
KEY ENERGY SERVICES INC
Form 10-Q
August 13, 2007

UNITED STATES SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

Form 10-Q
(Mark One)

x QUARTERLY REPORT PURSUANT TO SECTION 13 OR
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Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Act).

Yes    o      No    x

As of June 30, 2007, the number of outstanding shares of common stock of the Registrant was 131,593,695.
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KEY ENERGY SERVICES, INC.
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CONDENSED CONSOLIDATED BALANCE SHEETS AS OF
MARCH 31, 2005 AND DECEMBER 31, 2004
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31, 2005 AND 2004
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PART II � OTHER INFORMATION

Item 1. LEGAL PROCEEDINGS
Item 1A. RISK FACTORS
Item 2. UNREGISTERED SALES OF EQUITY SECURITIES AND USE

OF PROCEEDS
Item 3. DEFAULTS UPON SENIOR SECURITIES
Item 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY

HOLDERS
Item 5. OTHER INFORMATION
Item 6. EXHIBITS

FORWARD-LOOKING STATEMENTS

In addition to statements of historical fact, this report contains forward-looking statements within the meaning of the Private Securities Litigation
Reform Act of 1995.  Statements that are not historical in nature or that relate to future events and conditions are, or may be deemed to be,
forward-looking statements.  These �forward-looking statements� are based on our current expectations, estimates and projections about current
expectations, estimates and projections about the Company, our industry and management�s beliefs and assumptions concerning future events
and financial trends affecting our financial condition and results of operations.  In some cases, you can identify these statements by terminology
such as �may,� �will,� �predicts,� �projects,� �potential� or �continue� or the negative of such terms and other comparable terminology.  These statements are
only predictions and are subject to substantial risks and uncertainties.  Actual performance or results may differ materially and adversely.

We undertake no obligation to update any forward-looking statement to reflect events or circumstances after the date of this report except as
required by law.  All of our written and oral forward-looking statements are expressly qualified by these cautionary statements and any other
cautionary statements that may accompany such forward-looking statements.  The reasons for these differences include changes that occur in our
business environment as well as differences stemming from the delay in our financial reports, such as the following factors:
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•  Possible adverse consequences of failure to file past SEC reports;

•  Limitations on access to public capital markets;

•  Inability of common stock to trade on a recognized exchange and potential inability to re-list on a recognized
exchange;

•  Impact of material weaknesses in internal control over financial reporting;

•  Potential changes in tax liabilities; and

•  Civil litigation.

PART I � FINANCIAL INFORMATION

NOTE REGARDING OUR FINANCIAL REPORTING PROCESS

This report has been delayed due to our restatement and financial reporting process for periods ending December 31, 2003, which began in
March 2004.  That process was completed on October 19, 2006.  Our 2003 Financial and Informational Report on Form 8-K/A, filed with the
Securities and Exchange Commission (�SEC�) on October 26, 2006, included an audited 2003 consolidated balance sheet which presented our
financial condition as of December 31, 2003 in accordance with Generally Accepted Accounting Principles (�GAAP�).  We did not present other
consolidated financial statements in accordance with GAAP as we were unable to determine with sufficient certainty the appropriate period(s) in
2003 or before in which to record certain write-offs and write-downs that were identified in our restatement process.  Our former registered
public accounting firm expressed an unqualified opinion that the 2003 balance sheet fairly presented our financial condition on December 31,
2003.  The firm also audited the other financial statements presented in the 2003 Financial and Informational Report.  It opined that the financial
statements other than the 2003 balance sheet did not fairly present our financial condition or results of operations or cash flows for the periods
covered in accordance with GAAP.  Investors should refer to the 2003 Financial and Informational Report for a full description of the
restatement and financial reporting process for periods prior to 2004.  Investors are strongly cautioned not to rely on any of the financial
statements contained in the 2003 Financial and Informational Report, other than the 2003 balance sheet, as fairly presenting, for the
periods covered, our financial condition or our results of operations or cash flows, in accordance with GAAP.  Any information set forth
in the 2003 Financial and Informational Report that incorporates or discusses information contained in the financial statements is
subject to the same caution.  You also should not rely on any of our previously-filed Annual Reports on Form 10-K or Quarterly Reports on
Form 10-Q for the periods that ended prior to and including September 30, 2003.

We have completed our financial statements for the years ended December 31, 2004, 2005 and 2006, and on August 13, 2007, we filed our
Annual Report on Form 10-K for the year ended December 31, 2006.  Concurrently with the filing of this report, we are filing our Quarterly
Reports on Form 10-Q for the first three quarters of 2006 and the remaining two quarters of 2005.  The 2005 Quarterly Reports on Form 10-Q
also include 2004 quarterly information.  In light of our inability to provide financial statements in accordance with GAAP for periods prior to
2004, we will not be filing any other earlier reports, including annual reports for 2004 and 2005, or quarterly reports for the first three quarters of
2004.  Due to the delay in the filing of this Quarterly Report, certain information presented in this report relates to significant events that have
occurred after March 31, 2005.
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Item 1.  CONSOLIDATED FINANCIAL STATEMENTS

Key Energy Services, Inc.

Condensed Consolidated Balance Sheets

(In thousands)

(Unaudited)

March 31,
2005

December 31,
2004

ASSETS
Current assets:
Cash and cash equivalents $ 93,081 $ 20,425
Short-term investments 12,850 �
Accounts receivable, net of allowance for doubtful accounts of $10,474 and $8,990 at March 31,
2005 and December 31, 2004, respectively 196,972 190,518
Inventories 18,810 19,069
Prepaid expenses 7,511 7,472
Deferred tax asset 42,030 48,823
Other current assets 6,462 5,758
Current assets of discontinued operations 2,125 18,958
Total current assets 379,841 311,023

Property and equipment:
Well servicing equipment 779,829 770,001
Contract drilling equipment 26,644 21,916
Motor vehicles 86,201 87,189
Furniture and equipment 66,381 72,040
Buildings and land 47,028 48,268

Total property and equipment 1,006,083 999,414
Accumulated depreciation (420,998 ) (401,636 )
Net property and equipment 585,085 597,778
Goodwill 320,961 320,942
Deferred costs, net 8,093 9,068
Notes and accounts receivable - related parties 65 101
Equity investment in IROC Systems Corp 8,485 3,786
Other assets 12,684 13,344
Non-current assets of discontinued operations � 60,580
TOTAL ASSETS $ 1,315,214 $ 1,316,622

LIABILITIES AND STOCKHOLDERS� EQUITY
Current liabilities:
Accounts payable $ 13,118 $ 14,464
Accrued payroll, taxes and employee benefits 44,735 36,218
Accrued operating expenditures 18,368 24,385
Income, sales, use and other taxes 18,445 21,881
Workers� compensation accrual 13,974 14,684
Accrued rent 61 88
Vehicular Insurance 2,302 3,732
Accrued severance 678 326
Other accrued liabilities 11,847 8,053
Accrued interest 6,748 9,980
Current portion of capital lease obligations 5,751 6,354
Current liabilities of discontinued operations 549 4,938
Total current liabilities 136,576 145,103

Capital lease obligations, less current portion 6,617 7,177
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Long-term debt, less current portion 473,807 473,870
Workers� compensation, vehicular, health and other insurance claims 36,149 35,829
Deferred tax liability 109,205 107,760
Other non-current accrued expenses 41,792 41,217

Stockholders� equity:
Common stock, $0.10 par value; 200,000,000 shares authorized, 130,791,338 and 130,791,338
shares issued and outstanding at March 31, 2005 and December 31, 2004, respectively 13,121 13,121
Additional paid-in capital 713,885 713,563
Treasury stock, at cost; 416,666 and 416,666 shares at March 31, 2005 and December 31, 2004,
respectively (9,682 ) (9,682
Accumulated other comprehensive loss (36,345 ) (36,421
Retained deficit (169,911 ) (174,915
Total stockholders� equity 511,068 505,666
TOTAL LIABILITIES AND STOCKHOLDERS� EQUITY $ 1,315,214 $ 1,316,622

See the accompanying notes which are an integral part of these condensed consolidated unaudited financial statements
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Key Energy Services, Inc.

Condensed Consolidated Statements of Operations

(In thousands, except per share data)

(Unaudited)

Three Months Ended March 31,
2005 2004

REVENUES:
Well servicing $ 220,333 $ 195,229
Pressure pumping 30,504 18,059
Fishing and rental 20,367 18,694
Total revenues 271,204 231,982

COSTS AND EXPENSES:
Well servicing 149,622 134,122
Pressure pumping 17,230 14,532
Fishing and rental 13,606 12,998
Depreciation and amortization 27,774 22,207
General and administrative 34,938 26,091
Interest expense 13,352 9,723
Loss on early extinguishment of debt 400 12,025
Loss on sale of assets 725 5,329
Interest income (424 ) (45
Other, net 48 (161 )
Total costs and expenses, net 257,271 236,821

Income (loss) from continuing operations before income taxes 13,933 (4,839 )
Income tax expense (5,568 ) (539 )
INCOME (LOSS) FROM CONTINUING OPERATIONS 8,365 (5,378 )

Discontinued operations, net of tax (expense) benefit of $(4,590) and $83 for the three
months ended March 31, 2005, and March 31, 2004, respectively (3,361 ) (186 )
NET INCOME (LOSS) $ 5,004 $ (5,564 )

EARNINGS (LOSS) PER SHARE:
Net income (loss) from Continuing Operations
Basic $ 0.06 $ (0.04 )
Diluted $ 0.06 $ (0.04 )

Discontinued Operations
Basic $ (0.03 ) $ �
Diluted $ (0.03 ) $ �

Net Income (loss)
Basic $ 0.03 $ (0.04 )
Diluted $ 0.03 $ (0.04 )

WEIGHED AVERAGE SHARES OUTSTANDING:
Basic 130,791 130,653
Diluted 133,291 130,653

See the accompanying notes which are an integral part of these condensed consolidated unaudited financial statements
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Key Energy Services, Inc.

Consolidated Statements of Comprehensive Income

(In thousands)

(Unaudited)

Three  Months Ended March 31,
2005 2004

NET INCOME (LOSS) $ 5,004 $ (5,564 )

OTHER COMPREHENSIVE INCOME (LOSS), NET OF TAX:
Foreign currency translation gain 76 131

COMPREHENSIVE INCOME (LOSS), NET OF TAX $ 5,080 $ (5,433 )

See the accompanying notes which are an integral part of these condensed consolidated unaudited financial statements
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Key Energy Services, Inc.

Condensed Consolidated Statements of Cash Flows

(In thousands)

(Unaudited)

Three Months Ended March 31,
2005 2004
(in thousands)

CASH FLOWS FROM OPERATING ACTIVITIES:

Net income (loss) $ 5,004 $ (5,564 )

Adjustments to reconcile net income (loss) to net cash provided by operating activities:

Depreciation and amortization 27,774 22,207
Accretion expense 135 129
Income from equity investment (119 ) �
Amortization of deferred debt issuance costs, discount and premium 513 548
Deferred income tax expense (benefit) 8,238 (4,653 )
Capitalized interest (115 ) (604 )
Loss on sale of assets 725 5,329
Loss on early extinguishment of debt 400 12,025
Stock-based compensation 322 319

Changes in working capital:

Accounts receivable, net (6,236 ) (13,510 )
Other current assets 208 5,683
Accounts payable, accrued interest and accrued expenses (3,772 ) (11,871 )

Other assets and liabilities (4,922 ) 2,466

Operating cash flows provided by (used by) discontinued operations 12,547 (375 )

Net cash provided by operating activities 40,702 12,129

CASH FLOWS FROM INVESTING ACTIVITIES:

Capital expenditures - Well Servicing (12,358 ) (6,429 )
Capital expenditures - Pressure Pumping (1,127 ) (913 )
Capital expenditures - Fishing and Rental (469 ) (115 )
Capital expenditures - Other (967 ) (491 )
Proceeds from sale of fixed assets 1,976 694
Acquisitions, net of cash acquired � (22,134 )
Investment in available for sale securities (13,500 ) �
Proceeds from sale of available for sale securities 650 �

 Investing cash flows provided by (used by) discontinued operations 60,477 (1 )

 Net cash provided by (used in) investing activities 34,682 (29,389 )

CASH FLOWS FROM FINANCING ACTIVITIES:

Repayment of long-term debt � (104,344 )
Borrowings on revolving credit facility � 52,000
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Repayments under revolving credit facility � (22,000 )
Repayment of capital lease obligations (2,920 ) (3,958 )
Proceeds from exercise of stock options and warrants � 1,644

Net cash used in financing activities (2,920 ) (76,658 )

Effect of exchange rates on cash 192 425

Net increase (decrease) in cash and cash equivalents 72,656 (93,493 )
Cash and cash equivalents, beginning of period 20,425 103,215
Cash and cash equivalents, end of period $ 93,081 $ 9,722

See the accompanying notes which are an integral part of these condensed consolidated unaudited financial statements
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Key Energy Services, Inc.

NOTES TO CONDENSED CONSOLIDATED UNAUDITED FINANCIAL STATEMENTS

1.  ORGANIZATION AND SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

The Company

Key Energy Services, Inc. is a Maryland corporation that was organized in April 1977 and commenced operations in July 1978 under the name
National Environmental Group, Inc. We emerged from a prepackaged bankruptcy plan in December 1992 as Key Energy Group, Inc. On
December 9, 1998, we changed our name to Key Energy Services, Inc (�Key� or the �Company�). We believe that we are now the leading onshore,
rig-based well servicing contractor in the United States. From 1994 through 2002, we grew rapidly through a series of over 100 acquisitions, and
today we provide a complete range of well services to major oil companies and independent oil and natural gas production companies, including
rig-based well maintenance, workover, well completion and recompletion services, oilfield transportation services, cased-hole electric wireline
services and ancillary oilfield services, fishing and rental services and pressure pumping services. During 2005, Key conducted well servicing
operations onshore in the continental United States in the following regions: Gulf Coast (including South Texas, Central Gulf Coast of Texas
and South Louisiana), Permian Basin of West Texas and Eastern New Mexico, Mid-Continent (including the Anadarko, Hugoton and Arkoma
Basins and the ArkLaTex and North Texas regions), Four Corners (including the San Juan, Piceance, Uinta, and Paradox Basins), the
Appalachian Basin, Rocky Mountains (including the Denver-Julesberg, Powder River, Wind River, Green River and Williston Basins), and
California (the San Joaquin Basin), and internationally in Argentina. During 2005, we conducted pressure pumping and cementing operations in
a number of major domestic producing basins including California, the Permian Basin, the San Juan Basin, the Mid-Continent region, and in the
Barnett Shale of North Texas. Our fishing and rental services are located primarily in the Gulf Coast and Permian Basin regions of Texas, as
well as in California and the Mid-Continent region.  During 2004, we also conducted land drilling operations in a number of major domestic
producing basins including the Permian Basin, the San Juan Basin, the Powder River Basin, and the Appalachian Basin, as well as
internationally in Argentina; however, we sold all of our Permian Basin and San Juan Basin contract drilling assets as well as certain drilling
assets located in the Rocky Mountain and Four Corners regions to Patterson-UTI Energy, Inc. on January 15, 2005. As of March 31, 2005, we
continue to conduct limited land drilling operations domestically in the Appalachian Basin of West Virginia and the Powder River Basin of
Wyoming, as well as internationally in Argentina.

Basis of Presentation

The filing of this Quarterly Report on Form 10-Q was delayed due to our restatement and financial reporting process for periods ending
December 31, 2003, which began in March 2004. That process was completed on October 19, 2006. Our 2003 Financial and Informational
Report on Form 8-K/A, filed with the Securities and Exchange Commission (�SEC�) on October 26, 2006, included an audited 2003 consolidated
balance sheet which presented our financial condition as of December 31, 2003 in accordance with Generally Accepted Accounting Principles
(�GAAP�). We did not present our other consolidated financial statements in accordance with GAAP as we were unable to determine with
sufficient certainty the appropriate period(s) in 2003 or before in which to record certain write-offs and write-downs that were identified in our
restatement process. Our former registered public accounting firm expressed an unqualified opinion that the 2003 balance sheet fairly presented
our financial condition on December 31, 2003 in accordance with GAAP. The firm also audited the other financial statements presented in the
2003 Financial and Informational Report. It opined that the financial statements other than the 2003 balance sheet did not fairly present our
financial condition or results of operations or cash flows for the periods covered in accordance with GAAP. Investors should refer to the 2003
Financial and Informational Report for a full description of the restatement and financial reporting process for periods prior to 2004.

The accompanying unaudited condensed consolidated financial statements in this report have been prepared in accordance with the instructions
for interim financial reporting prescribed by the SEC.  The December 31, 2004  year-end condensed consolidated balance sheet data was derived
from audited financial statements but does not include all the disclosures required by GAAP.  These interim financial statements should be read
together with the audited consolidated financial statements and notes thereto included in our Annual Report on Form 10-K for the year ended
December 31, 2006.
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The unaudited condensed consolidated financial statements contained in this report include all material adjustments that, in the opinion of
management, are necessary for a fair statement of the results of operations for the interim periods presented herein.  The results of operations for
the interim periods presented in this report are not necessarily indicative of the results to be expected for the full year or any other interim period
due to fluctuations in demand for our services, timing of maintenance and other expenditures, and other factors.

The preparation of these consolidated financial statements requires us to develop estimates and to make assumptions that affect our financial
position, results of operations and cash flows. These estimates also impact the nature and extent of our disclosure, if any, of our contingent
liabilities. Among other things, we use estimates to (1) analyze assets for possible impairment, (2) determine depreciable lives for our assets,
(3) assess future tax exposure and realization of deferred tax assets, (4) determine amounts to accrue for contingencies, (5) value tangible and
intangible assets, and (6) assess workers� compensation, vehicular liability, self-insured risk accruals and other insurance reserves. Our actual
results may differ materially from these estimates. We believe that our estimates are reasonable.

Due to the delay in the filing of this report as discussed above, additional information regarding certain liabilities and uncertainties that existed
as of the date of this report has become available, either through additional facts about, or the ultimate settlement or resolution of, the liability or
uncertainty.  We have taken any additional information that has come to light into account in our estimates and disclosure of any potential
liabilities or other contingencies as of the date of this report, in accordance with FASB Statement of Financial Accounting Standards No. 5,
�Accounting for Contingencies� (�SFAS 5�).  The discussion of our commitments and contingencies (see Note 6) should be read in conjunction with
the corresponding disclosures made in our Annual Report on Form 10-K for the year ended December 31, 2006.

Certain reclassifications have been made to prior period amounts to conform to current period financial statement classifications. These
reclassifications primarily relate to the change in our reportable segments. Prior to 2004, our Pressure Pumping and Fishing and Rental segments
were reported as part of our Well Servicing segment; Pressure Pumping and Fishing and Rental are now presented as independent reportable
segments. Additionally, as further discussed in Note 2��Discontinued Operations,� we sold the majority of our contract drilling assets to
Patterson-UTI Energy on January 15, 2005. These assets had previously been reported as part of our Contract Drilling reportable segment. The
assets, cash flows, and results of operations of these activities are presented as discontinued operations in our condensed consolidated unaudited
financial statements for all periods presented in this Report.

Our remaining contract drilling operations are now reported as part of our Well Servicing segment. We apply the provisions of EITF
Issue 04-10, �Determining Whether to Aggregate Operating Segments That Do Not Meet Quantitative Thresholds� (�EITF 04-10�) in our segment
reporting in Note 8��Segment Information.� Our remaining contract drilling operations do not meet the quantitative thresholds as described in
Statement of Financial Accounting Standards No. 131, �Disclosures About Segments of an Enterprise and Related Information� (�SFAS 131�), and,
under the provisions of EITF 4-10, since the operating segments meet the aggregation criteria we are permitted to combine information about
this segment with other similar segments that individually do not meet the quantitative thresholds to produce a reportable segment.

Restatement for Error

In connection with the preparation of these financial statements, we identified an error in our balance sheet as of December 31, 2003.  This error
affected both our retained earnings and deferred tax liabilities accounts, and arose as a result of our lack of roll-forwards and other appropriate
reconciliations of the differences between the book and tax bases of our fixed assets.  The error had been carried forward into our consolidated
balance sheet as of December 31, 2003 from differences that initially arose in our 1999 fiscal year, and resulted in an overstatement of our
retained deficit as of December 31, 2003 by approximately $10 million and an overstatement of our deferred tax liability as of the same date by
the same amount.  Our retained earnings and deferred tax liabilities were adjusted as of December 31, 2003 to correct this error and the
adjustment is reflected in these consolidated financial statements.  Total liabilities and stockholders� equity at December 31, 2003 was not
impacted by this error.

9

Edgar Filing: KEY ENERGY SERVICES INC - Form 10-Q

13



Principles of Consolidation

Within our consolidated financial statements, we include our accounts and the accounts of our majority-owned or controlled subsidiaries. We
eliminate intercompany accounts and transactions. We account for our interest in entities for which we do not have significant control or
influence under the cost method. When we have an interest in an entity and can exert significant influence but not control, we account for that
interest using the equity method. See Note 4��Investment in IROC Systems Corp.�

In January 2003, the Financial Accounting Standards Board (�FASB�) issued Interpretation No. 46, �Consolidation of Variable Interest Entities�an
Interpretation of ARB No. 51� (�FIN 46�). In December 2003, the FASB issued the updated and final interpretation of ARB No. 51 (�FIN 46R�). 
FIN 46R requires that an equity investor in a variable interest entity have significant equity at risk (generally a minimum of 10%, which is an
increase from the 3% required under previous guidance) and hold a controlling interest, evidenced by voting rights, and either absorb a majority
of the entity�s expected losses, receive a majority of the entity�s expected returns, or both. If the equity investor is unable to evidence these
characteristics, the entity that retains these ownership characteristics will be required to consolidate the variable interest entities created or
obtained after March 15, 2004. The adoption of FIN 46R did not materially impact our consolidated financial statements.

Revenue Recognition

Well Servicing.  Well servicing revenue consists primarily of maintenance services, workover services, completion
services and plugging and abandonment services. We recognize revenue when services are performed, collection of
the relevant receivable is probable, persuasive evidence of an arrangement exists and the price is fixed or
determinable. These criteria are typically met at the time we complete a job for a customer. Primarily, we price well
servicing rig services by the hour of service performed. Depending on the type of job, we may charge by the project or
by the day.

Oilfield Transportation.  Oilfield transportation revenue consists primarily of fluid and equipment transportation services
and frac tanks which are used in conjunction with fluid hauling services. We recognize revenue when services are
performed, collection of the relevant receivable is probable, persuasive evidence of an arrangement exists and the
price is fixed or determinable. These criteria are typically met at the time we complete a job for a customer. Primarily,
we price oilfield transportation services by the hour or by the quantities hauled.

Pressure Pumping and Fishing and Rental Services.  Pressure pumping and fishing services include well stimulation and
cementing services, and recovering lost or stuck equipment in the wellbore.  We recognize revenue when services are
performed, collection of the relevant receivable is probable, persuasive evidence of an arrangement exists and the
price is fixed or determinable. These criteria are typically met at the time we complete a job for a customer. Generally,
we price fishing and rental tool services by the day and the pressure pumping services by the job.

Ancillary Oilfield Services.  Ancillary oilfield services include services such as wireline operations, wellsite construction,
roustabout services, foam units and air drilling services. We recognize revenue when services are performed,
collection of the relevant receivable is probable, persuasive evidence of an arrangement exists and the price is fixed or
determinable. These criteria are typically met at the time we complete a job for a customer. We price ancillary oilfield
services by the hour, day or project depending on the type of services performed.

Cash and Cash Equivalents

We consider short-term investments with an original maturity of less than three months to be cash equivalents. None of our cash is restricted and
we have not entered into any compensating balance arrangements. However, at March 31, 2005, all of our obligations under the Senior Credit
Facility (hereinafter defined) were secured by most of our assets, including assets held by our subsidiaries, which includes cash, among other
assets. We restrict investment of cash to financial institutions with high credit standing and limit the amount of credit exposure to any one
financial institution.
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Property and Equipment

Asset Retirement Obligations.  In connection with our well servicing activities, we operate a number of Salt Water Disposal
(�SWD�) facilities. Our operations involve the transportation, handling and disposal of fluids in our SWD facilities that
have been determined to be harmful to the environment. SWD facilities used in connection with our fluid hauling
operations are subject to future costs associated with the abandonment of these properties. As a result, we have
incurred costs associated with the proper storage and disposal of these materials. In accordance with Statement of
Financial Accounting Standards No. 143, �Accounting for Asset Retirement Obligations� (�SFAS 143�), we recognize a
liability for the fair value of all legal obligations associated with the retirement of tangible long-lived assets and
capitalize and equal amount as a cost of the asset. We depreciate the additional cost over the estimated useful life of
the assets. Significant judgment is involved in estimating future cash flows associated with such obligations, as well as
the ultimate timing of those cash flows. If our estimates of the amount or timing of the cash flows change, such
changes may have a material impact on our results of operations.

Adoption of SFAS 143 was required for all companies with fiscal years beginning after June 15, 2002. Amortization of the assets associated
with the asset retirement obligations was $0.1 million and $0.1 million for the quarters ended March 31, 2005 and 2004, respectively.

Asset and Investment Impairments. We account for asset and investment impairments under Statement of Financial
Accounting Standards No. 144, �Accounting for the Impairment or Disposal of Long-Lived Assets� (�SFAS 144�). This
statement requires that long-lived assets held and used by us, including certain identifiable intangibles, be reviewed
for impairment whenever events or changes in circumstances indicate that the carrying amount of an asset may not be
recoverable. For purposes of applying this statement, we group our long-lived assets on a division-by-division basis
and compare the estimated future cash flows of each division to the division�s net carrying value. The division level
represents the lowest level for which identifiable cash flows are available. We would record an impairment charge,
reducing the division�s net carrying value to an estimated fair value, if its estimated future cash flows were less than
the division�s net carrying value. �Trigger events,� as defined in SFAS 144, that cause us to evaluate our fixed assets for
recoverability and possible impairment may include market conditions, such as adverse changes in the prices of oil
and natural gas, which could reduce the fair value of certain of our property and equipment. The development of
future cash flows and the determination of fair value for a division involves significant judgment and estimates.  As of
March 31, 2005 and December 31, 2004, no trigger events had been identified by management.

Goodwill and Other Intangible Assets

Goodwill results from business acquisitions and represents the excess of acquisition costs over the fair value of the net assets acquired. We
account for goodwill and other intangible assets under the provisions of Statement of Financial Accounting Standards No. 142, �Goodwill and
Other Intangible Assets� (�SFAS 142�). SFAS 142 eliminates amortization for goodwill and other intangible assets with indefinite lives. Intangible
assets with lives restricted by contractual, legal, or other means will continue to be amortized over their expected useful lives. Goodwill and
other intangible assets not subject to amortization are tested for impairment annually or more frequently if events or changes in circumstances
indicate that the asset might be impaired. SFAS 142 requires a two-step process for testing impairment. First, the fair value of each reporting unit
is compared to its carrying value to determine whether an indication of impairment exists. If impairment is indicated, then the fair value of the
reporting unit�s goodwill is determined by allocating the unit�s fair value to its assets and liabilities (including any unrecognized intangible assets)
as if the reporting unit had been acquired in a business combination. The amount of impairment for goodwill is measured as the excess of its
carrying value over its fair value. We conduct annual impairment assessments, the most recent affecting this report as of December 31, 2004.
This assessment did not result in an indication of goodwill impairment.

Intangible assets subject to amortization under SFAS 142 consist of noncompete agreements and patents and trademarks. Amortization expense
for noncompete agreements is calculated using the straight-line method over the period of the agreement, ranging from three to seven years. The
cost and accumulated amortization are retired when the noncompete agreement is fully amortized and no longer enforceable. Amortization
expense for patents and trademarks is calculated using the straight-line method over the useful life of the patent or trademark, ranging from five
to seven years.  Amortization of noncompete agreements for the quarters ended March 31, 2005 and 2004 was $0.7 million and $0.9 million,
respectively.  Amortization of patents and trademarks for the quarters ended March 31, 2005 and 2004 was
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$0.1 million and $0.1 million, respectively.  During the quarters ended March 31, 2005 and 2004, costs associated with patents and trademarks
that were capitalized were less than $0.1 million and $0.8 million, respectively.   No costs associated with noncompete agreements were
capitalized during the three months ended March 31, 2005 and 2004.

Earnings Per Share

We present earnings per share information in accordance with the provisions of Statement of Financial Accounting Standards No. 128, �Earnings
Per Share� (�SFAS 128�). Under SFAS 128, basic earnings per common share is determined by dividing net earnings applicable to common stock
by the weighted average number of common shares actually outstanding during the year. Diluted earnings per common share is based on the
increased number of shares that would be outstanding assuming conversion or exercise of dilutive outstanding convertible securities or stock
options using the �as if converted� method.

Three Months
Ended March 31,
2005

Three Months
Ended March 31,
2004

(in thousands, except per share data)

Basic EPS Computation:
Numerator
Income (loss) from continuing operations $ 8,365 $ (5,378 )
Discontinued operations, net of tax (3,361 ) (186 )
Net income (loss) $ 5,004 $ (5,564 )

Denominator
Weighted average shares outstanding 130,791 130,653

Basic EPS:
Income (loss) from continuing operations $ 0.06 $ (0.04 )
Discontinued operations, net of tax (0.03 ) �
Net income (loss) $ 0.03 $ (0.04 )

Diluted EPS Computation:
Numerator
Income (loss) from continuing operations $ 8,365 $ (5,378 )
Discontinued operations, net of tax (3,361 ) (186 )
Net income (loss) $ 5,004 $ (5,564 )

Denominator
Weighted average shares outstanding 130,791 130,653
Stock options 2,011 �
Warrants 489 �

133,291 130,653

Diluted EPS:
Income (loss) from continuing operations $ 0.06 $ (0.04 )
Discontinued operations, net of tax (0.03 ) �
Net income (loss) $ 0.03 $ (0.04 )

The diluted earnings per share calculation for the quarter ended March 31, 2005 excludes the potential exercise of 330,000 stock options because
the effects of such exercises on earnings per share during that period would be anti-dilutive.  The diluted earnings per share calculation for the
quarter ended March 31, 2004 excludes the potential conversion of our 5% Convertible Subordinated Notes (hereinafter defined) and the
exercise of all stock options outstanding on that date, because the effects of the conversions or exercises on earnings per share would be
anti-dilutive.

Stock-Based Compensation

We account for stock option grants to employees using the intrinsic value method of accounting prescribed by Accounting Principles Board
Opinion No. 25, �Accounting for Stock Issued to Employees� (�APB 25�).  Our stock
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incentive plan, which is described more fully in Note 7 � �Stockholders� Equity,� provides that the amount an employee must pay to exercise an
option to acquire a share of the Company�s stock should be at or above the closing market price on the trading day prior to the date of grant.  In
that event, the options have no intrinsic value at grant date, and in accordance with the provisions of APB 25, no compensation cost is recorded.

Statement of Financial Accounting Standards No. 123, �Accounting for Stock-Based Compensation� (�SFAS 123�), sets forth alternative accounting
and disclosure requirements for stock-based compensation arrangements.  Under SFAS 123, companies are permitted to continue following the
provisions of APB 25 to measure and recognize employee stock-based compensation, but are required to disclose pro forma net income and
earnings per share that would have been reported under the fair value recognition provisions of SFAS 123.  The following table illustrates the
effect on net income and earnings per share if we had applied the fair value recognition principles of SFAS 123 to stock-based employee
compensation in 2004 and 2005.  As noted above, we followed APB 25 to account for stock-based compensation during those years; the
stock-based compensation expense included in net income (loss) in the following table represents the compensation expense for the 996,352
options, net of forfeitures, that were granted at strike prices ranging from $0.10 to $2.53 below the market price of our common stock on the date
of grant.

Three Months
Ended March 31,
2005

Three Months
Ended March 31,
2004

(in thousands, except per share amounts)
Net income (loss)

As reported $ 5,004 $ (5,564 )

Add: stock-based employee compensation expense included in reported net
income (loss), net of related tax effects 24 366

Deduct: Total stock-based employee compensation expense determined under
the fair value based method for all awards, net of related tax effects (296 ) (1,836 )

Pro forma $ 4,732 $ (7,034 )

Basic earnings per share:
As reported $ 0.03 $ (0.04 )
Pro forma $ 0.03 $ (0.05 )

Diluted earnings per share:
As reported $ 0.03 $ (0.04 )
Pro forma $ 0.03 $ (0.05 )

For additional information regarding the computations presented above, see Note 7��Stockholders� Equity.�

Foreign Currency Gains and Losses

The local currency is the functional currency for our foreign operations in Argentina and our former Canadian operations. The U.S. dollar is the
functional currency for our former operations in Egypt. The cumulative translation gains and losses, resulting from translating each foreign
subsidiary�s financial statements from the functional currency to U.S. dollars, are included as a separate component of stockholders� equity in
other comprehensive income until a partial or complete sale or liquidation of our net investment in the foreign entity.

Accounting Principles Not Yet Adopted in This Report

SFAS 123(R).  In December 2004, the FASB issued Statement of Financial Accounting Standards No. 123(R),
�Share-Based Payment,� which revises SFAS 123, (�SFAS 123(R)�). SFAS 123(R) is effective July 1, 2005 for all
calendar year-end companies and requires companies to expense the fair value of employee stock options and other
forms of stock-based compensation. This expense will be recognized over the period during which an
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employee is required to provide services in exchange for the award.  Compensation cost for the unvested portion of awards that are outstanding
as of January 1, 2006 will be recognized ratably over the remaining vesting period. The compensation cost for the unvested portion of awards
will be based on the fair value at date of grant as calculated for our pro forma disclosure under SFAS 123. However, we will continue to account
for any portion of awards outstanding on January 1, 2006 that were initially measured using intrinsic value method in accordance with APB 25. 
We will recognize compensation expense under SFAS 123(R) for new awards granted after January 1, 2006.  We will use the Black-Scholes
option pricing model to calculate fair value of awards granted after January 1, 2006, and we will estimate forfeitures and volatility for the
calculation of compensation expense and grant date fair value.  The adoption of this standard will not materially impact our financial statements.

SFAS 148.  In December 2002, the FASB issued SFAS 148, which was an amendment to SFAS 123 and provided
transitional guidance for a voluntary change to the fair value based method of accounting for employee stock-based
compensation expense. As noted above, we continue to follow APB 25 to account for stock-based compensation and
will adopt SFAS 123(R) on January 1, 2006.

FIN 47.  In March 2005 the FASB issued Interpretation No. 47, �Accounting for Conditional Asset Retirement
Obligations� (�FIN 47�), which becomes effective for all for fiscal years ending after December 15, 2005, with early
adoption encouraged.  This interpretation clarifies the term of conditional asset retirement obligation used in
SFAS 143 and refers to a legal obligation to perform an asset retirement obligation to perform an asset retirement
activity in which the timing and method of settlement are conditional on a future event that may or may not be within
our control.  However, our obligation to perform the asset retirement activity is unconditional, despite the
uncertainties that exist. Accordingly, we are required to recognize a liability for the fair value of a conditional asset
retirement obligation if the fair value can be reasonably estimated. The adoption of this standard will not materially
impact our consolidated financial statements.

SFAS 154.  In May 2005, the FASB issued Statement of Financial Accounting Standards No. 154, �Accounting Changes
and Error Corrections�A Replacement of APB Opinion No. 20 and SFAS No. 3,� (�SFAS 154�). SFAS 154 changes the
requirements for the accounting for and reporting of a change in accounting principle and applies to all voluntary
changes in accounting principle. It also applies to changes required by an accounting pronouncement in the unusual
instance that the pronouncement does not include specific transition provisions. SFAS 154 requires retrospective
application to prior periods� financial statements of changes in accounting principle, unless it is impracticable to
determine either the period-specific effects or the cumulative effect of the change. The provisions of SFAS 154 are
effective for accounting changes and correction of errors made in fiscal years beginning after December 15, 2005. 
The adoption of this standard will not have a material impact on our consolidated financial statements.

FSP FIN No. 45-3. In November 2005, the FASB issued FASB Staff Position No. 45-3, �Application of FASB Interpretation No. 45 to
Minimum Revenue Guarantees Granted to a Business or Its Owners� (�FSP FIN 45-3�). FSP Fin 45-3 served as an amendment to FIN 45 by adding
minimum revenue guarantees to the list of examples of contracts to which FIN 45 applies. Under FSP FIN 45-3, a guarantor is required to
recognize, at the inception of a guarantee, a liability for the fair value of the obligation undertaken in issuing the guarantee. FSP FIN 45-3 is
effective for new minimum revenue guarantees issued or modified on or after January 1, 2006.  We do not anticipate that the adoption of this
interpretation will materially impact our financial statements.

EITF 04-10. In June 2005, the FASB issued EITF Issue 04-10, �Determining Whether to Aggregate Operating Segments That Do Not Meet
the Quantitative Thresholds.� This standard considers how a company should evaluate the aggregation criteria in FAS 131 to operating segments
that do not meet the quantitative thresholds. Several of our operating segments do not meet the quantitative thresholds as described in SFAS 131.
Under this standard, we are permitted to combine information about certain operating segments with other similar segments that individually do
not meet the quantitative thresholds to produce a reportable segment since the operating segments meet the aggregation criteria. It is effective for
fiscal years ending after September 15, 2005.

14

Edgar Filing: KEY ENERGY SERVICES INC - Form 10-Q

22



2.  DISCONTINUED OPERATIONS

On January 15, 2005, we sold the majority of our remaining contract drilling operations to Patterson-UTI Energy for $62.0 million in cash. We
received net cash proceeds of $60.5 million, after paying all costs related to closing the sale. As a result of the sale, the results for these
operations, which was previously reported as part of our contract drilling segment, have been presented as discontinued operations for all
periods, and we recorded an after-tax loss from discontinued operations of $3.4 million, or $0.03 per diluted share, for the quarter ended March
31, 2005 and an after-tax loss from discontinued operations of $0.1 million, or $0.00 per diluted share, for the quarter ended March 31, 2004.

Results for activities reported as discontinued operations were as follows:

Three Months Ended March 31,
2005 2004
(in thousands)

Revenues $ 3,361 $ 15,772
Costs and expenses 2,132 16,041
Income (loss) before income taxes 1,229 (269 )
Income tax (expense) benefit (4,590 ) 83
Loss from discontinued operations $ (3,361 ) $ (186 )

Balance sheet data attributable to discontinued operations were as follows:

March 31, December 31,
2005 2004
(in thousands)

Current assets $ 2,125 $ 18,958
Current liabilities (549 ) (4,938 )
Property, plant and equipment, net � 49,295
Other assets � 11,285
Net assets of discontinued operations $ 1,576 $ 74,600

3.  INCOME TAXES

Income tax expense differs from amounts computed by applying the statutory federal rate as follows:

Three Months Ended March 31,
2005 2004

Income tax computed at statutory rate 35.0 % 35.0 %
State taxes 2.5 % (4.8 )%
Meals and entertainment 2.1 % (9.0 )%
Executive and share-based compensation 0.6 % (3.5 )%
Foreign rate differential (0.6 )% (23.2 )%
Change in valuation allowance � % � %
Other 0.4 % (5.6 )%
Effective income tax rate 40.0 % (11.1 )%

4.  INVESTMENT IN IROC SYSTEMS CORP.

On July 22, 2004, we entered into an agreement with IROC Systems Corp. (�IROC�), an Alberta-based oilfield services company, to sell IROC ten
remanufactured Skytop well service rigs, along with supporting equipment and inventory.  We began delivering these rigs in the fall of 2004.
 The purchase price for the rigs was $7.0 million USD, which is to be paid by way of the issuance of approximately 8.2 million shares of IROC�s
common stock.  During 2004, we recognized a loss of $0.1 million, which represents the difference between the fair market value of the IROC
shares we received on the delivery dates and the carrying values of the rigs that
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were delivered.  In the first quarter of 2005, we delivered additional rigs, and we recognized a gain of $1.6 million upon delivery, which
represents the difference between the fair market value of the IROC shares we received on the delivery dates and the carrying values of the rigs
that were delivered.

As of March 31, 2005, we own 7,573,020 shares of IROC common stock, which represents approximately 25.7% of IROC�s outstanding
common stock on that date.  IROC shares trade on the Toronto Venture Stock Exchange and had a closing price of $1.95 CDN per share on
March 31, 2005.  Pursuant to the terms of the agreement with IROC, Mr. William Austin, our Chief Financial Officer, and Mr. Newton W.
Wilson III, our General Counsel, were appointed to the board of directors of IROC.

We have significant influence over the operations of IROC, but do not control it.  We account for our investment in IROC using the equity
method.  The value of our investment is recorded in our Consolidated Balance Sheets as a component of other non-current assets.  The pro-rata
share of IROC�s earnings and losses to which we are entitled are recorded in our Consolidated Statements of Operations as a component of other
income and expense, with an offsetting increase or decrease to the value of our investment, as appropriate.  Any earnings distributed back to us
from IROC in the form of dividends would result in a decrease in the value of our equity investment.

We recorded $0.1 million of equity income related to our investment in IROC for the quarter ended March 31, 2005.  During that time period, no
earnings were distributed back to us by IROC in the form of dividends.  The value of our investment in IROC totaled $8.5 million as of March
31, 2005.

5.  LONG-TERM DEBT

The components of our long-term debt are as follows:

March 31, 2005 December 31, 2004
(in thousands)

Senior Credit Facility revolving loans $ 48,000 $ 48,000
6.375% Senior Notes Due 2013 150,000 150,000
8.375% Senior Notes Due 2008 275,807 275,870
Capital lease obligations 12,368 13,531

486,175 487,401
Less: current portion 5,751 6,354
Total long-term debt $ 480,424 $ 481,047

Senior Credit Facility

On November 10, 2003, we entered into a Fourth Amended and Restated Credit Agreement (the �Senior Credit Facility�). The Senior Credit
Facility consisted of a $175.0 million revolving loan facility with the entire revolving credit facility available for letters of credit. We have the
right, subject to certain conditions, to increase the total commitment under the Senior Credit Facility from $175.0 million to up to $225.0 million
if we are able to obtain additional lending commitments. The revolving loan commitments are scheduled to terminate on November 10, 2007,
and all revolving loans are required to be paid on or before that date. The revolving loans bear interest based upon, at our option, the agent�s base
rate for loans or the agent�s reserve-adjusted LIBOR rate for loans, plus, in either case, a margin that fluctuates based upon our consolidated total
leverage ratio and, in either case, according to the pricing grid set forth in the Senior Credit Facility.

The Senior Credit Facility contains various financial covenants applicable to specific periods, including: (i) a maximum consolidated total
leverage ratio, (ii) a minimum consolidated interest coverage ratio, and (iii) a minimum net worth. The Senior Credit Facility subjects us to other
restrictions, including restrictions upon our ability to incur additional debt, liens and guarantee obligations, to merge or consolidate with other
persons, to make acquisitions, to sell assets, to pay dividends, to repurchase our stock or subordinated debt, to make investments, loans and
advances or to make changes to debt instruments and organizational documents. All obligations under the Senior Credit Facility are guaranteed
by most of our subsidiaries and are secured by most of our assets, including our accounts receivable, inventory and most equipment.
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Our failure to file our 2003 Annual Report on Form 10-K on a timely basis violated covenants under the Senior Credit Facility.  Between March
31, 2004 and March 31, 2005, we amended the terms of the Senior Credit Facility four times to waive the covenant for non-compliance and
extend the due date for this and other filings.  No fees were paid related to the various amendments to the Senior Credit Facility in the quarters
ended March 31, 2005 and 2004.

6.375% Senior Notes

On May 14, 2003, we completed a public offering of $150.0 million of 6.375% Senior Notes due May 1, 2013 (the �6.375% Senior Notes�). The
proceeds from the public offering, net of fees and expenses, were used to repay the balance of the revolving loan facility then outstanding under
our then-existing credit facility, with the remainder being used for general corporate purposes. The 6.375% Senior Notes are senior unsecured
obligations and are fully and unconditionally guaranteed by substantially all of our subsidiaries. The 6.375% Senior Notes are effectively
subordinated to Key�s secured indebtedness, which includes borrowings under our Senior Credit Facility.  The 6.375% Senior Notes require
semi-annual interest payments on May 1 and November 1 of each year.

8.375% Senior Notes

On March 6, 2001, we completed a private placement of $175.0 million of 8.375% Senior Notes due March 1, 2008 (the �8.375% Senior Notes,�
together with the 6.375% Senior Notes, the �Senior Notes�). The net cash proceeds from the private placement were used to repay the remaining
balance of the original term loans and a portion of the revolving loans outstanding under our then-existing credit facility.  On March 1, 2002, we
completed a public offering of an additional $100.0 million of 8.375% Senior Notes. The net cash proceeds from the public offering were used
to repay the outstanding balance of the revolving loan facility under our then-existing credit facility. The 8.375% Senior Notes are senior
unsecured obligations. The 8.375% Senior Notes are effectively subordinated to Key�s secured indebtedness which includes borrowings under
our Senior Credit Facility.  The 8.375% Senior Notes require semi-annual interest payments on March 1 and September 1 of each year.

Consents to Amend to Extend the Reporting Requirements Under the Senior Note Indentures

Our failure to file our 2003 Annual Report on Form 10-K with the SEC and deliver it to the trustee under the Senior Note indentures on or
before March 30, 2004 was a default under each of the indentures for the Senior Notes. During 2004 and in the quarter ended March 31, 2005,
we amended the terms of each of the Senior Note indentures three times to waive the covenant non-compliance and extend the due date for our
2003 Annual Report on Form 10-K and other filings. In order to obtain these amendments and consents, we incurred $9.0 million and
$5.1 million of expenses in the quarter ended March 31, 2005 and 2004, respectively. We were required under the last consent by the holders of
each series of Senior Notes to file our 2003 Annual Report on Form 10-K on or before May 31, 2005 and our 2004 quarterly reports on
Form 10-Q and our Annual Report on Form 10-K for 2004 on or before July 31, 2005. The consent also provided that the Quarterly Reports on
Form 10-Q for the first quarter and second quarter of 2005 had to be filed no later than October 31, 2005.

14% Senior Subordinated Notes

On January 22, 1999, we completed the private placement of 150,000 units (the �Units�) consisting of $150.0 million of 14% Senior Subordinated
Notes due January 15, 2009 (the �14% Senior Subordinated Notes�) and 150,000 warrants to purchase 2,173,433 shares of the Company�s
Common Stock at an exercise price of $4.88125 per share (the �Warrants�). The 14% Senior Subordinated Notes were issued at a discount, which
was amortized to interest expense over the term of the 14% Senior Subordinated Notes.

The 14% Senior Subordinated Notes required semi-annual interest payments on January 15 and July 15 of each year. The 14% Senior
Subordinated Notes were subordinated to our other senior indebtedness, which included borrowings under the Senior Credit Facility, the 8.375%
Senior Notes and the 6.375% Senior Notes.  Before January 15, 2002, we were allowed to redeem up to 35% of the aggregate principal amount
of the 14% Senior Subordinated Notes at 114% of par, plus accrued interest with the proceeds of certain sales of equity. During the years prior to
2004, we redeemed approximately $52.5 million of principal amount of our 14% Senior Subordinated Notes at varying times and redemption
prices, plus accrued interest.
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We repaid all the $97.5 million outstanding principal amount of the 14% Senior Subordinated Notes on January 15, 2004.  The notes were
redeemed at a redemption price of 107% of the principal amount outstanding plus accrued and unpaid interest to the redemption date, for a total
cash outlay of $111.2 million.  This transaction resulted in a gain of $6.8 million.

As of March 31, 2005, 63,500 Warrants had been exercised, providing $4.2 million of proceeds to us and leaving 86,500 Warrants outstanding.
On the date of issuance, the value of the Warrants was estimated at $7.4 million and was classified as equity.  Under the terms of the Warrants,
we are required to maintain an effective registration statement covering the shares of common stock issuable upon exercise. If we are unable to
maintain an effective registration statement, we are required to pay liquidated damages for periods in which an effective registration statement is
not maintained. We have been unable to maintain our effective registration statement due to our failure to timely file our SEC reports. As a
result, we paid liquidated damages starting at $0.05 per Warrant per week and escalating to $0.20 per Warrant per week. The total amounts paid
to the holders of the Warrants were $0.1 million and zero in the quarters ended March 31, 2005 and 2004, respectively.

5% Convertible Subordinated Notes

In 1997, we completed a private placement of $216.0 million of 5% Convertible Subordinated Notes due September 15, 2004 (the �5%
Convertible Notes�). The 5% Convertible Notes were subordinated to our senior indebtedness. The 5% Convertible Notes were convertible, at the
holder�s option, into shares of Key�s common stock at a conversion price of $38.50 per share, subject to certain adjustments. The 5% Convertible
Notes were redeemable, at our option, on and after September 15, 2000, in whole or part, together with accrued and unpaid interest. The initial
redemption price was 102.86% for the year beginning September 15, 2000 and declined ratably thereafter on an annual basis.  During the years
prior to 2004, we repurchased and canceled through open market transactions approximately $187.2 million principal amount of the 5%
Convertible Notes at various times and prices.  The remaining $18.7 million outstanding principal amount of the 5% Convertible Notes matured
and were repaid on September 15, 2004, plus accrued interest and fees, for a total cash outlay of $19.2 million.

Interest on the 5% Convertible Notes was payable on March 15 and September 15 of each year. Interest of $0.5 million was paid on March 15,
2004.

Interest Expense

Interest expense for the quarters ended March 31, 2005 and 2004 consisted of the following:

Three Months Ended March 31,
2005 2004
(in thousands)

Cash payments $ 12,369 $ 19,122
Commitment and agency fees paid 3,819 497
Amortization of discount and premium (62 ) (57 )
Amortization of debt issuance costs 575 606
Net change in accrued interest (3,233 ) (9,841 )
Capitalized interest (115 ) (604 )
Total interest expense $ 13,353 $ 9,723

6.  COMMITMENTS AND CONTINGENCIES

As discussed in Note 1��Organization and Summary of Significant Accounting Policies�Basis of Presentation,� due to the delay in the filing of this
report, this note includes information regarding certain liabilities and uncertainties that became available after the end of the period covered by
this report, but has been taken into consideration in the preparation of this report.
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Litigation.  Various suits and claims arising in the ordinary course of business are pending against us. Due to locations
where we conduct business in the continental United States, we are often subject to jury verdicts and arbitration
hearings that result in favor of the plaintiffs. We do not believe that the disposition of any of these items will result in
a material adverse impact on our consolidated financial position, results of operations or cash flows.

Government Investigations.  On March 29, 2004, we were notified by the Fort Worth office of the SEC that it had
commenced an inquiry regarding the Company.  The SEC issued a formal order of investigation on July 15, 2004.  On
May 30, 2007, we were informed by the staff of the Enforcement Division of the SEC that it had completed its
investigation as to Key and that it did not intend to recommend enforcement action.  In addition, on January 5, 2005,
we were served with a subpoena issued by a grand jury in Midland, Texas, that asked for the production of documents
in connection with an investigation being conducted by the U.S. Attorney�s Office for the Western District of Texas. 
In October 2006, we were notified by the U.S. Attorney�s Office that it would not pursue any criminal charges against
the Company.

Shareholder Class Action Suits.  Since June 2004, we have been named as a defendant in six class action complaints for
alleged violations of federal securities laws, which have been filed in federal district court in Texas.  The complaints
generally allege that we made false and misleading statements and omitted material information from our public
statements and SEC reports during the class period in violation of the Securities Exchange Act of 1934, including
alleged: (i) overstatement of revenues, net income, and earnings per share, (ii) failure to take write-downs of assets,
consisting of primarily idle equipment, (iii) failure to amortize the Company�s goodwill, (iv) failure to disclose that the
Company lacked adequate internal controls and therefore was unable to ascertain the true financial condition of the
Company, (v) material inflation of the Company�s financial results at all relevant times, (vi) misrepresentation of the
value of acquired businesses, and (vii) failure to disclose misappropriation of funds by employees.

Shareholder Derivative Actions.  Four shareholder derivative actions have been filed by certain of our shareholders.  Those
actions are filed by individual shareholders purporting to act on our behalf, asserting various claims against the named
officer and director defendants. The derivative actions generally allege the same facts as those in the shareholder class
action suits. Those suits also allege breach of fiduciary duty, abuse of control, waste of corporate assets, and unjust
enrichment by these defendants.

In each of the shareholder class actions and derivative actions described above, plaintiffs are seeking an unspecified amount of monetary
damages. At this time, we cannot ascertain the ultimate aggregate amount of monetary liability or financial impact of the class actions and
derivative lawsuits. While we have directors and officers insurance in the aggregate amount of $50.0 million, we cannot determine whether these
actions will, individually or collectively, have a material adverse effect on our business, results of operations, financial condition and cash flows.
We and named directors and officers intend to vigorously defend these actions.

Tax Audits.  We are routinely the subject of audits by tax authorities and have received some material assessments from
tax auditors. As of March 31, 2005, we have recorded reserves for future potential liabilities as a result of these audits
that management feels are appropriate. While we have fully reserved for these assessments, the ultimate amount of
settlement can vary from this estimate. In connection with our Egyptian operations, we are undergoing income tax
audits for all periods in which we had operations.  Based on information as of the period covered by this report, we
have determined that additional income taxes will be owed and have recorded a liability of approximately
$0.9 million.

Self-Insurance Reserves.  We maintain insurance policies for workers� compensation, vehicle liability and general liability
claims. These insurance policies carry self-insured retention limits or deductibles on a per occurrence basis. The
retention limits or deductibles are accounted for in our accrual process for all workers� compensation, vehicular
liability and general liability claims. We maintain reserves for workers� compensation and vehicle liability on our
balance sheet based on our judgment and estimates using an actuarial method based on claims incurred. We estimate
general liability claims on a case-by-case basis. As of March 31, 2005 and December 31, 2004, we have recorded
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$57.2 million and $55.3 million, respectively, of self-insurance reserves related to worker�s compensation, vehicular
liabilities and general liability claims.
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Environmental Remediation Liabilities.  For environmental reserve matters, including remediation efforts for current
locations and those relating to previously-disposed properties, we record liabilities when our remediation efforts are
probable and the costs to conduct such remediation efforts are reasonably estimated.  Environmental reserves do not
reflect management�s assessment of the insurance coverage that may apply to these matters at issue, whereas our
litigation reserves do reflect the application of our insurance coverage. At March 31, 2005 and December 31, 2004, we
have recorded $5.5 million and $5.5 million, respectively, for our environmental remediation liabilities.

Francis D. John Employment Agreement.  Effective as of July 1, 2001, we entered into an amended and restated employment
agreement with Francis D. John (the �2001 Employment Agreement�) pursuant to which Mr. John served as the
Chairman of the Board, President and Chief Executive Officer of Key. The 2001 Employment Agreement provided
for the payment of a one-time retention incentive payment of $13.1 million. The purpose of this retention incentive
payment was to retire all amounts owed by Mr. John under incentive-based loans previously made to him (which,
because certain performance criteria had been previously met, we were scheduled to forgive ratably over a ten-year
period as long as Mr. John continued to serve Key in his capacity as Chairman of the Board, President and Chief
Executive Officer) and in the process provide Mr. John with an incentive to remain with Key for the next ten years.
On December 1, 2001, the incentive retention payment was paid to Mr. John and was comprised of two components:
(i) $7.5 million in loan principal and interest accrued through the date of the payment and (ii) $5.6 million in a tax
�gross-up� payment. The entire payment was withheld by us and used to satisfy Mr. John�s tax obligations and his
obligations under the loans. Pursuant to the 2001 Employment Agreement, Mr. John would earn the incentive
retention payment over a ten-year period beginning July 1, 2001, with one-tenth of the total bonus being earned on
September 30 of each year, beginning on September 30, 2002. The 2001 Employment Agreement was amended and
restated effective December 31, 2003 (the �2003 Employment Agreement�). Under the 2003 Employment Agreement, if
Mr. John voluntarily terminated his employment with Key or if Mr. John was terminated by Key for Cause (as defined
in the 2003 Employment Agreement), Mr. John would be obligated to repay the entire remaining unearned balance of
the retention incentive payment immediately upon such termination. However, if Mr. John�s employment with Key
was terminated (i) by Key other than for Cause, (ii) by Mr. John for Good Reason, (iii) as a result of Mr. John�s death
or Disability (as defined in the 2003 Employment Agreement), or (iv) as a result of a Change in Control (as defined in
the 2003 Employment Agreement), the remaining unearned balance of the retention incentive payment would be
treated as earned as of the date of such event.

Argentina Payroll Matters.  Our Argentinean subsidiary, Key Energy Services S.A., had previously underpaid our social
security contributions to the Administración Federal de Ingressos Públicos (�AFIP�) as a result of applying an incorrect
rate in the calculation of our obligation. Additionally, we also underpaid AFIP as a result of our incorrect use of food
stamp equivalents provided to employees as compensation. The correct amounts have been reflected in these financial
statements. On May 31, 2007 we paid AFIP $3.5 million, representing the cumulative amount of underpayment and
interest. As a result of our underpayment, AFIP has imposed fines and penalties against us and has begun an audit of
our filings made to them in prior years. We have recorded an appropriate liability for this matter, and do not expect the
ultimate resolution of this matter to have a material impact to our results of operations, cash flows or financial
position.

Guarantees.  We provide performance bonds to provide financial surety assurances for the remediation and maintenance
of our SWD properties to comply with environmental protection standards. Costs for SWD properties may be
mandatory (to comply with applicable laws and regulations), in the future (required to divest or cease operations), or
for optimization (to improve operations, but not for safety or regulatory compliance).

7.           STOCKHOLDERS� EQUITY

Common Stock
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On March 31, 2005, we had 200,000,000 shares of common stock authorized with a $0.10 par value of which 130,791,338 of these shares of
common stock were issued and outstanding, net of 416,666 shares were held in treasury, and no dividends had been issued.  On December 31,
2004, we had 200,000,000 shares of common stock authorized with a $0.10 par value of which 130,791,338 of these shares were issued and
outstanding, net of 416,666 shares held in treasury, and no dividends had been issued.

Stock Incentive Plans

On January 13, 1998, Key�s shareholders approved the Key Energy Group, Inc. 1997 Incentive Plan, as amended (the �1997 Incentive Plan�). The
1997 Incentive Plan is an amendment and restatement of the plans formerly known as the Key Energy Group, Inc. 1995 Stock Option Plan and
the Key Energy Group, Inc. 1995 Outside Directors Stock Option Plan (collectively, the �Prior Plans�).

All options previously granted under the Prior Plans and outstanding as of November 17, 1997 (the date on which our board of directors adopted
the 1997 Incentive Plan) were assumed and continued, without modification, under the 1997 Incentive Plan.

Under the 1997 Incentive Plan, Key may grant the following awards to certain key employees, directors who are not employees (�Outside
Directors�) and consultants of Key, our controlled subsidiaries, and our parent corporation, if any: (i) incentive stock options (�ISOs�) as defined in
Section 422 of the Internal Revenue Code of 1986, as amended (the �Code�), (ii) �nonstatutory� stock options (�NSOs�), (iii) stock appreciation rights
(�SARs�), (iv) shares of restricted stock, (v) performance shares and performance units, (vi) other stock-based awards and (vii) supplemental tax
bonuses (collectively, �Incentive Awards�). ISOs and NSOs are sometimes referred to collectively herein as �Options.�

The following table summarizes the stock option activity related to the plans (shares in thousands):
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Three Months Ended March 31, 2005

Options

Weighted
Average
Exercise Price

Weighted
Average Fair
Value

Outstanding at beginning of period 10,408 $ 8.47 $ 4.77
Granted � $ � $ �
Exercised � $ � $ �
Cancelled or expired (335 ) $ 9.93 $ 6.96
Outstanding at end of period 10,073 $ 8.43 $ 4.70

Exercisable at end of period 9,485 $ 8.32 4.72

The following tables summarize information about the stock options outstanding at March 31, 2005 (shares in thousands):

Options Outstanding
Weighted
Average
Remaining
Contractual
Life (Years)

Number of
Options
Outstanding
March 31, 2005

Weighted
Average
Exercise Price

Weighted
Average Fair
Value

Range of Exercise Prices:
$3.00 - $8.00 4.92 2,741 $ 6.49 $ 3.67
$8.01 - $8.25 5.52 1,860 $ 8.25 $ 5.05
$8.26 - $8.50 5.11 2,238 $ 8.47 $ 5.30
$8.51 - $9.37 6.02 574 $ 8.89 $ 5.30
$9.38 - $14.51 6.61 2,660 $ 10.41 $ 4.87

10,073 $ 8.43 $ 4.70

Aggregate intrinsic value (in thousands) $ 9,429

Options Exercisable
Number of
Options
Exercisable
March 31, 2005

Weighted
Average
Exercise Price

Weighted 
Average Fair
Value

Range of Exercise Prices:
$3.00 - $8.00 2,741 $ 6.49 $ 3.67
$8.01 - $8.25 1,860 $ 8.25 $ 5.05
$8.26 - $8.50 2,212 $ 8.47 $ 5.31
$8.51 - $9.37 556 $ 8.90 $ 5.33
$9.38 - $14.51 2,116 $ 10.43 $ 5.00

9,485 $ 8.32 $ 4.72

Aggregate intrinsic value (in thousands) $ 8,981

8.            SEGMENT INFORMATION

For 2005, our reportable business segments are well servicing, pressure pumping and fishing and rental.

Well Servicing.  These operations provide a full range of well services, including rig-based services, oilfield
transportation services and other ancillary oilfield services necessary to complete, maintain and workover oil and
natural gas producing wells. Our Argentina operations are included in our well servicing segment. We aggregate our
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operating divisions engaged in well servicing activities into our well servicing reportable segment.

Pressure Pumping. These operations provide well stimulation and cementing services.  Stimulation includes fracturing,
nitrogen services and acidizing services and is used to enhance the production of oil and natural gas wells from
formations which exhibit a restricted flow of oil and / or natural gas.  Cementing services include pumping cement
into a well between the casing and the wellbore.
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Fishing and Rental.  These operations provide services that include �fishing� to recover lost or stuck equipment in a
wellbore through the use of �fishing tools.�  In addition, this segment offers a full line of services and rental equipment
designed for use both on land an offshore for drilling and workover services and includes an inventory consisting of
tubulars, handling tools, pressure-control equipment and power swivels.

We evaluate the performance of our operating segments based on revenue and EBITDA, which is a non-GAAP measure and not disclosed
below. Corporate expenses include general corporate expenses associated with managing all reportable operating segments. Corporate assets
consist principally of cash and cash equivalents, deferred debt financing costs and deferred income tax assets.

The following table sets forth our segment information as of and for the periods ended March 31, 2005 and March 31, 2004, respectively:

Well Servicing
Pressure
Pumping

Fishing and
Rental

Corporate /
Other

Discontinued
Operations Eliminations Total

(in thousands)
As of and for the three
months ended March 31,
2005:
Operating revenues $ 220,333 $ 30,504 $ 20,367 $ � $ � $ � $ 271,204
Gross margin 70,711 13,274 6,761 � � � 90,746
Depreciation and amortization 21,294 2,164 1,449 2,867 � � 27,774
Interest expense 5 (14 ) 6 13,355 � � 13,352
Net income (loss) from
continuing operations 32,200 10,317 3,292 (37,444 ) � � 8,365
Propery, plant and equipment,
net 472,525 50,427 26,561 35,572 � � 585,085
Total assets 913,340 119,418 69,386 665,813 2,125 (454,868 ) 1,315,214
Capital expenditures, excluding
acquisitions (12,358 ) (1,127 ) (469 ) (967 ) � � (14,921 )

Well Servicing
Pressure
Pumping

Fishing and
Rental

Corporate /
Other

Discontinued
Operations Eliminations Total

(in thousands)
As of and for the three
months ended March 31,
2004:
Operating revenues $ 195,229 $ 18,059 $ 18,694 $ � $ � $ � $ 231,982
Gross margin 61,107 3,527 5,696 � � � 70,330
Depreciation and amortization 18,531 1,288 1,353 1,035 � � 22,207
Interest expense 52 (4 ) (2 ) 9,677 � � 9,723
Net income (loss) from
continuing operations 27,658 1,656 3,604 (38,296 ) � � (5,378 )
Propery, plant and equipment,
net 508,999 45,764 28,326 46,313 � � 629,402
Total assets 924,325 106,331 64,631 781,293 88,295 (658,455 ) 1,306,420
Capital expenditures, excluding
acquisitions (6,429 ) (913 ) (115 ) (491 ) � � (7,948 )

Operating revenues for our foreign operations were $17.4 million and $13.2 million for the quarters ended March 31, 2005 and 2004,
respectively. Gross margins for our foreign operations were $5.4 million and $4.5 million for the quarters ended March 31, 2005 and 2004,
respectively.  We have $62.9 million and $54.4 million of identifiable assets related to our foreign operations as of March 31, 2005 and
December 31, 2004, respectively. Capital expenditures for our foreign operations were $2.2 million and $2.3 million for the quarters ended
March 31, 2005 and 2004, respectively.

9.           CONDENSED CONSOLIDATING FINANCIAL STATEMENTS
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Our Senior Notes are guaranteed by substantially all of our domestic subsidiaries, all of which are wholly-owned.  The guarantees are joint and
several, full, complete and unconditional.  There are no restrictions on the ability of subsidiary guarantors to transfer funds to the parent
company.

The accompanying condensed consolidating financial information has been prepared and presented pursuant to SEC Regulation S-X Rule 3-10,
�Financial Statements of Guarantors and Issuers of Guaranteed Securities Registered or Being Registered.�  The information is not intended to
present the financial position, results of operations and cash flows of the individual companies or groups of companies in accordance with
GAAP.

22

Edgar Filing: KEY ENERGY SERVICES INC - Form 10-Q

35



CONDENSED CONSOLIDATING BALANCE SHEETS

March 31, 2005
Parent
Company

Guarantor
Subsidiaries

Non-Guarantor
Subsidiaries Eliminations Consolidated

(in thousands)

Assets:
Current assets $ 151,139 $ 193,130 $ 33,447 $ � $ 377,716
Current assets of discontinued operations � 2,125 � � 2,125
Net property and equipment 35,572 520,882 28,631 � 585,085
Goodwill 3,459 316,528 974 � 320,961
Deferred costs, net 8,093 � � � 8,093
Inter-company receivables 454,868 � � (454,868 ) �
Other assets 12,682 8,552 � � 21,234

TOTAL ASSETS $ 665,813 $ 1,041,217 $ 63,052 $ (454,868 ) $ 1,315,214

Liabilities and equity:
Current liabilities $ 53,042 $ 65,758 $ 17,227 $ � $ 136,027
Current liabilities of discontinued operations � 549 � � 549
 Long-term debt 473,807 � � � 473,807
Capital lease obligations 388 6,229 � � 6,617
Inter-company payables � 393,388 61,480 (454,868 ) �
Deferred tax liability 108,618 90 497 � 109,205
Other long-term liabilities 65,982 10,754 1,205 � 77,941
Stockholders� equity (36,024 ) 564,449 (17,357 ) � 511,068

TOTAL LIABILITIES AND
STOCKHOLDERS� EQUITY $ 665,813 $ 1,041,217 $ 63,052 $ (454,868 ) $ 1,315,214

December 31, 2004
Parent
Company

Guarantor
Subsidiaries

Non-Guarantor
Subsidiaries Eliminations Consolidated

(in thousands)

Assets:
Current assets $ 75,365 $ 190,972 $ 25,728 $ � $ 292,065
Current assets of discontinued operations 18,958 18,958
Net property and equipment 43,392 526,662 27,724 � 597,778
Goodwill 3,459 316,527 956 � 320,942
Deferred costs, net 9,068 � � � 9,068
Inter-company receivables 566,726 � � (566,726 ) �
Other assets 7,723 9,508 � � 17,231
Non-current assets of discontinued operations � 60,580 � � 60,580

TOTAL ASSETS $ 705,733 $ 1,123,207 $ 54,408 $ (566,726 ) $ 1,316,622

Liabilities and equity:
Current liabilities $ 59,784 $ 62,683 $ 17,698 $ � $ 140,165
Current liabilities of discontinued operations 4,938 4,938
Long-term debt 473,870 � � � 473,870
Capital lease obligations 576 6,601 � � 7,177
Inter-company payables � 510,430 56,296 (566,726 ) �
Deferred tax liability 107,168 88 504 � 107,760
Other long-term liabilities 65,030 10,811 1,205 � 77,046
Stockholders� equity (695 ) 527,656 (21,295 ) � 505,666

$ 705,733 $ 1,123,207 $ 54,408 $ (566,726 ) $ 1,316,622
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STOCKHOLDERS� EQUITY
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CONDENSED CONSOLIDATING INCOME STATEMENTS

Three Months Ended March 31, 2005
Parent
Company

Guarantor
Subsidiaries

Non-guarantor
subsidiaries Consolidated

(in thousands)

Revenues $ � $ 253,798 $ 17,406 $ 271,204
Costs and expenses:
Direct expenses � 168,468 11,990 180,458
Depreciation and amortization 2,867 23,867 1,040 27,774
General and administrative expenses 19,778 16,286 (1,126 ) 34,938
Interest 13,355 2 (5 ) 13,352
Loss on early extinguishment of debt 400 � � 400
Other, net (3,203 ) 3,229 323 349
Total costs and expenses 33,197 211,852 12,222 257,271
(Loss) income from continuing operations before income taxes (33,197 ) 41,946 5,184 13,933
Income tax expense (4,247 ) � (1,321 ) (5,568 )
(Loss) income from continuing operations (37,444 ) 41,946 3,863 8,365
Discontinued operations, net of tax � (3,361 ) 0 (3,361 )
NET (LOSS) INCOME $ (37,444 ) $ 38,585 $ 3,863 $ 5,004

Three Months Ended March 31, 2004
Parent
Company

Guarantor
Subsidiaries

Non-guarantor
subsidiaries Consolidated

(in thousands)

Revenues $ � $ 218,797 $ 13,185 $ 231,982
Costs and expenses:
Direct expenses � 152,924 8,728 161,652
Depreciation and amortization 1,035 20,218 954 22,207
General and administrative expenses 14,628 10,550 913 26,091
Interest 9,677 25 21 9,723
Loss on early extinguishment of debt 12,025 � � 12,025
Other, net 1,942 3,206 (25 ) 5,123
Total costs and expenses 39,307 186,923 10,591 236,821
(Loss) income from continuing operations before income taxes (39,307 ) 31,874 2,594 (4,839 )
Income tax expense 1,012 � (1,551 ) (539 )
(Loss) income from continuing operations (38,295 ) 31,874 1,043 (5,378 )
Discontinued operations, net of tax � (186 ) � (186 )
NET (LOSS) INCOME $ (38,295 ) $ 31,688 $ 1,043 $ (5,564 )
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CONDENSED CONSOLIDATING STATEMENTS OF CASH FLOWS

Three Months Ended March 31, 2005
Parent
Company

Guarantor
Subsidiaries

Non-guarantor 
Subsidiaries Consolidated

(in thousands)

Net cash provided by (used in) operating activities $ 76,998 $ (38,267 ) $ 1,971 $ 40,702
Net cash (used in) provided by investing activities (967 ) 37,861 (2,212 ) 34,682
Net cash (used in) provided by financing activities (5,840 ) 2,920 � (2,920 )
Effect of exchange rates on cash � � 192 192
Net increase (decrease) in cash 70,191 2,514 (49 ) 72,656
Cash at beginning of period 18,622 1,068 735 20,425
Cash at end of period $ 88,813 $ 3,582 $ 686 $ 93,081

Three Months Ended March 31, 2004
Parent
Company

Guarantor
Subsidiaries

Non-guarantor 
Subsidiaries Consolidated

(in thousands)

Net cash (used in) provided by operating activities $ (9,384 ) $ 20,656 $ 857 $ 12,129
Net cash (used in) provided by investing activities (491 ) (26,558 ) (2,340 ) (29,389 )
Net cash (used in) provided by financing activities (80,616 ) 3,958 � (76,658 )
Effect of exchange rates on cash � � 425 425
Net (decrease) increase in cash (90,491 ) (1,944 ) (1,058 ) (93,493 )
Cash at beginning of period 100,109 1,802 1,304 103,215
Cash at end of period $ 9,618 $ (142 ) $ 246 $ 9,722

Item 2.  MANAGEMENT�S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND
RESULTS OF OPERATIONS

The following discussion and analysis should be read in conjunction with the accompanying unaudited consolidated financial statements and
related notes as of March 31, 2005 and for the three months ended March 31, 2005 and 2004, included elsewhere herein.

Overview

We believe that we are the leading onshore, rig-based well servicing contractor in the United States.  Since 1994, we have grown rapidly through
a series of over 100 acquisitions, and today we provide a complete range of well services to major oil companies and independent oil and natural
gas production companies; including rig-based well maintenance, workover, well completion, and recompletion services; oilfield transportation
services; fishing and rental services; pressure pumping services; and ancillary oilfield services.

We operate in most major oil and natural gas producing regions of the United States as well as internationally in Argentina, Egypt and Canada. 
However, in 2004 we shut down our operation in Ontario, Canada and our contract in Egypt was completed on June 30, 2005.

We operate in three business segments:

Well Servicing:

We provide a broad range of well services, including rig-based services, oilfield transportation services and ancillary oilfield services.  Our well
service rig fleet is used to perform four major categories of rig services for our customers: (i) maintenance, (ii) workover, (iii) completion, and
(iv) plugging and abandonment services.  Our fluid
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transportation services include: (i) vacuum truck services, (ii) fluid transportation services, and (iii) disposal services for operators whose oil or
natural gas wells produce saltwater and other fluids.  In addition, we are a supplier of frac tanks which are used for temporary storage of fluids
used in conjunction with fluid hauling operations.

Pressure Pumping Services:

We provide a broad range of stimulation and completion services, also known as pressure pumping services.  Our primary services include well
stimulation and cementing services.  Well stimulation includes fracturing, nitrogen and acidizing services.  These services (which may be used
in completion and workover services) are used to enhance the production of oil and natural gas wells from formations which exhibit restricted
flow of oil and natural gas.  In the fracturing process, we typically pump fluid and sized sand, or proppants, into a well at high pressure in order
to fracture the formation and thereby increase the flow of oil and natural gas.  With our cementing services, we pump cement into a well
between the casing and the wellbore.   We provide pressure pumping services in the Permian Basin of Texas, the Barnett Shale of North Texas,
the Mid-Continent region of Oklahoma and in the San Juan Basin.  In addition, we provide cementing services in our California operation.

Fishing & Rental Services:

We provide fishing and rental services in the Gulf Coast, Mid-Continent and Permian Basin regions of the United States, as well as in the
Rockies and California.  Fishing services involve recovering lost or stuck equipment in the wellbore and a �fishing tool� is a downhole tool
designed to recover any such equipment lost in the wellbore.  We also offer a full line of services and rental equipment designed for use both on
land and offshore for drilling and workover services.  Our rental tool inventory consists of tubulars, handling tools, pressure-controlled
equipment, power swivels and foam air units.

Performance Measures

In determining the overall health of the oilfield service industry, we believe that the Baker Hughes U.S. land drilling rig count is the best
barometer of capital spending and activity levels, since this data is made publicly available on a weekly basis.  Historically, our activity levels
have correlated well with the capital spending by oil and natural gas producers.  When commodity prices are strong, capital spending tends to be
high, as illustrated by the Baker Hughes land drilling rig count.  As the following table indicates, the land drilling rig count increased
significantly over the past several quarters as commodity prices, both oil and natural gas, increased.

WTI Cushing
Crude Oil

NYMEX Henry Hub
Natural Gas

Average Baker Hughes
Land Drilling Rigs

  2004:
 First Quarter $ 35.24 $ 5.71 1,021
 Second Quarter $ 38.35 $ 6.16 1,068
 Third Quarter $ 43.87 $ 5.58 1,134
 Fourth Quarter $ 48.30 $ 7.26 1,148

  2005:
 First Quarter $ 49.73 $ 6.50 1,182

Internally, we measure activity levels primarily through our rig and trucking hours.  As capital spending by oil and natural gas producers
increases, demand for our services also rises, resulting in increased rig and trucking services and more hours worked.  Conversely, when activity
levels decline due to lower spending by oil and natural gas producers, we provide few rig and trucking services, which results in lower hours
worked.  We publicly release our monthly rig and trucking hours.  The following table presents our quarterly rig and trucking hours from 2004
through the first quarter of 2005.
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Rig Hours Trucking Hours
  2004:
  First Quarter 584,897 729,020
  Second Quarter 609,116 718,003
  Third Quarter 626,556 690,542
  Fourth Quarter 600,217 664,283
Total 2004: 2,420,786 2,801,848

2005:
  First Quarter 621,228 641,841

Results of Operations

Key Energy Services, Inc.

Condensed Consolidated Statements of Operations

(In thousands, except per share data)

(Unaudited)

Three Months Ended March 31,
2005 2004

REVENUES:
Well servicing $ 220,333 $ 195,229
Pressure pumping 30,504 18,059
Fishing and rental 20,367 18,694
Total revenues 271,204 231,982

COSTS AND EXPENSES:
Well servicing 149,622 134,122
Pressure pumping 17,230 14,532
Fishing and rental 13,606 12,998
Depreciation and amortization 27,774 22,207
General and administrative 34,938 26,091
Interest expense 13,352 9,723
Loss on early extinguishment of debt 400 12,025
Loss on sale of assets 725 5,329
Interest income (424 ) (45 )
Other, net 48 (161 )
Total costs and expenses, net 257,271 236,821

Income (loss) from continuing operations before income taxes 13,933 (4,839 )
Income tax expense (5,568 ) (539 )
INCOME (LOSS) FROM CONTINUING OPERATIONS 8,365 (5,378 )

Discontinued operations, net of tax (expense) benefit of $(4,590) and $83 for the three months
ended March 31, 2005, and March 31, 2004, respectively (3,361 ) (186 )
NET INCOME (LOSS) $ 5,004 $ (5,564 )

Three Months Ended March 31, 2005 Compared to Three Months Ended March 31, 2004

Revenue:
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Well Servicing:  Well servicing revenues increased 12.9% to $220.3 million for the quarter ended March 31, 2005
compared to revenue of $195.2 million for the quarter ended March 31, 2004.  The increase in revenue is largely
attributable to higher pricing for the Company�s services and higher rig hours, offset somewhat by lower trucking
hours.  For the March 2005 quarter, the Company�s composite segment revenue to total hours (as defined as rig hours
plus trucking hours) was approximately $174 per hour compared to approximately $149 per hour for the March 2004
quarter.   Rig hours for the Company increased 6.2% from 584,897 in the March 2004 quarter to 621,228 in the March
2005 quarter while the Company�s trucking hours decreased 12.0% from 729,020 in the
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March 2004 quarter to 641,841 in the March 2005 quarter.  The increase in rig hours is due to higher demand for well maintenance and
workover services while the decline in trucking hours is due primarily to lost market share.

Pressure Pumping Services: Pressure pumping services (�PPS�) segment revenues increased 68.9% to $30.5 million for the
quarter ended March 31, 2005 compared to revenue of $18.1 million for the quarter ended March 31, 2004.  The
increase in revenue is attributable to incremental pressure pumping equipment, higher activity levels and higher
pricing for the Company�s services.  The Company exited the March 2005 quarter with approximately 110,000
horsepower of pumping equipment as compared to approximately 97,000 at the end of the March 2004 quarter.  The
Company�s pressure pumping segments performs several different services including fracturing, cementing, acidizing,
nitrogen services, abandonment and other miscellaneous jobs.  Generally, the fracturing and cementing jobs represent
the substantial majority of the segments revenue.   Fracturing jobs totaled 304 in the March 2004 quarter compared to
304 in the March 2005 quarter while cementing jobs totaled 177 in the March 2004 quarter compared to 309 in the
March 2005 quarter.

Fishing and Rental Services: Fishing and rental services (�FRS�) segment revenues for the quarter ended March 31, 2005
increased 8.9% to $20.4 million compared to revenue of $18.7 million for the quarter ended March 31, 2004. The
increase was due to stronger market conditions and higher activity levels.

Direct Costs:

Well Servicing:  Well servicing direct costs increased 11.6% to $149.6 million for the quarter ended March 31, 2005
compared to $134.1 million for the quarter ended March 31, 2004.  The increase in direct costs is largely attributable
to higher labor and equipment costs, including higher wages, higher repair and maintenance expense, higher insurance
costs, higher fuel expense and higher supplies expense.  The increase in these costs is primarily due to higher activity
levels.  Direct costs as a percent of total well servicing segment revenue was flat, totaling 67.9% for the quarter ended
March 31, 2005 compared to 68.7% for the quarter ended March 31, 2004.

Pressure Pumping:  PPS direct costs increased 18.6% to $17.2 million for the quarter ended March 31, 2005 compared to
$14.5 million for the quarter ended March 31, 2004.  The increase in direct costs is largely attributable to increased
sand and chemical purchases as well as higher labor costs and higher repair and maintenance expense.  The increase in
direct costs is primarily the result of increased demand for the Company�s services.  Direct costs as a percent of total
PPS segment revenue improved to 56.5% for the quarter ended March 31, 2005 compared to 80.5% for the quarter
ended March 31, 2004.

Fishing and Rental Services:  FRS direct costs increased 4.7% to $13.6 million for the quarter ended March 31, 2005
compared to $13.0 million for the quarter ended March 31, 2004.  The increase in direct costs is largely attributable to
higher labor costs which are the result of increased demand for the Company�s services.  Direct costs as a percent of
total FRS segment revenue improved to 66.8% for the quarter ended March 31, 2005 compared to 69.5% for the
quarter ended March 31, 2004.

General and Administrative Expense:

General and administrative (�G&A�) expenses increased 33.9% to $34.9 million for the quarter ended March 31, 2005 compared to $26.1 million
for the quarter ended March 31, 2004.  The increase in G&A expenses is primarily attributable to higher professional fees associated with the
Company�s restatement process as well as higher salaries expense associated with increased personnel.  G&A expense as a percent of revenue for
the quarter ended March 31, 2005 totaled 12.9% compared to 11.2% for the quarter ended March 31, 2004.

Interest Expense:

Interest expense increased 37.3% to $13.4 million for the quarter ended March 31, 2005 compared to $9.7 million for the quarter ended March
31, 2004.  The increase is primarily attributable to consent and waiver fees paid to our debt holders in consideration for our inability to timely
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file our audited financial statements. Interest expense as a percent of revenue for the quarter ended March 31, 2005 totaled 4.9% compared to
4.2% for the quarter ended March 31, 2004.
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Depreciation Expense:

Depreciation expense increased 25.1% to $27.8 million for the quarter ended March 31, 2005 compared to $22.2 million for the quarter ended
March 31, 2004. The increase is primarily attributable to a greater fixed asset base which is due to increased capital expenditures. For the quarter
ended March 31, 2005, the Company spent approximately $14.9 on capital expenditures as compared to $7.9 million for the quarter ended
March 31, 2004. Depreciation expense as a percent of revenue for the quarter ended March 31, 2005 totaled 10.2% compared to 9.6% for the
quarter ended March 31, 2004.

Income Taxes:

Our income tax expense from continuing operations was $5.6 million and $0.5 million for the three months ended March 31, 2005 and 2004,
respectively. Our effective tax rate for those same periods was 40.0% and (11.1%) respectively. The differences between the rates between
periods relate largely to nondeductible expense for executive compensation and other nondeductible items. Differences between the statutory
rate and the effective rate are due primarily to state and foreign income taxes and nondeductible expenditures.

Liquidity and Capital Resources

We have historically funded our operations, including capital expenditures, from cash flow from operations and have funded growth
opportunities, including acquisitions, through bank borrowings and the issuance of equity and long-term debt. In recent years, we have pursued a
strategy of repaying indebtedness and have accomplished this objective by using cash generated by operations and cash proceeds from asset
sales.

We believe that our current reserves of cash and cash equivalents, availability under our revolving credit facility, and internally generated cash
flow from operations are sufficient to finance the cash requirements of our current and future operations, including our capital expenditure
budget. As of March 31, 2005, we had $93.1 million in cash and $65.0 million of availability under our revolving credit facility.

Cash Flow

Our net cash provided by operating activities for the quarter ended March 31, 2005, totaled $40.7 million compared to $12.1 million for the
quarter ended March 31, 2004. The increase in cash flow from operating activities is due primarily to higher deferred taxes and higher net
income. Our net cash provided by investing activities for the quarter ended March 31, 2005 totaled $34.7 million compared to cash used of $29.4
million for the quarter ended March 31, 2004. The increase in cash flow used in investing activities is due to cash received from the sale of our
land drilling assets. Our net cash used in financing activities for the quarter ended March 31, 2005 totaled $2.9 million compared to $76.7
million for the quarter ended March 31, 2004. The Company repaid all the $97.5 million outstanding principal amount of the 14% Senior
Subordinated Notes on January 15, 2004.

CRITICAL ACCOUNTING POLICIES AND ESTIMATES

Critical Accounting Policies

Our Accounting Department is responsible for the development and application of our accounting policies and internal control procedures. It
reports to the Chief Financial Officer.

The process and preparation of our financial statements in conformity with GAAP requires our management to make certain estimates,
judgments and assumptions, which may affect reported amounts of our assets and liabilities, disclosures of contingencies at the balance sheet
date, the amounts of revenues and expenses recognized during the reporting period and the presentation of our statement of cash flows for the
period ended. We may record materially different amounts if these estimates, judgments and assumptions change or if actual results differ.
However, we analyze our estimates, assumptions and judgments based on our historical experience and various other factors that we believe to
be reasonable under the circumstances.

As such, we have identified the following critical accounting policies that require a significant amount of
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estimation and judgment to accurately present our financial position, results of operations and statement of cash flows:

•  Estimate of reserves for workers� compensation, vehicular liability and other self-insured retentions;

•  Accounting for contingencies;

•  Accounting for income taxes;

•  Estimate of fixed asset depreciable lives; and

•  Valuation of tangible and intangible assets.

Workers� Compensation, Vehicular Liability and Other Insurance Reserves

Well servicing and workover operations expose our employees to hazards generally associated with the oilfield. Heavy lifting, moving
equipment and slippery surfaces can cause or contribute to accidents involving our employees and third parties who may be present at a site.
Environmental conditions in remote domestic oil and gas basins range from extreme cold to extreme heat, from heavy rain to blowing dust.
Those conditions can also lead to or contribute to accidents. Our business activities incorporate significant numbers of fluid transport trucks,
other oilfield vehicles and supporting rolling stock that move on public and private roads. Vehicle accidents are a significant risk for us. We also
conduct contract drilling operations, which present additional hazards inherent in the drilling of wells such as blowouts, explosions and fires,
which could result in loss of hole, damaged equipment and personal injury.

As a contractor, we also enter into master service agreements with our customers. These agreements subject us to potential contractual liabilities
common in the oilfield.

All of these hazards and accidents could result in damage to our property or a third party�s property and injury or death to our employees or third
parties. Although we purchase insurance to protect against large losses, much risk is retained in the form of large deductibles or self-insured
retentions.

The occurrence of an event not fully insured or indemnified against, or the failure of a customer or insurer to meet its indemnification or
insurance obligations, could result in substantial losses. In addition, there can be no assurance that insurance will be available to cover any or all
of these risks, or that, if available, it could be obtained without a substantial increase in premiums. It is possible that, in addition to higher
premiums, future insurance coverage may be subject to higher deductibles and coverage restrictions.

Based on the risks discussed above, we estimate our liability arising out of potentially insured events, including workers� compensation,
employer�s liability, vehicular liability, and general liability, and record accruals in our consolidated financial statements. Reserves related to
insurance are based on the specific facts and circumstances of the insured event and our past experience with similar claims. Loss estimates for
individual claims are adjusted based upon actual claim judgments, settlements and reported claims. The actual outcome of these claims could
differ significantly from estimated amounts.

We are largely self-insured for physical damage to our equipment, automobiles, and rigs. Our accruals that we maintain on our consolidated
balance sheet relate to these deductibles and self-insured retentions, which we estimate through the use of historical claims data and trend
analysis. The actual outcome of any claim could differ significantly from estimated amounts. We adjust loss estimates in the calculation of these
accruals, based upon actual claim settlements and reported claims.

Accounting for Contingencies

In addition to our workers� compensation, vehicular liability and other self-insurance reserves, we record other loss contingencies, which relate to
numerous lawsuits, claims, proceedings and tax-related audits in the normal course of our operations on our consolidated balance sheet. In
accordance with Statement of Financial Accounting Standards No. 5, �Accounting for Contingencies,� we record a loss contingency for these
matters when it is probable that a liability has been incurred and the amount of the loss can be reasonably estimated. We review our loss
contingencies routinely to ensure that we have appropriate reserves recorded on the balance sheet. We adjust these
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reserves based on estimates and judgments made by management with respect to the likely outcome of these matters, including the effect of any
applicable insurance coverage for litigation matters. Our estimates and judgment could change based on new information, changes in laws or
regulations, changes in management�s plans or intentions, the outcome of legal proceedings, settlements or other factors. If different estimates
and judgments were applied with respect to these matters, it is likely that reserves would be recorded for different amounts. Actual results could
vary materially from these reserves.

We record liabilities when environmental assessment indicates that site remediation efforts are probable and the costs can be reasonably
estimated. We measure liabilities based, in part, on relevant past experience, currently enacted laws and regulations, existing technology,
site-specific costs and cost-sharing arrangements. Recognition of any joint and several liability is based upon our best estimate of our final
pro-rata share of such liability. These assumptions involve the judgments and estimates of management and any changes in assumptions could
lead to increases or decreases in our ultimate liability, with any such changes recognized immediately in earnings.

Under the provisions of Statement of Financial Accounting Standards No. 143 �Accounting for Asset Retirement Obligations,� we record legal
obligations to retire tangible, long-lived assets on our balance sheet as liabilities, which are recorded at a discount when we incur the liability.
Significant judgment is involved in estimating our future cash flows associated with such obligations, as well as the ultimate timing of the cash
flows. If our estimates on the amount or timing of the cash flows change, the change may have a material impact on our results of operations.

Accounting for Income Taxes

We follow Statement of Financial Accounting Standards No. 109, �Accounting for Income Taxes,� which requires that we account for deferred
income taxes using the asset and liability method and provide income taxes for all significant temporary differences. Management determines
our current tax liability as well as taxes incurred as a result of current operations, yet deferred until future periods. Current taxes payable
represent our liability related to our income tax return for the current year, while net deferred tax expense or benefit represents the change in the
balance of deferred tax assets and liabilities reported on our consolidated balance sheets. Management estimates the changes in both deferred tax
assets and liabilities using the basis of assets and liabilities for financial reporting purposes and for enacted rates that management estimates will
be in effect when the differences reverse. Further, management makes certain assumptions about the timing of temporary tax differences for the
differing treatment of certain items for tax and accounting purposes or whether such differences are permanent.

We establish valuation allowances to reduce deferred tax assets if we determine that it is more likely than not (e.g., a likelihood of more than
50%) that some portion or all of the deferred tax assets will not be realized in future periods. To assess the likelihood, we use estimates and
judgment regarding our future taxable income, as well as the jurisdiction in which this taxable income is generated, to determine whether a
valuation allowance is required. Such evidence can include our current financial position, our results of operations, both actual and forecasted
results, the reversal of deferred tax liabilities, and tax planning strategies as well as the current and forecasted business economics of our
industry. As a result, we can give no assurance that loss carryforwards will be realized or available in the future. Additionally, we record
reserves for uncertain tax positions that are subject to management judgment related to the resolution of the tax positions and completion audits
by tax authorities in the domestic and international tax jurisdictions in which we operate.

Estimate of Depreciable Lives

We use the estimated depreciable lives of our long-lived assets, such as rigs, heavy duty trucks, trailers, etc., to compute depreciation expense, to
estimate future asset retirement obligations and to conduct impairment tests. We base the estimate of our depreciable lives on a number of
factors, such as the environment in which the assets operate, industry factors including forecasted prices and competition, and the assumption
that we provide the appropriate amount of capital expenditures while the asset is in operation to maintain economical operation of the asset and
prevent untimely demise to scrap.

We depreciate our operational assets over their depreciable lives to their salvage value, which is generally
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10% of the acquisition cost. We recognize a gain or loss upon ultimate disposal of the asset.

We periodically analyze our estimates of the depreciable lives of our fixed assets to determine if the depreciable periods and salvage value
continue to be appropriate. We also analyze useful lives and salvage value when events or conditions occur that could shorten the remaining
depreciable life of the asset. We review the depreciable periods and salvage values for reasonableness, given current conditions. As a result, our
depreciation expense is based upon estimates of depreciable lives of the fixed assets, the salvage value and economic factors, all of which
require management to make significant judgments and estimates. If we determine that the depreciable lives should be shorter than originally
estimated, depreciation expense may increase and impairments in the carrying values of our fixed assets may result.

Valuation of Tangible and Intangible Assets

On at least an annual basis as required by Statement of Financial Accounting Standards No. 142, �Goodwill and Other Intangible Assets� and as
required by Financial Accounting Standards No. 144, �Accounting for the Impairment or Disposal of Long-Lived Assets,� we review long-lived
assets, such as well-service rigs, drilling rigs, pressure pumping equipment, heavy duty trucks, investments, goodwill and noncompete
agreements to evaluate whether our long-lived assets or goodwill may have been impaired.

Impairment tests may be required annually, as with goodwill, or as management identifies certain trigger events such as negative industry or
economic trends, changes in our business strategy, and underperformance relative to historical or projected operating results. To perform an
impairment test, we make judgments, estimates and assumptions regarding long-term forecasts of revenues and expenses relating to assets
subject to review or, in the case of goodwill, to our reporting units. Market conditions, energy prices, estimated depreciable lives of the assets,
discount rate assumptions and legal factors impact our operations and have a significant effect on the estimates of management. Using different
judgments, these estimates could differ significantly and actual financial results could differ materially from these estimates. These long-term
forecasts are used in the impairment tests to determine if an asset�s carrying value is recoverable or if a write-down to fair value is required.

Financial Accounting Standards Affecting This Report

SFAS 132.            In December 2003, the Financial Accounting Standards Board (�FASB�) released Statement of Financial Accounting Standards
No. 132 (revised 2003), �Employers� Disclosures about Pensions and Other Postretirement Benefits� (�SFAS 132�). The revised standard requires
disclosures for pensions and other postretirement benefit plans and replaces existing pension disclosure requirements. While we adopted the new
disclosure requirements as of December 31, 2003, we do not have pension or postretirement benefit plans, other than our 401(k) plan.

SFAS 149.           In April 2003, the FASB issued Statement of Financial Accounting Standards No. 149, �Amendment of SFAS No. 133 on
Derivative Instruments and Hedging Activities,� (�SFAS 149�) which clarifies and amends various issues related to derivatives and financial
instruments addressed in SFAS 133 and interpretations issued by the Derivatives Implementation Group. In particular, SFAS 149: (1) clarifies
when a contract with an initial net investment meets the characteristics of a derivative; (2) clarifies when a derivative contains a financing
component that should be recorded as a financing transaction on the balance sheet and the statement of cash flows; (3) amends the definition of
an �underlying� in SFAS 133 to conform to the language used in FIN 45; and (4) clarifies other derivative concepts. SFAS 149 is applicable to all
contracts entered into or modified after June 30, 2003 and to all hedging relationships designated after June 30, 2003. The adoption of this
standard did not materially impact our financial statements.

SFAS 150.           In May 2003, the FASB issued Statement of Financial Accounting Standards No. 150, �Accounting for Certain Financial
Instruments with Characteristics of Both Liabilities and Equity,� (�SFAS 150�) which establishes how an issuer classifies and measures certain
financial instruments with characteristics of both liabilities and equity. Instruments that have an unconditional obligation requiring the issuer to
redeem the instrument by transferring an asset at a specified date are required to be classified as liabilities on the balance sheet. Instruments that
require the issuance of a variable number of equity shares by the issuer generally do not have the risks associated with equity instruments and as
such should also be classified as liabilities on the balance sheet. SFAS 150
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was effective for contracts in existence or created or modified for the first interim period beginning after June 15, 2003. The adoption of this
standard did not materially impact our financial statements.

FIN 46R.              In January 2003, the FASB issued Financial Interpretation No. 46, �Consolidation of Variable Interest Entities�An
Interpretation of ARB No. 51� (�FIN 46�). In December 2003, the FASB issued the updated and final interpretation FIN 46 (�FIN 46R�). FIN 46R
requires that an equity investor in a variable interest entity have significant equity at risk (generally a minimum of 10%, which is an increase
from the 3% required under previous guidance) and hold a controlling interest, evidenced by voting rights, and absorb a majority of the entity�s
expected losses, receive a majority of the entity�s expected returns, or both. If the equity investor is unable to evidence these characteristics, the
entity that retains these ownership characteristics will be required to consolidate the variable interest entity as the primary beneficiary. FIN 46R
was applicable immediately to variable interest entities created or obtained after March 15, 2004. The adoption of this interpretation did not
materially impact our financial statements.

Item 3.  QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISKS

There have been no material changes in our quantitative and qualitative disclosures about market risks from those disclosed in our 2006 Annual
Report on Form 10-K. More detailed information concerning market risk can be found in Item 7A. �Quantitative and Qualitative Disclosures
about Market Risks� in our 2006 Annual Report on Form 10-K dated as of, and filed with the SEC on, August 13, 2007.

Item 4.  CONTROLS AND PROCEDURES

Disclosure Controls and Procedures

We maintain a set of disclosure controls and procedures that are designed to provide reasonable assurance that information required to be
disclosed in our reports filed under the Exchange Act is recorded, processed, summarized, and reported within the time periods specified in the
SEC�s rules and forms. Disclosure controls and procedures include, without limitation, controls and procedures designed to ensure that
information required to be disclosed by us in the reports that we file or submit under the Exchange Act is accumulated and communicated to the
Company�s management, including the Company�s Chairman and Chief Executive Officer and Chief Financial Officer, as appropriate to allow
timely decisions regarding required disclosure.

The Company�s management, with the participation of the Company�s Chairman and Chief Executive Officer and Chief Financial Officer, has
evaluated the effectiveness of the Company�s disclosure controls and procedures (as such term is defined in Rules 13a-15(e) and 15d-15(e) under
the Exchange Act) as of the end of the period covered by this report. Based on such evaluation and the identification of the material weaknesses
in internal control over financial reporting as disclosed in our Annual Report on Form 10-K for the year ended December 31, 2006, the
Company�s Chairman and Chief Executive Officer and Chief Financial Officer have concluded that, as of December 31, 2006 and March 31,
2005, our disclosure controls and procedures were not effective.

We believe that, based on the substantive procedures we have performed in connection with the preparation of the consolidated financial
statements contained in our Annual Report on Form 10-K, our consolidated financial statements as of and for the year ended December 31,
2006, including quarterly periods, are fairly presented accordance with GAAP. See Item 9A. �Controls and Procedures,� included in our Annual
Report on Form 10-K for the year ended December 31, 2006 for a complete discussion of material weaknesses of internal control over financial
reporting identified for the year ended December 31, 2006.

Changes in Internal Control over Financial Reporting

We believe that there have been changes in our internal control over financial reporting during the period from January 1, 2004 to December 31,
2006 that have materially affected or are reasonably likely to materially affect, our internal control over financial reporting.   However, in light
of the delayed filing of this report, it is impracticable for us to identify the changes that may have occurred within the quarter covered by this
report.  Please
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refer to Item 9A. �Controls and Procedures� in our 2006 Annual Report on Form 10-K for a description of material weaknesses in internal control
over financial reporting as of December 31, 2006.
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PART II � OTHER INFORMATION

Item 1.  LEGAL PROCEEDINGS

Please refer to Item 3. �Legal Proceedings� included in our 2006 Annual Report on Form 10-K, which section is incorporated herein by reference
and filed as Exhibit 99.1 to this report.

Item 1A.  RISK FACTORS

There have been no material changes in our risk factors from those disclosed in our 2006 Annual Report on Form 10-K dated as of, and filed
with the SEC on August 13, 2007. For a discussion of our risk factors, see Item 1A. �Risk Factors� in our 2006 Annual Report on Form 10-K
dated as of, and filed with the Commission on, August 13, 2007.

Item 2.  UNREGISTERED SALES OF EQUITY SECURITIES AND USE OF PROCEEDS

None.

Item 3.  DEFAULTS UPON SENIOR SECURITIES

None.

Item 4.  SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

None.

Item 5.  OTHER INFORMATION

None.

Item 6.  EXHIBITS

3.1 Articles of Restatement of the Company. (Incorporated by reference to Exhibit 3.1 of the Company�s Annual Report on Form 10-K
for the fiscal year ended December 31, 2006, File No. 1-8038.)

3.2 Unanimous consent of the Board of Directors of the Company dated January 11, 2000, limiting the designation of the additional
authorized shares to common stock. (Incorporated by reference to Exhibit 3.2 of the Company�s Quarterly Report on Form 10-Q for
the quarter ended March 31, 2000, File No. 1-8038.)

3.3 Second Amended and Restated By-laws of Key Energy Services, Inc. (Incorporated by reference to Exhibit 3.1 of the Company�s
Form 8-K filed on September 22, 2006, File No. 1-8038.)

4.1 Warrant Agreement dated as of January 22, 1999 between the Company and the Bank of New York, a New York banking
corporation as warrant agent. (Incorporated by reference to Exhibit 99(b) of the Company�s Form 8-K filed on February 3, 1999,
File No. 1-8038.)
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4.2 Warrant Registration Rights Agreement dated January 22, 1999, by and among the Company and Lehman Brothers Inc., Bear,
Stearns & Co., Inc., F.A.C. / Equities, a division of First Albany Corporation, and Dain Rauscher Wessels, a division of Dain
Rauscher Incorporated. (Incorporated by reference to Exhibit 99(e) of the Company�s Form 8-K filed on February 3, 1999, File
No. 1-8038.)

4.3 First Supplemental Indenture dated as of March 1, 2002 among the Registrant, the Guarantors (as defined therein) and U.S. Bank
National Association. (Incorporated by reference to Exhibit 4.1 of the Company�s Current Report on Form 8-K dated March 1,
2002, File No. 1-8038.)

4.4 First Supplemental Indenture to the Indenture dated May 9, 2003, dated as of May 14, 2003 between the Company and U.S. Bank
National Association, as Trustee. (Incorporated by reference to Exhibit 4.1 of the Company�s Current Report on Form 8-K dated
May 14, 2003, File No. 1-8038.)

4.5 Consent Solicitation Statement of the Company dated July 6, 2004, regarding the solicitation of consents from the holders of its
outstanding 6.375% senior notes due 2013 and 8.375% senior notes due 2008. (Incorporated by reference to Exhibit 99.2 of the
Company�s Current Report on Form 8-K dated July 7, 2004, File No. 1-8038.)

4.6 Second Supplemental Indenture, dated as of July 12, 2004, between the Company and U.S. Bank National Association, as Trustee.
(Incorporated by reference to Exhibit 4.2 of the Company�s Current Report on Form 8-K dated October 19, 2006, File No. 1-8038.)

4.7 Fourth Supplemental Indenture, dated as of July 12, 2004, among the Company, the Guarantors (as defined therein) and U.S. Bank
National Association, as Trustee. (Incorporated by reference to Exhibit 4.3 of the Company�s Current Report on Form 8-K dated
October 19, 2006, File No. 1-8038.)

4.8 Supplement to July 6, 2004 Consent Solicitation Statement of the Company, dated July 15, 2004 regarding the solicitation of
consents from the holders of its outstanding 6.375% senior notes due 2013 and 8.375% senior notes due 2008. (Incorporated by
reference to Exhibit 99.3 of the Company�s Current Report on Form 8-K dated July 16, 2004, File No. 1-8038.)

4.9 Third Supplemental Indenture, dated as of July 19, 2004, between the Company and U.S. Bank National Association, as Trustee.
(Incorporated by reference to Exhibit 4.4 of the Company�s Current Report on Form 8-K dated October 19, 2006, File No. 1-8038.)

4.10 Fifth Supplemental Indenture, dated as of July 19, 2004, among the Company, the Guarantors (as defined therein) and U.S. Bank
National Association, as Trustee. (Incorporated by reference to Exhibit 4.5 of the Company�s Current Report on Form 8-K dated
October 19, 2006, File No. 1-8038.)

4.11 Consent Solicitation Statement of Key Energy Services, Inc. dated January 7, 2005, regarding the solicitation of consents from the
holders of its outstanding 6.375% senior notes due 2013 and 8.375% senior notes due 2008. (Incorporated by reference to
Exhibit 99.2 of the Company�s Current Report on Form 8-K dated January 7, 2005, File No. 1-8038.)

4.12 Fourth Supplemental Indenture dated as of January 19, 2005, among Key Energy Services, Inc., the guarantors party thereto and
U.S. Bank National Association, as Trustee, with respect to the Company�s 6.375% senior notes due 2008. (Incorporated by
reference to Exhibit 4.1 of the Company�s Current Report on Form 8-K dated January 24, 2005, File No. 1-8038.)

4.13 Sixth Supplemental Indenture dated as of January 21, 2005, among Key Energy Services, Inc., the guarantors party thereto and U.S.
Bank National Association, as Trustee, with respect to the Company�s 8.375% senior notes due 2008. (Incorporated by reference to
Exhibit 4.1 of the Company�s Current Report on Form 8-K dated January 24, 2005, File No. 1-8038.)
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4.14 Fifth Supplemental Indenture dated as of April 5, 2005, among Key Energy Services, Inc., the guarantors party thereto and U.S.
Bank National Association, as Trustee, with respect to the Company�s 6.375% senior notes due 2013. (Incorporated by reference to
Exhibit 4.2 of the Company�s Current Report on Form 8-K dated April 7, 2005.)

4.15 Seventh Supplemental Indenture dated as of April 5, 2005, among Key Energy Services, Inc., the guarantors party thereto and U.S.
Bank National Association, as Trustee, with respect to the Company�s 8.375% senior notes due 2008. (Incorporated by reference to
Exhibit 4.3 of the Company�s Current Report on Form 8-K dated April 7, 2005, File No. 1-8038.)

10.1� Acknowledgment and Waiver by Richard J. Alario dated March 25, 2005 regarding rescinded option grant. (Incorporated by
reference to Exhibit 10.1 of the Company�s Current Report on Form 8-K dated March 29, 2005.)

10.2� Employment Agreement between Key Energy Services, Inc. and William M. �Bill� Austin dated as of March 1, 2005. (Incorporated
by reference to Exhibit 10.1 of the Company�s Current Report on Form 8-K dated March 7, 2005, File No. 1-8038.)

10.3� Employment Agreement between Key Energy Services, Inc. and Newton W. �Trey� Wilson III dated as of January 24, 2005.
(Incorporated by reference to Exhibit 10.1 of the Company�s Current Report on Form 8-K dated January 28, 2005, File No. 1-8038.)

10.4� Acknowledgment and Waiver by Newton W. Wilson III dated March 25, 2005 regarding rescinded option grant (Incorporated by
reference to Exhibit 10.2 of the Company�s Current Report on Form 8-K dated March 29, 2005.)

10.5 First Amendment to Employment Agreement between the Company and Phil Coyne effective as of January 24, 2005. (Incorporated
by reference to Exhibit 10.9 of the Company�s Current Report on Form 8-K dated October 19, 2006, File No. 1-8038.)

10.6 Third Modification of Waiver and Fourth Amendment to Fourth Amended and Restated Credit Agreement dated as of March 30,
2005 by and among the Company, each of the Guarantors (as defined in the Credit Agreement), the Lenders (as defined in the
Credit Agreement), PNC Bank, National Association, as Administrative Agent, PNC Capital Markets, Inc. and Wells Fargo Bank,
National Association (successor-by-merger to Wells Fargo Bank Texas, National Association), as the Co-Lead Arrangers, and
Calyon New York Branch (successor by merger to Credit Lyonnais New York Branch), as the Syndication Agent, JPMorgan Chase
Bank, N.A. and Comerica Bank, as the Co-Documentation Agents. (Incorporated by reference Exhibit 10.1 of the Company�s
Current Report on Form 8-K dated April 5, 2003, File No. 1-8038.)

10.7 Office Lease effective as of January 20, 2005 between Crescent 1301 McKinney, L.P. and Key Energy Services, Inc. (Incorporated
by reference to Exhibit 10.1 of the Company�s Current Report on Form 8-K dated January 26, 2005, File No. 1-8038.)

10.8 First Amendment to Office Lease dated as of March 15, 2005 between Crescent 1301 McKinney, L.P. and Key Energy
Services, Inc. (Incorporated by reference to Exhibit 10.1 of the Company�s Current Report on Form 8-K dated June 30, 2005, File
No. 1-3038.)

31.1* Certification of Chief Executive Officer pursuant to Section 302 of the Sarbanes-Oxley Act of 2002. Filed herewith.

31.2* Certification of Chief Executive Officer pursuant to Section 302 of the Sarbanes-Oxley Act of 2002. Filed herewith.
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32* Certification of Chief Executive Officer and Chief Financial Officer pursuant to Section 18 U.S.C. 1350, as adopted pursuant to
Section 906 of the Sarbanes-Oxley Act of 2002. Filed herewith.

99.1* �Legal Proceedings� section of the Company�s Annual Report on Form 10-K for the fiscal year ended December 31, 2006.

�  Indicates a management contract or compensatory plan, contract or arrangement in which any
Director or any Executive Officer participates.

*  Filed herewith.
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SIGNATURE

Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant has duly caused this report to be signed on its behalf by the
undersigned thereunto duly authorized.

KEY ENERGY SERVICES, INC.
(Registrant)

/s/ Richard J. Alario
By: Richard J. Alario

President and Chief Executive Officer
(Principal Executive Officer)

Date: August 13, 2007
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EXHIBITS INDEX

3.1 Articles of Restatement of the Company. (Incorporated by reference to Exhibit 3.1 of the Company�s Annual Report on Form 10-K
for the fiscal year ended December 31, 2006, File No. 1-8038.)

3.2 Unanimous consent of the Board of Directors of the Company dated January 11, 2000, limiting the designation of the additional
authorized shares to common stock. (Incorporated by reference to Exhibit 3.2 of the Company�s Quarterly Report on Form 10-Q for
the quarter ended March 31, 2000, File No. 1-8038.)

3.3 Second Amended and Restated By-laws of Key Energy Services, Inc. (Incorporated by reference to Exhibit 3.1 of the Company�s
Form 8-K filed on September 22, 2006, File No. 1-8038.)

4.1 Warrant Agreement dated as of January 22, 1999 between the Company and the Bank of New York, a New York banking
corporation as warrant agent. (Incorporated by reference to Exhibit 99(b) of the Company�s Form 8-K filed on February 3, 1999,
File No. 1-8038.)

4.2 Warrant Registration Rights Agreement dated January 22, 1999, by and among the Company and Lehman Brothers Inc., Bear,
Stearns & Co., Inc., F.A.C. / Equities, a division of First Albany Corporation, and Dain Rauscher Wessels, a division of Dain
Rauscher Incorporated. (Incorporated by reference to Exhibit 99(e) of the Company�s Form 8-K filed on February 3, 1999, File
No. 1-8038.)

4.3 First Supplemental Indenture dated as of March 1, 2002 among the Registrant, the Guarantors (as defined therein) and U.S. Bank
National Association. (Incorporated by reference to Exhibit 4.1 of the Company�s Current Report on Form 8-K dated March 1,
2002, File No. 1-8038.)

4.4 First Supplemental Indenture to the Indenture dated May 9, 2003, dated as of May 14, 2003 between the Company and U.S. Bank
National Association, as Trustee. (Incorporated by reference to Exhibit 4.1 of the Company�s Current Report on Form 8-K dated
May 14, 2003, File No. 1-8038.)

4.5 Consent Solicitation Statement of the Company dated July 6, 2004, regarding the solicitation of consents from the holders of its
outstanding 6.375% senior notes due 2013 and 8.375% senior notes due 2008. (Incorporated by reference to Exhibit 99.2 of the
Company�s Current Report on Form 8-K dated July 7, 2004, File No. 1-8038.)

4.6 Second Supplemental Indenture, dated as of July 12, 2004, between the Company and U.S. Bank National Association, as Trustee.
(Incorporated by reference to Exhibit 4.2 of the Company�s Current Report on Form 8-K dated October 19, 2006, File No. 1-8038.)

4.7 Fourth Supplemental Indenture, dated as of July 12, 2004, among the Company, the Guarantors (as defined therein) and U.S. Bank
National Association, as Trustee. (Incorporated by reference to Exhibit 4.3 of the Company�s Current Report on Form 8-K dated
October 19, 2006, File No. 1-8038.)

4.8 Supplement to July 6, 2004 Consent Solicitation Statement of the Company, dated July 15, 2004 regarding the solicitation of
consents from the holders of its outstanding 6.375% senior notes due 2013 and 8.375% senior notes due 2008. (Incorporated by
reference to Exhibit 99.3 of the Company�s Current Report on Form 8-K dated July 16, 2004, File No. 1-8038.)

4.9 Third Supplemental Indenture, dated as of July 19, 2004, between the Company and U.S. Bank National Association, as Trustee.
(Incorporated by reference to Exhibit 4.4 of the Company�s Current Report on Form 8-K dated October 19, 2006, File No. 1-8038.)
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4.10 Fifth Supplemental Indenture, dated as of July 19, 2004, among the Company, the Guarantors (as defined therein) and U.S. Bank
National Association, as Trustee. (Incorporated by reference to Exhibit 4.5 of the Company�s Current Report on Form 8-K dated
October 19, 2006, File No. 1-8038.)

4.11 Consent Solicitation Statement of Key Energy Services, Inc. dated January 7, 2005, regarding the solicitation of consents from the
holders of its outstanding 6.375% senior notes due 2013 and 8.375% senior notes due 2008. (Incorporated by reference to
Exhibit 99.2 of the Company�s Current Report on Form 8-K dated January 7, 2005, File No. 1-8038.)

4.12 Fourth Supplemental Indenture dated as of January 19, 2005, among Key Energy Services, Inc., the guarantors party thereto and
U.S. Bank National Association, as Trustee, with respect to the Company�s 6.375% senior notes due 2008. (Incorporated by
reference to Exhibit 4.1 of the Company�s Current Report on Form 8-K dated January 24, 2005, File No. 1-8038.)

4.13 Sixth Supplemental Indenture dated as of January 21, 2005, among Key Energy Services, Inc., the guarantors party thereto and U.S.
Bank National Association, as Trustee, with respect to the Company�s 8.375% senior notes due 2008. (Incorporated by reference to
Exhibit 4.1 of the Company�s Current Report on Form 8-K dated January 24, 2005, File No. 1-8038.)

4.14 Fifth Supplemental Indenture dated as of April 5, 2005, among Key Energy Services, Inc., the guarantors party thereto and U.S.
Bank National Association, as Trustee, with respect to the Company�s 6.375% senior notes due 2013. (Incorporated by reference to
Exhibit 4.2 of the Company�s Current Report on Form 8-K dated April 7, 2005.)

4.15 Seventh Supplemental Indenture dated as of April 5, 2005, among Key Energy Services, Inc., the guarantors party thereto and U.S.
Bank National Association, as Trustee, with respect to the Company�s 8.375% senior notes due 2008. (Incorporated by reference to
Exhibit 4.3 of the Company�s Current Report on Form 8-K dated April 7, 2005, File No. 1-8038.)

10.1� Acknowledgment and Waiver by Richard J. Alario dated March 25, 2005 regarding rescinded option grant. (Incorporated by
reference to Exhibit 10.1 of the Company�s Current Report on Form 8-K dated March 29, 2005.)

10.2� Employment Agreement between Key Energy Services, Inc. and William M. �Bill� Austin dated as of March 1, 2005. (Incorporated
by reference to Exhibit 10.1 of the Company�s Current Report on Form 8-K dated March 7, 2005, File No. 1-8038.)

10.3� Employment Agreement between Key Energy Services, Inc. and Newton W. �Trey� Wilson III dated as of January 24, 2005.
(Incorporated by reference to Exhibit 10.1 of the Company�s Current Report on Form 8-K dated January 28, 2005, File No. 1-8038.)

10.4� Acknowledgment and Waiver by Newton W. Wilson III dated March 25, 2005 regarding rescinded option grant (Incorporated by
reference to Exhibit 10.2 of the Company�s Current Report on Form 8-K dated March 29, 2005.)

10.5 First Amendment to Employment Agreement between the Company and Phil Coyne effective as of January 24, 2005. (Incorporated
by reference to Exhibit 10.9 of the Company�s Current Report on Form 8-K dated October 19, 2006, File No. 1-8038.)
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10.6 Third Modification of Waiver and Fourth Amendment to Fourth Amended and Restated Credit Agreement dated as of March 30,
2005 by and among the Company, each of the Guarantors (as defined in the Credit Agreement), the Lenders (as defined in the
Credit Agreement), PNC Bank, National Association, as Administrative Agent, PNC Capital Markets, Inc. and Wells Fargo Bank,
National Association (successor-by-merger to Wells Fargo Bank Texas, National Association), as the Co-Lead Arrangers, and
Calyon New York Branch (successor by merger to Credit Lyonnais New York Branch), as the Syndication Agent, JPMorgan Chase
Bank, N.A. and Comerica Bank, as the Co-Documentation Agents. (Incorporated by reference Exhibit 10.1 of the Company�s
Current Report on Form 8-K dated April 5, 2003, File No. 1-8038.)

10.7 Office Lease effective as of January 20, 2005 between Crescent 1301 McKinney, L.P. and Key Energy Services, Inc. (Incorporated
by reference to Exhibit 10.1 of the Company�s Current Report on Form 8-K dated January 26, 2005, File No. 1-8038.)

10.8 First Amendment to Office Lease dated as of March 15, 2005 between Crescent 1301 McKinney, L.P. and Key Energy
Services, Inc. (Incorporated by reference to Exhibit 10.1 of the Company�s Current Report on Form 8-K dated June 30, 2005, File
No. 1-3038.)

31.1* Certification of Chief Executive Officer pursuant to Section 302 of the Sarbanes-Oxley Act of 2002. Filed herewith.

31.2* Certification of Chief Financial Officer pursuant to Section 302 of the Sarbanes-Oxley Act of 2002. Filed herewith.

32* Certification of Chief Executive Officer and Chief Financial Officer pursuant to Section 18 U.S.C. 1350, as adopted pursuant to
Section 906 of the Sarbanes-Oxley Act of 2002. Filed herewith.

99.1* �Legal Proceedings� section of the Company�s Annual Report on Form 10-K for the fiscal year ended December 31, 2006.

�  Indicates a management contract or compensatory plan, contract or arrangement in which any
Director or any Executive Officer participates.

*  Filed herewith.
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