
EDITOR’S NOTE: This is the second
of a 3-part series of articles on risk al-
location and insurance provisions of
offshore drilling contracts. The first
segment, which appeared in the Janu-
ary/February 1999 edition of DRILLING

CONTRACTOR, dis-
cussed contractu-
al risk allocation
in general, and re-
viewed custom-
ary provisions
addressing liabil-
ity for personnel,
equipment and
property.

A L T H O U G H
P E R S O N N E L ,
equipment and
property risk allo-

cations are among the most important
contractual provisions, other important
risks customarily are addressed in off-
shore drilling contracts. This segment of
the series of articles on contractual risk
allocation and insurance provisions of
offshore drilling contracts reviews the
customary contractual risk allocations
for well loss or damage, pollution, wild
well control, reservoir loss or damage, li-
ability to third parties and war/political
risks in daywork contracts and discusses
the principal differences which arise in
turnkey and footage contracts.

W E L L  R I S K S

Risks related to the well being drilled
pursuant to the contract generally are al-
located to the operator in daywork off-
shore drilling contracts since such risks
traditionally are insured (or retained on
a self-insured basis) by operators
through placement of “Owner’s Extra
Expense” insurance coverage or, in the
case of offshore pollution, by participa-
tion in mutual associations such as
“OIL.” It would be unreasonable to im-
pose well risks upon contractors in day-
work contracts because such risks cus-
tomarily are excluded from the insur-
ance coverage routinely maintained by
contractors and, in circumstances where

contractors are able to obtain supple-
mental insurance for well risks, would re-
sult in uneconomic duplicate insurance,

Specific well risks generally are allocat-
ed as follows:

( I )  W E L L  D A M A G E / L O S S

A fundamental well risk relates to dam-
age or loss of the well being drilled pur-
suant to the contract. Traditionally, day-
work contacts require the operator to as-
sume risk of damage or loss of the well,
with a proviso that the operator may di-
rect the contractor to redrill a well dam-
aged or lost due to the contractor’s negli-
gence at a specified reduced rate. The op-
erator assumes the lion’s share of the
risk while the contractor agrees to accept
a reduced payment to rectify the results
of its negligence.

( I I ) T H E  E N V I R O N M E N T

Pollution and environmental liability are
major components of risk allocation. It
generally is accepted that the contractor
should bear responsibility for pollution/
environmental liability related to “rope,
soap and dope” discharged from the rig.
Technically, this will require the contrac-
tor to extend an indemnity and assume
full responsibility for spills of refuse,
garbage, fuel, lubricants, paint, pipe
dope, waterbased drilling fluids, ballast
and bilge which may be spilled, dumped
or discharged from the drilling unit.

The balance of the pollution and environ-
mental risks generally are absorbed by
the operator in daywork contracts and
the operator’s indemnity customarily
covers responsibility for pollution liabili-
ty (including cleanup and removal) to the
full extent not expressly assumed by the
contractor. In many cases, the contractor
may be required to absorb a limited fi-
nancial liability for pollution which re-
sults from its negligence (perhaps in an
amount sufficient to offset all or part of
the operator’s insurance deductible).

( I I I )  W I L D  W E L L  C O N T R O L

The third well related risk customarily
covered by Owner’s Extra Expense in-
surance relates to wild well control. In
daywork contracts, the operator normal-
ly assumes liability and extends an in-
demnity for the costs of controlling a wild
well, including relief well(s).

R E S E R V O I R  L O S S / D A M A G E

Reservoir loss or damage is a risk tradi-
tionally assumed by operators. Although
the prospects of damaging a productive
reservoir or formation during a drilling
operation are rather remote, the associ-
ated potential liabilities are akin to con-
sequential damages and normally are al-
located to the operator which has a pro-
prietary interest in the reservoir.

T H I R D  P A R T Y  L I A B I L I T Y

One of the most difficult and controver-
sial clauses addresses third party
claims. As discussed in the first install-
ment of this series, the importance of a
third party liability clause will be re-
duced substantially if the parties either
expand the coverage of the indemnities
for their own personnel and property to
include the personnel and property of
their respective subcontractors and oth-
er contractors or utilize a mutual hold
harmless agreement. Viewed in this con-
text, the third party liability or general in-
demnity clause becomes a residual
“catch-all” provision intended to address
liability for losses sustained by “true”
third parties which have not otherwise
been allocated in the contract.

The IADC model contract forms include
the parties’ respective subcontractors
and other contractors within the general
“knock for knock” risk allocation provi-
sions for personnel and equipment. Con-
versely, the CRINE General Conditions of
Contract and Form of Agreement limit
the coverage to the personnel and prop-
erty of the contracting parties, their affil-
iates and the direct subcontractors of the
drilling contractor. In this regard, the
CRINE Guidance Notes include the fol-
lowing observations:

“The reciprocal indemnities between
Company and Contractor relate only to
the parties included in the Company and
Contractor Groups as defined ...”
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“...Third Parties are defined as any party
who is not a member of the Company or
Contractor Groups.”

“The result of the above is that certain
parties, who in many cases will be pres-
ent at some parts of the Worksite, are
Third Parties for the purposes of the In-
demnity Clauses. These include in par-
ticular other contractors of the Company.
On the Contractor side, direct Subcon-
tractors are included in the Contractor
Group but lower tiers of subcontractors
are not included.”

“The reasons for such exclu-
sions are firstly the extreme dif-
ficulty, or impossibility of pro-
viding in contracts of this type
an enforceable mutual hold
harmless to include for all con-
tractors of the Company and all
tiers of subcontractors, taking
into account the current princi-
ple of privity of contract under
English Law. Secondly, the prop-
erty of other Oil Companies
must be addressed on a case by
case basis once specific agree-
ments with such Companies
have been made, as discussed above.”

“It is recognised that this is not necessar-
ily a standard industry position, and the
Parties may wish to extend the definition
of the Company Group to include Compa-
ny’s other contractors, and Contractor
Group to include other tiers of Contrac-
tor’s Subcontractors, if this is their cur-
rent practice. “

Continuing its discussion, the CRINE
Guidance Notes comment upon potential
use of a mutual hold harmless agree-
ment:

“As to worksites where a number of con-
tractors will be working in close proximi-
ty to each other, consideration should be
given both by the company and by the var-
ious contractors involved, to the use of a
stand alone mutual hold harmless agree-
ment, signed by all the relevant parties.
By the use of a suitable document the par-
ties can define their obligations to each
other in respect of a particular project,
thereby simplifying insurance arrange-
ments and minimizing costs.”

Whether the scope of coverage is inclu-
sive or exclusive of the parties’ respec-
tive subcontractors and other contrac-
tors, third party liability clauses take
several forms. They sometimes require
the contractor to extend an indemnity for
third party claims resulting either from
“performance of the contract” or from

contractor’s “acts or omissions” (stan-
dards that bear no relation to fault or cul-
pability). Such clauses may limit the con-
tractor’s responsibility to a stated
amount or the specified limit of the con-
tractor’s liability (Protection and Indem-
nity) insurance coverage, and occasion-
ally provide that the operator shall in-
demnify the contractor for third party
claims which exceed said limit. Other
commonly employed third party liability
provisions state that each party shall be
responsible for the consequences of its

own negligence, or that the respective li-
abilities of the contracting parties in re-
spect of third party claims shall be deter-
mined by the designated applicable law.
Occasionally, proforma contract forms
simply ignore the issue by excluding a
third party liability clause.

None of the foregoing produces a very
satisfactory result. Under the first series
of alternatives, the contractor and its un-
derwriters may be held responsible for
claims of third parties for which they may
not otherwise have any legal liability, a
rather onerous obligation which may be
softened by limiting responsibility to a
designated monetary amount. The alter-
native of holding each contracting party
responsible for the consequences of its
own negligence or providing that appli-
cable law shall determine liability in re-
spect of third party claims certainly ap-
pears fair in concept, but requires a de-
termination of negligence or other legal
liability and will be very difficult to ad-
minister when both parties are charged
with a degree of comparative negligence
or culpability.

Although not entirely satisfactory, an ac-
ceptable approach involves allocation of
responsibility for third party claims on
the basis that the contractor indemnifies
the operator to the extent such claims re-
sult from the contractor’s negligence up
to a stated monetary limit or the specified

insurance limit, with the operator hold-
ing the contractor harmless for such loss-
es which exceed the stated limit of liabili-
ty or are not attributed to contractor’s
negligence. The difficulty with this ap-
proach is the necessity of determining
the presence or absence of negligence as
a prerequisite to risk allocation.

The foregoing discussion illustrates the
complexities associated with third party
liability clauses, which often are among
the most contentious issues in offshore

drilling contract negotiations.
The difficulties surrounding a
fair and objective allocation of
third party exposures under-
score the wisdom of expanding
“knock for knock” indemnities
for property and personnel to
include the property and per-
sonnel of the parties’ respec-
tive subcontractors and other
contractors or utilizing mutual
hold harmless agreements. In
these contexts, the trouble-
some third party liability
clause rarely will be invoked
because it only covers poten-
tial liabilities to a small group

of residual third parties.

W A R  A N D  P O L I T I C A L  R I S K S

A potential deviation from the “knock for
knock” principle relates to war and polit-
ical risk exposures to the contractor’s
MODU in international contracts. This is
an aspect of risk allocation which gener-
ally is examined on a case-by-case basis.
Factors such as whether the offshore rig
already was in a particular jurisdiction
or was mobilized to the site for a specific
contract may bear upon allocation of po-
tential losses associated with confisca-
tion, nationalization, expropriation or
deprivation of the rig or damage or loss
resulting from war risks.

Obviously, the political climate and likeli-
hood of hostilities or insurrection in the
area of operations will be significant fac-
tors in evaluating war and political risks.
Such risks normally are excluded from
standard Hull and Machinery insurance
coverage and may be contractually allo-
cated between the operator and contrac-
tor either by liability/indemnity clauses
or by requiring one of the contracting
parties to obtain political and war risk in-
surance covering the contractor’s rig and
associated equipment.

C O N S E Q U E N T I A L  D A M A G E S

Consequential damages resulting from
drilling operations may encompass lost
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profits, production losses or delays, or
business interruptions. Offshore drilling
contracts customarily include a conse-
quential damages clause stating that
each party waives its rights to seek re-
course from the other party for indirect
or consequential damages arising from
performance of the contract.

T U R N K E Y  A N D  F O O T A G E

In turnkey contracts, the contractor
earns a lump sum payment for drilling a
specified well and normally provides all
of the well consumables and associated
services. When working on a turnkey ba-
sis, the contractor generally directs and
controls drilling operations and absorbs
or insures the well risks. Under these cir-
cumstances, a contractor often assumes
risks associated with well damage or
loss, pollution and wild well control (fre-
quently limited to the Owner’s Extra Ex-
pense insurance coverage obtained by
the contractor).

In footage contracts, the contractor
earns a fixed amount of remuneration
per foot of hole drilled to a specified depth
and often provides drilling bits and mud
materials while working on a footage ba-

sis. Footage contracts are somewhat of a
hybrid between daywork and turnkey
contracts, and rarely are utilized for off-
shore operations. Allocation of well risks
for footage work usually are negotiated
on an ad hoc basis in offshore drilling
contracts and may be based either upon
customary daywork or turnkey provi-
sions.

Both footage and turnkey contracts fre-
quently exclude protection for the con-
tractor’s in-hole tools and subsea equip-
ment, and often specify that no addition-
al compensation is due to the contractor
for redrilling a lost or damaged well. Con-
tractors normally obtain Owner’s Extra
Expense insurance on the well to cover
the cost of redrilling a damaged or lost
well, pollution and wild well control. In
turnkey and footage contracts, the oper-
ator normally assumes liability for reser-
voir damage.

Footage and turnkey contracts afford the
contractor the potential to increase prof-
its if the drilling work is performed effi-
ciently and without problems or delays
and the contractor’s remuneration nor-
mally includes an increment for the as-
sumption of the additional risks and the

cost of supplemental insurance associat-
ed with footage or turnkey operations.
Occasionally, contractors may obtain
special “turnkey” or “AFE “ coverage to
protect against significant cost overruns
in the event unforeseen difficulties are
encountered in drilling a turnkey well.

EDITOR’S NOTE:The third and final
part of this serieswill appear in the
next edition of DRILLING CONTRACTOR.
This segment will review governing
law, anti-indemnity sta-tutes and in-
surance provisions customarily in-
cluded in offshore drilling contracts.

A B O U T  T H E  A U T H O R
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