
Proceeds from (Payments for) issuance of
share capital (net)
Dividends paid to shareholders
Proceeds from (Repayment of) loans
and borrowings
Payments under finance leases
Proceeds from (Repayment of) operating facility
Net cash from (used in) financing activities
Net increase (decrease) in cash
and cash equivalents
Cash and cash equivalents, end of period

2015

(10,678,823) $

(24,515,426)

11,851,226
(4,470,761)
(17,662)
61,872
479,780
351,525
(33,333)
261,970
300,000
2,038,048
143,842

14,902,807
(7,123,150)
(661,676)
4,279,862
13,823,514
285,279
697,513
(33,333)
(977,973)
9,994,349
10,671,766

38,866,653
(13,499,379)
1,467,103
(717,121)
1,377,014
1,450,339
(99,999)
196,278
899,899
3,261,005
1,759,459

33,829,413
(10,348,401)
(1,540,156)
3,672,988
13,823,514
818,514
2,829,747
(99,999)
38,407
42,750,091
47,066,841

(221,159)
(22,868)
(100,185)

(575,969)
684,449
10,780,246

(981,588)
3,954,506
4,732,377

(2,339,511)
(1,777,689)
42,949,641

359,365
(2,364,577)
(1,255,709)
1,235,277
(2,025,644)

653,040
(2,338,258)
(5,676,534)
(723,817)
(8,085,569)

3,214,891
(5,256,107)
(2,188,061)
1,401,157
(2,828,120)

3,322,993
(17,155,565)
(7,862,039)
(3,459,060)
(25,153,671)

(34,018)
(2,181,391)

23,243,889
(415,670)

34,311,343
(12,680,532)

3,000,000
(5,478)
(4,001,344)
(3,222,231)

(40,018,640)
8,869,361
(8,321,060)

(34,280,800)
(92,858)
(5,200,246)
(17,943,093)

(527,554)

(6,416,803)

(147,123)

376,240
2,214,765
2,591,005

3,398,876
$

2,871,322

See accompanying notes to unaudited condensed consolidated interim financial statements.
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$

2015
(38,707,277)

(2,095,010)
4,574,849
2,502,069

$

2016
(31,442,333) $

22,230
-

Cash and cash equivalents, beginning of period

Nine-month periods ended September 30,

9,007,808
$

2,591,005

3,018,445
$

2,871,322

Condensed Consolidated Financial Statements & Notes

Notes to the Condensed Consolidated Financial Statements
For the three and nine-month periods ended September 30, 2016 and 2015
In Canadian dollars (unaudited)

1. Reporting Entity:
PHX Energy is a publicly-traded Corporation listed on the Toronto Stock Exchange under the symbol “PHX”.
The Corporation, through its subsidiaries, provides horizontal and directional drilling services, as well as web-based
remote electronic drilling recorder (“EDR”) technology and services, to oil and natural gas exploration and development
companies in Canada, United States, Albania, and Russia. The Corporation also develops and manufactures
technologies that are made available for internal operational use.
The condensed consolidated interim financial statements include the accounts of the Corporation and its wholly owned
subsidiaries.

2. Basis of Preparation:
a) Statement of Compliance
These condensed consolidated interim financial statements have been prepared in accordance with IAS 34 Interim
Financial Reporting. The condensed consolidated interim financial statements do not include all of the information
required for full annual financial statements and should be read in conjunction with the consolidated financial
statements of the Corporation as at and for the year ended December 31, 2015.
These condensed consolidated interim financial statements were authorized by the Board of Directors on
November 9, 2016.
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b) Basis of Measurement
The condensed consolidated interim financial statements have been prepared on a going concern basis and use
the historical cost basis except for liabilities for cash-settled share-based payment arrangements which are
measured at fair value and included in trade and other payables in the statement of financial position.

c) Functional and Presentation Currency
These condensed consolidated interim financial statements are presented in Canadian dollars, which is the
Corporation’s functional currency.

d) Use of Estimates and Judgments
The preparation of the condensed consolidated interim financial statements in conformity with International
Financial Reporting Standards (“IFRS”) requires Management to make judgments, estimates and assumptions that
affect the application of accounting policies and the reported amounts of assets, liabilities, income and expenses.
Actual results may differ from these estimates.
In preparing these condensed consolidated interim financial statements, the significant judgments made by
Management in applying the Corporation’s accounting policies and the key sources of estimation uncertainty have
not changed significantly since December 31, 2015.

3. Significant Accounting Policies:
These condensed consolidated interim financial statements have been prepared utilizing the same accounting policies
and methods as the consolidated financial statements of the Corporation for the year ended December 31, 2015.

4. Operating Segments:
The Corporation provides horizontal and directional drilling services as well as EDR services to the oil and natural gas
exploration and development companies. PHX Energy’s reportable segments have been aligned geographically as
follows:
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Information about reportable segments
(Stated in thousands of dollars)
Three-month periods ended September 30,
Revenue
Reportable segment profit (loss) before
income taxes

2016

Canada
2015

12,963

19,499

United States
2016
2015

(4,028) (19,880)

International
2016
2015

2016

Total
2015

34,964

68,227

17,752

42,521

4,249

6,207

(8,042)

(1,797)

267

797

(11,803)

(20,880)

International
2016
2015

2016

Total
2015

101,772

230,642

(Stated in thousands of dollars)
Nine-month periods ended September 30,
Revenue
Reportable segment profit (loss) before
income taxes

2016

Canada
2015

34,415

69,319

United States
2016
2015

(14,642) (29,361)

56,872

142,498

10,485

18,825

(22,595)

(7,754)

(1,466)

3,554

(38,703) (33,561)

International

Total

(Stated in thousands of dollars)
Canada
As at September 30,
Drilling and other equipment

United States

2016

2015

2016

2015

2016

2015

2016

2015

104,785

149,307

11,253

14,361

12,610

15,455

128,648

179,123

8,876

8,876

-

-

-

-

8,876

8,876

Goodwill

Reconciliation of reportable segment profit and other material items
(Stated in thousands of dollars)
Three-month periods ended
September 30,
2016
Reportable segment loss before
income taxes
Corporate:
Selling, general and administrative expenses

(11,803)

2015
(20,880)

Nine-month periods ended
September 30,
2016
(38,703)

2015
(33,561)

2,030

249

4,145

1,439

-

5,555

-

6,533

Research and development expenses

582

615

1,332

1,789

Finance expense

352

698

1,450

2,830

Other income

383

3,642

(688)

Provision for settlement of litigations

Loss before income taxes

(15,150)
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(44,942)

2,904
(49,056)
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5. Seasonality of Operations:
A significant portion of the Corporation’s operations are carried out in western Canada. The ability to move heavy
equipment in the Canadian oil and natural gas fields is dependent on weather conditions. As warm weather returns in
the spring, the winter’s frost comes out of the ground rendering many secondary roads incapable of supporting the
weight of heavy equipment until they have thoroughly dried out. The duration of this “spring break-up” has a direct
impact on the Corporation’s activity levels. In addition, many exploration and production areas in northern Canada are
accessible only in winter months when the ground is frozen enough to support equipment. The timing of freeze-up and
spring break-up affects the ability to move equipment in and out of these areas. As a result, late March through May is
traditionally the Corporation’s least active time, and as such the operating results of the Corporation will vary on a
quarterly basis.

6. Drilling and Other Equipment:
a) Acquisitions and Disposals
During the nine-month period ended September 30, 2016, the Corporation acquired assets with a cost of $5.3
million (2015 - $17.2 million).
Assets with a carrying amount of $2.5 million (2015 - $7.0 million) were disposed of as a result of tools lost down
hole and scrapped assets, resulting in a net gain on disposition of $0.7 million (2015 - loss of $3.7 million), which is
included in other expenses in the condensed consolidated statement of comprehensive income.

b) Capital Commitments
As at September 30, 2016, the Corporation has commitments to purchase drilling and other equipment for $3.5
million; delivery is expected to occur before March 31, 2017.
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7. Intangible Assets:
During the nine-month period ended September 30, 2016, the Corporation acquired intangible assets with a total cost of
$2.2 million (2015 - $7.9 million), $1.8 million of which related to a license agreement and the remainder related mostly
to development costs.
As at September 30, 2016, the contingent liabilities arising from the agreements are as follows:
(Stated in thousands of dollars)

License
Development Costs
Total

2016

2017

Total

640

2,900

3,540

-

1,025

1,025

640

3,925

4,565

8. Loans and Borrowings:
(Stated in thousands of dollars)
Currency

Amount of
Facility

Date of Maturity

Carrying Amount at
Currency September 30, 2016

Currency

Carrying Amount at
December 31, 2015

Operating Facility

CAD

15,000

Due on demand

CAD

Syndicated Facility

8,869

CAD

-

CAD

70,000

December 12, 2018

US Operating Facility

USD

2,500

December 12, 2018

CAD

20,000

CAD

60,000

USD

-

USD

-

On March 14, 2016, the Corporation reduced the maximum principal amount available under the Syndicated Credit
Facility from CDN$90 million to CDN$70 million. The purpose of the decrease was to reduce the standby fees charged
on unused balances under the credit facilities.
Under the syndicated loan agreement, the Corporation is required to maintain certain financial covenants. As at
September 30, 2016 the Corporation was in compliance with all its financial covenants as follows:
Ratio

Covenant

As at September 30, 2016

Debt to EBITDA

< or = 5.00:1.00

2.96

Interest coverage ratio

> or = 3.00:1.00

4.66

- 35 -

PHX Energy Services Corp. | Q3 2016 Interim Report

Subsequent to September 30, 2016, the Corporation amended its credit agreement with its syndicate of lenders. The key
amendments included:


The Corporation further reduced the maximum principal amounts available under the Syndicated Credit
Facility from CDN$70.0 million to CDN$48.0 million, the Operating Facility from CDN$15.0 million to
CDN$10.0 million and the US Operating Facility from US$2.5 million to US$1.5 million. The purpose of the
decrease was to reduce the standby fees charged on unused balances under the credit facilities.



The debt to covenant EBITDA ratio and interest coverage ratio will be waived from the quarter ending
December 31, 2016 to the quarter ending June 30, 2017, inclusive.



During those quarters where the debt to covenant EBITDA ratio and interest coverage ratio are waived, the
Corporation will be subject to a minimum liquidity test in which the Corporation’s cash on hand plus cash
available under its Credit Facilities must exceed CDN$10.0 million.



For the periods ending December 31, 2016 and thereafter, the following covenant EBITDA formulae and
financial covenants will come in to effect:

Quarter Ending
Dec. 31, 2016

Covenant EBITDA Formula
Covenant EBITDA for the trailing twelve-month period

Debt to
Covenant
EBITDA Ratio
Waived

Mar. 31, 2017

Covenant EBITDA for the trailing twelve-month period

Waived

Waived

June 30, 2017

Covenant EBITDA for the trailing twelve-month period

Waived

Waived

Sept. 30, 2017

Covenant EBITDA for the three-month period ending
September 30, 2017 multiplied by 4

< 4.0x

> 3.0x

Dec. 31, 2017

Covenant EBITDA for the six-month period ending
December 31, 2017 multiplied by 2

< 4.0x

> 3.0x

Mar. 31, 2018

Covenant EBITDA for the nine-month period ending
March 31, 2018 multiplied by 4 and divided by 3

< 3.5x

> 3.0x

June 30, 2018

Covenant EBITDA for the trailing twelve-month period
ending June 30, 2018

< 3.5x

> 3.0x

Quarters ending
thereafter

Covenant EBITDA for the trailing twelve-month period

< 3.0x

> 3.0x



Interest
Coverage
Ratio
Waived

An additional negative covenant which caps the Corporation’s net capital expenditures and intangible
costs in aggregate of $42.8 million from fiscal years 2016 to 2018.



Until September 30, 2017, the applicable pricing on borrowings shall be fixed, at the Corporation’s
option, at the bank’s prime plus a margin of 3.5 percent for base loans, or the banker’s acceptance rate
plus a margin of 4.5 percent.

- 36 -

Condensed Consolidated Financial Statements & Notes

9. Share Capital:
a) Authorized and Issued Shares
The Corporation is authorized to issue an unlimited number of shares.
Number
Balance as at January 1, 2015

35,237,839

Issued shares pursuant to equity financing and private placement
Transaction costs

Amount
$

6,191,700

35,602,275

-

Tax effect of transaction costs
Issued shares pursuant to DRIP
Balance as at December 31, 2015

(2,052,433)

-

573,993

137,484

829,870

41,567,023

Issued shares pursuant to equity financing and private placement

178,650,340

9,120,407

$

213,604,045
24,625,099

Transaction costs

-

Tax effect of transaction costs

-

381,881

11,400

33,080

6,892

10,935

50,705,722

237,240,665

Issued shares pursuant to share option plan
Issued shares pursuant to DRIP
Balance as at September 30, 2016

(1,414,375)

On June 28, 2016, PHX Energy closed a bought deal financing for aggregate proceeds of $23.3 million. An
aggregate of 8,625,000 common shares of the Corporation were issued at a price of $2.70 per common share.
Concurrent with the closing of the public offering, certain directors, officers, employees and consultants of PHX
Energy purchased a total of 495,407 common shares at a price of $2.70 per share on a private placement basis.
The gross proceeds from the public offering and concurrent private placement totaled to approximately $24.6
million.

b) Dividends
During the nine-month period ended September 30, 2016, the Corporation paid dividends totaling $0.4 million
(2015 - $12.7 million). On February 24, 2016, the Corporation announced the elimination of its quarterly dividend,
which was effective immediately.
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c) Share Option Program (Equity-Settled)
PHX Energy has a share option program that entitles key management personnel and other employees to
purchase shares in the Corporation. Grants under the plan vest as to one-third 6 months from the grant date, onethird 18 months from grant date and one-third 30 months from grant date. In accordance with these programs,
options are exercisable using the five-day weighted-average trading price of the shares ending immediately prior to
the date of grant, or in the case of a US option holder, the trading price of the shares ending immediately prior to
the date of grant. The options have a term of five-years.
Summary of option grants in 2016
Number
1,535,000

Exercise Price
$

340,000

Expiration Date

1.55

March 4, 2021

1.95

March 4, 2021

Fair Value
$

1.11
0.95

1,875,000

The Corporation values all of its share options using the Black-Scholes model. The Corporation’s determination of
fair value of options on the date of grant is affected by the Corporation’s share price as well as assumptions
regarding a number of variables. For the options granted in 2016 these variables include, but are not limited to, the
Corporation’s expected share price volatility over the expected term of the options of 45 percent, forfeiture rate of 1
percent, and a risk free interest rate of 0.52 percent. The amounts computed according to the Black-Scholes model
method may not be indicative of the actual values realized upon the exercise of these options by the holders.
For the three and nine-month periods ended September 30, 2016, the Corporation recognized a total compensation
expense of $0.5 million and $1.4 million, respectively, for share options granted between 2012 and 2016 (2015 $0.3 million and $0.8 million).
A summary of the status of the plan as at September 30, 2016, is presented below:

Options
Outstanding, beginning of period

2,362,293

Granted

1,875,000

Exercised

(11,400)

Forfeited

(245,587)

Expired

(184,334)

2016
Weighted-Average
Exercise Price
$

2015
Weighted-Average
Exercise Price

Options

9.41

1,852,030

1.62

930,000

1.95

$

10.74
6.92

-

-

8.53

(192,869)

10.22

12.10

(199,000)

9.40

Outstanding, end of period

3,795,972

5.51

2,390,161

9.42

Options exercisable, end of period

2,165,129

7.21

1,391,819

9.91
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The range of exercise prices for options outstanding at September 30, 2016 are as follows:

Options Outstanding
Original Exercise
Price
$

Options Exercisable

Number

Weighted-Average
Remaining Contractual Life

1,535,000

4.43 yrs

1.95

328,600

4.43 yrs

1.95

101,932

1.95

6.87 - 15.81

1,932,372

2.38 yrs

9.26

1,551,536

9.42

3,795,972

3.39 yrs

5.51

2,165,129

1.55

Weighted-Average
Exercise Price
$

1.55

$

Number
511,661

Weighted-Average
Exercise Price
$

$

1.55

7.21

10. Other Income (Expenses):
(Stated in thousands of dollars)
Three-month periods ended September 30,

Nine-month periods ended September 30,

2016

2015

2016

2015

Gain (Loss) on disposition of drilling equipment

(62)

(4,280)

717

(3,673)

Foreign exchange gains (losses)

(59)

638

167

807

Recovery of (Provision for) bad debts

(262)

-

(196)

(38)

Other Income (Expenses)

(383)

(3,642)

688

(2,904)

11. Fair Values of Financial Instruments:
The Corporation has designated its trade and other payables and dividends payable as other financial liabilities carried
at amortized cost. Trade and other receivables are designated as loans and receivables, measured at amortized cost.
The Corporation’s carrying values of these items approximate their fair value due to the relatively short periods to
maturity of the instruments. Loans and borrowings have been designated as other financial liability, and are measured
at amortized cost. The fair value of loans and borrowings included in the condensed consolidated statement of financial
position approximates fair values as the indebtedness is subject to floating rates of interest.
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