


serve until the next annual meeting of our Board of Directors, or until
their successors are duly elected and qualified, or until their earlier
death, resignation, disqualification or removal from office. Information

with respect to our executive officers is set forth below.

Age as of

Name January 31, 2006 Position

James 8. Tisch 33 Chairman of the Board
of Directors and Chief
Executive Officer

Lawrence R. Dickerson 53 President, Chief
Operating Officer and
Director

David W. Williams 438 Executive Vice President

Rodney W. Eads 54 Senior Vice President—

Worldwide Operations
John L. Gabriel, Jr. 32 Senior Vice President—
Contracts & Marketing
55 Senior Vice President—

Technical Services

John M. Vecchio

Gary T. Krenek 47 Vice President and Chief
Financial Officer

Beth G. Gordon 50 Controller—Chief
Accounting Officer

William C. Long 39 Vice President, General

Counsel & Secretary

James S. Tisch has served as our Chief Executive Officer since
March 1998. Mr. Tisch has also served as Chairman of the Board since
1995 and as a director since June 1989. Mr. Tisch has served as Chief

Executive Officer of Loews, a diversified holding company and our
controlling stockholder, since January 1999. Mr. Tisch, a director of
Loews since 1986, also serves as a director of CNA Financial Corpora-

tion, a 91% owned subsidiary of Loews.

Lawrence R. Dickerson has served as our President, Chief
Operating Officer and Director since March 1998. Mr. Dickerson served
on the United States Commission on Ocean Policy from 2001 to 2004.

David W. Williams has served as our Executive Vice President
since March 1998.

Rodney W. Eads has served as a Senior Vice President since
May 1997.

Jobn L. Gabriel, Jr. has served as a Senior Vice President since
November 1999.

Jobn M. Vecchio has served as a Senior Vice President since
April 2002. Previously, Mr. Vecchio served as our Technical Services
Vice President from October 2000 through March 2002 and as our
Engineering Vice President from July 1997 through September 2000.

Gary T. Krenek has served as our Vice President and Chief
Financial Officer since March 1998.

Beth G. Gordon has served as our Controller and Chief Ac-
counting Officer since April 2000.

William C. Long has served as our Vice President, General
Counsel and Secretary since March 2001. Previously, Mr. Long served
as our General Counsel and Secretary from March 1999 through
February 2001.

PART 11

ITEM 5. MARKET FOR THE REGISTRANT'S COMMON
EQUITY, RELATED STOCKHOLDER MATTERS AND
ISSUER PURCHASES OF EQUITY SECURITIES.

PRICE RANGE OF COMMON STOCK

Our common stock is listed on the New York Stock Exchange, or
NYSE, under the symbol “DO.” The following table sets forth, for the
calendar quarters indicated, the high and low closing prices of our

common stock as reported by the NYSE.

Common Stock

High Low
2005
First Quarter $50.89 § 38.25
Second Quarter 35.90 40.40
Third Quarter 62.40 52.10
Fourth Quarter 71.31 51.46
2004
First Quarter $26.63 $20.48
Second Quarter 2453 21.55
Third Quarter 32.99 22.89
Fourth Quarter 40.29 32.06

As of February 20, 2006 there were approximatcly 263 holders

of record of our common stock.

DIVIDEND POLICY

In 2005, we paid cash dividends of $0.0625 per share of our common
stock on March 1 and June 1 and cash dividends of $.125 per share on
September 1 and December 1. In 2004, we paid cash dividends of
$0.0625 per share of our common stock on March 1, June 1, September 1
and December 1.

On January 24, 2006, we declared a quarterly cash dividend of
$0.125 per share of our common stock and an annual special cash
dividend of $1.50 per share of our common stock, both of which are
payable March 1, 2006 to stockholders of record on February 3, 2006.
Any future determination as to payment of quarterly dividends will be
made at the discretion of our Board of Directors. In addition, our Board
of Directors may, in subsequent years, consider paying additional
annual special dividends, in amounts to be determined, if it believes
that our financial position, earnings outlook, and capital spending plans

and other relevant factors warrant such action at that time.

ITEM 6. SELECTED FINANCIAL DATA.

The following table sets forth certain historical consolidated financial
data relating to Diamond Offshore. We prepared the selected consoli-
dated financial data from our consolidated financial statements as of
and for the periods presented. Prior periods have been reclassified to
conform to the classifications we currently follow. Such reclassifica-

tions do not affect earnings. The selected consolidated financial data
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below should be read in conjunction with “Management’s Discussion

and Analysis of Financial Condition and Results of Operations” in

Item 7 and our Consolidated Financial Statements (including the Notes
thereto) in Item 8 of this report.

As of and For the Year Ended December 31,

2005 2004 2003 2002 2001

(In thousands, except per share and ratio data)
Income Statement Data:
Total revenues $ 1,221,002 § 814662 $ 680,941 § 752,561  $ 924,300
Operating income (loss) 374,399 3,928 (38,323) 51,984 225,410
Net income (loss) 260,337 (7,243) (48,414) 62,520 173,823
Net income (loss) per share:

Basic 2.02 (0.06) 037 0.48 131

Diluted 1.91 (0.06) 0.37) 0.47 1.26
Balance Sheet Data:
Drilling and other property and equipment, net $ 2,302,020 $ 2,154,593 $ 2,257,876 $ 2,164,627 $ 2,002,873
Total assets 3,606,922 3,379,386 3,135,019 3,256,308 3,493,071
Long-term debt (excluding current maturities)(1) 977,654 709,413 928,030 924,475 920,636
Other Financial Data:
Capital expenditures $ 293,829 § 89,229 $ 272,026 $ 340,805 § 268,617
Cash dividends declared per share 0.375 0.25 0.438 0.50 0.50
Ratio of earnings to fixed charges(2) 9.19x N/A N/A 4.51x 9.87x

(1) See “Management’s Discussion and Analysis of Financial Condition and Results of Operations—Liquidity and Capital Requirements” and

Note 7 “Long-Term Debt” to our Consolidated Financial Statements included in Item 8 of this report for a discussion of changes in our long-

term debt.

(2) The deficiency in our earnings available for fixed charges for the years ended December 31, 2004 and 2003 was approximately $2.3 million and

$55.3 million, respectively. For all periods presented, the ratio of earnings to fixed charges has been computed on a total enterprise basis.

Earnings represent income from continuing operations plus income taxes and fixed charges. Fixed charges include (i) interest, whether

expensed or capitalized, (ii) amortization of debt issuance costs, whether expensed or capitalized, and (iii) a portion of rent expense, which

we believe represents the interest factor attributable to rent.

ITEM 7. MANAGEMENT'S DISCUSSION AND
ANALYSIS OF FINANCIAL CONDITION AND RESULTS
OF OPERATIONS.

The following discussion should be read in conjunction with our
Consolidated Financial Statements (including the Notes thereto) in
Item 8 of this report.

We provide contract drilling services to the energy industry
around the globe and are a leader in deepwater drilling with a fleet of
44 offshore drilling rigs. Our fleet currently consists of 30 semisubmer-
sibles, 13 jack—ups and one drillship. In August 2005, we purchased the
Ocean Monarch (formerly the Enserch Garden Banks), a Victory-class
semisubmersible drilling rig and related equipment, for $20 million and
removed from service one of our jack-up rigs, the Ocean Warwick, as a
result of damages it sustained during Hurricane Katrina. See “—Over-
view—Impact of 2005 Hurricanes.” In June 2005, we completed the sale
of the Ocean Liberator and received net cash proceeds of $13.6 million.
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OVERVIEW

Industry Conditions

The steadily rising demand for our mid-water (intermediate) and
deepwater (high-specification) semisubmersible rigs that characterized
the first nine months of 2005 continued during the fourth quarter of
the year, while the market for our jack-up fleet reflected particular
strength. Supported by solid fundamental market conditions for all
classes of offshore drilling rigs, dayrates have in many cases more than
doubled previous-cycle peaks, and our customers are increasingly
seeking longer term contracts. As a result, we increased our revenue
backlog from approximately $900 million, or 31.4 rig years, at the
beginning of 2005 to a current backlog of approximately $4.5 billion, or
69.1 rig years, as of early February 2006. Generally rig utilization rates
approach 95-98% during contracted periods; however, utilization rates
can be adversely impacted by additional downtime due to various
operating factors including, but not limited to, unscheduled repairs,

maintenance and weather.

Gulf of Mexico. In the GOM, dayrates continue to escalate. A

contract for one of our high—speciﬁcation rigs has reached as high as
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$395,000 per day for work beginning in the first quarter of 2007 and
extending until the first quarter of 2008. This contrasts with a dayrate
of $150,000 that the unit is currently earning. Six of our seven high—
specification semisubmersible rigs in the GOM, including the recently
relocated Ocean Baroness, have future contracts or a letter of intent, or
LOI, at dayrates at least 100 percent higher than the average dayrate
these rigs earned during the first quarter of 2005. An LOI is subject to
customary conditions, including the execution of a definitive agree-
ment, and actual revenues received could be reduced by various
operating factors, including utilization rates.

The dayrates for our five intermediate semisubmersibles cur-
rently operating in the GOM have reached as high as $200,000 for a
one-well contract beginning in the third quarter of 2006. This contrasts
with an average dayrate in the low $60,000 range earned during the
first quarter of 2005 by our intermediate drilling units in the GOM. We
continue to view the deepwater and intermediate markets in the GOM
as under-supplied and believe that additional improvements in backlog
and dayrates are possible in these market segments during 2006.

Our jack-up fleet in the GOM also continued to experience
high utilization and improving dayrates during the fourth quarter of
2005, compared to the first nine months of 2005. Dayrates for our
jack-up fleet operating in the GOM have reached as high as $125,000
for a two-well contract beginning late in the first quarter of 2006. This
contrasts with an average dayrate in the low $40,000 range earned by
our jack-up rigs in the GOM during the first quarter of 2005. Industry-
wide, we believe that nine jack-up units were lost due to hurricanes in
2004 and 2005, and we expect up to six additional jack—up units to leave
the GOM for other international markets by mid-2006. Among the six
jack-up rigs that are expected to leave the GOM is the Ocean Spur. We
expect to mobilize the rig from the GOM to Tunisia in the first quarter
of 2006, where the unit has a commitment at a dayrate of $125,000 for a
period of 12 months beginning in mid-March. We view the jack-up
market in the GOM as under-supplied and believe that additional
improvement in backlog and dayrates is possible in this market segment
during 2006.

In the Mexican sector of the Gulf of Mexico, or Mexican
GOM, our four intermediate semisubmersible rigs remain under long-
term contracts that extend into late 2006 and 2007. We view the market

for the Mexican GOM as firm and expect it to remain so during 2006.

Brazil. Two of our rigs operating in Brazil are currently
working under term contracts that expire in 2009 and two additional
rigs are operating under contracts expiring in 2010. We do not currently
contemplate any change in our market position in Brazil. We view the
Brazilian semisubmersible market as firm and expect it to remain so
during 2006.

North Sea. Drilling activity in both the U.K. and Norwegian
sectors of the North Sea has mirrored that in the GOM since mid-2004.
Our three intermediate semisubmersible rigs in the U.K. sector are
operating under one- to two-year term contracts at dayrates ranging
from $100,000 to $160,000 for work that is now underway. Addition-
ally, one of these three rigs, the Ocean Nomad, has received an 18-month
contract extension beginning in the first quarter of 2007 at a dayrate of
$285,000. In Norway, the Ocean Vanguard is working under a
$140,000 per day contract that expires early in the fourth quarter of
2006, followed by options priced at $160,000 per day that expire in the

first quarter of 2008. Effective industry utilization remains near
100 percent in the North Sea, and current dayrates exceed our present
and future contract rates in both the U.K. and Norwegian sectors. We

believe this market will continue to improve during 2006.

Australia/dsia/Middle East/Mediterranean. We currently have
five semisubmersible rigs and one jack-up rig operating in the Austra-
lia/Asia, or Australasian, market. These rigs are operating under
contracts or commitments for work extending well into 2006, and in
some instances 2007 or 2008, at increasing dayrates, compared to
dayrates averaging in the low $100,000 range at the end of 2005. A
commitment for one of our intermediate rigs in the sector has reached
as high as $235,000 per day for one well beginning in the second quarter
of 2006. This contrasts with a dayrate of $90,000 that the unit is
currently earning. With the relocation of the Ocean Heritage from
Southeast Asia to Qatar in the second quarter of 2005 and the expected
mobilization of the Ocean Spur to the Mediterranean in the first quarter
of 2006, we are continuing to strategically redeploy our fleet in
response to rising market demand and dayrates. We believe that the
Australasian and Middle East/Mediterranean markets will continue to

improve during 2006.

Impact of 2005 Hurricanes

In the third quarter of 2005, two major hurricanes, Katrina and Rita,
struck the U.S. Gulf Coast and GOM. In late August 2005, one of our
jack-up drilling rigs, the Ocean Warwick, was seriously damaged during
Hurricane Katrina and other rigs in our fleet sustained lesser damage in
Hurricanes Katrina or Rita, or in some cases from both storms. We
believe that the physical damage to our rigs, as well as related removal
and recovery costs, are covered by insurance, after applicable deduct-
ibles. Our results for 2005 reflect the impact of Hurricanes Katrina and
Rita.

The Ocean Warwick, with a net book value of $14.0 million,
was declared a constructive total loss effective August 29, 2005. We
issued a Proof of loss in the amount of $50.5 million to our insurers,
representing the insured value of the rig less a $4.5 million deductible,
and received all insurance proceeds related to this insurance claim in
2005. Recovery and removal of the Ocean Warwick are subject to
separate insurance deductibles totaling $2.5 million.

In the third quarter of 2005, we recorded a $33.6 million, pre-
tax, net casualty gain ($21.8 million, after-tax, or $0.15 per share of
common stock on a diluted basis) on the Ocean Warwick, representing
net insurance proceeds of $50.5 million, less the write-off of the
$14.0 million net carrying value of the drilling rig and $0.4 million in
rig-based inventory, and $2.5 million in insurance deductibles for
salvage and wreck removal as a result of Hurricanes Katrina and Rita.
We have presented this as “Casualty Gain on Ocean Warwick” in our
Consolidated Statements of Operations for the year ended December 31,
2005 included in Item 8 of this report.

Damage to our other affected rigs and warehouse in New
Iberia, Louisiana was less severe, and we believe that repair costs for
such damage and lost equipment will be covered by insurance, less
estimated deductibles. All of our damaged rigs have now been repaired
and returned to service. Insurance deductibles relating to the remaining
rigs damaged during Hurricane Katrina and our rigs and facility

damaged by Hurricane Rita total $2.6 million in the aggregate, of
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which $1.2 million and $1.4 million have been recorded as additional
contract drilling expense and loss on disposition of assets, respectively,
for the year ended December 31, 2005 in our Consolidated Statements of
Operations included in Item 8 of this report.

In addition, in the third quarter of 2005, we wrote-off the net
book value of approximately $4.2 million, pre-tax, in rig equipment
that was either lost or damaged beyond repair during these storms as
loss on disposition of assets and recorded a corresponding insurance
receivable in an amount equal to our expected recovery from insurers.
The write-off of this equipment and recognition of insurance receiv-
ables had no net effect on our consolidated results of operations in 2005.

During the third and fourth quarters of 2005, we incurred
additional operating expenses, including but not limited to the cost of
rig crew over-time and employee assistance, hurricane relief supplies,
temporary housing and office space and the rental of mooring equip-
ment, of $5.1 million, pre-tax, relating to relief and recovery efforts in
the aftermath of Hurricanes Katrina and Rita, which we do not expect

to be recoverable through our insurance.

General

Revenues. Our revenues vary based upon demand, which
affects the number of days our drilling fleet is utilized and the dayrates
earned by our rigs. When a rig is idle, no dayrate is earned and
revenues will decrease as a result. Revenues can also be affected as a
result of the acquisition or disposal of rigs, required surveys and
shipyard upgrades. In order to improve utilization or realize higher
dayrates, we may mobilize our rigs from one market to another.
However, during periods of mobilization, revenues may be adversely
affected. As a response to changes in demand, we may withdraw a rig
from the market by stacking it or may reactivate a rig stacked
previously, which may decrease or increase revenues, respectively.

The two most significant variables affecting our revenues are
dayrates for rigs and rig utilization rates, each of which is ultimately a
function of rig supply and demand in the marketplace. As utilization
rates increase, dayrates tend to increase as well, reflecting the lower
supply of available rigs, and vice versa. Demand for drilling services is
dependent upon the level of expenditures set by oil and gas companies
for offshore exploration and development, as well as a variety of
political and economic factors. The availability of rigs in a particular
geographical region also affects both dayrates and utilization rates.
These factors are not within our control and are difficult to predict.

We recognize revenue from dayrate drilling contracts as
services are performed. In connection with such drilling contracts, we
may receive lump-sum fees for the mobilization of equipment. We earn
these fees as services are performed over the initial term of the related
drilling contracts. We previously accounted for the excess of mobiliza-
tion fees received over costs incurred to mobilize an offshore rig from
one market to another as revenue over the term of the related drilling
contracts. Effective July 1, 2004 we changed our accounting to defer
mobilization fees received as well as direct and incremental mobiliza-
tion costs incurred and began to amortize each, on a straight line basis,
over the term of the related drilling contracts (which is the period
estimated to be benefited from the mobilization activity). We believe
that the straight line amortization of mobilization revenues and related

costs over the term of the related drilling contracts (which generally
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range from two to 60 months) is consistent with the timing of net cash
flows generated from the actual drilling services performed. If we had
used this method of accounting in prior periods, our operating income
(loss) and net income (loss) would not have changed and the impact
on our contract drilling revenues and expenses would have been
immaterial. Absent a contract, mobilization costs are recognized
currently.

From time to time, we may receive fees from our customers
for capital improvements to our rigs. We defer such fees received in
“Other liabilities” on our Consolidated Balance Sheets included in
Item 8 of this report and recognize these fees into income on a straight-
line basis over the period of the related drilling contract. We capitalize
the costs of such capital improvements and depreciate them over the
estimated useful life of the improvement.

We receive reimbursements for the purchase of supplies,
equipment, personnel services and other services provided at the
request of our customers in accordance with a contract or agreement.
We record these reimbursements at the gross amount billed to the
customer, as ‘“Revenues related to reimbursable expenses” in our
Consolidated Statements of Operations included in Item 8 of this

report.

Operating Income. Our operating income is primarily affected
by revenue factors, but is also a function of varying levels of operating
expenses. Operating expenses generally are not affected by changes in
dayrates and may not be significantly affected by fluctuations in
utilization. For instance, if a rig is to be idle for a short period of time,
few decreases in operating expenses may actually occur since the rig is
typically maintained in a prepared or ‘“ready-stacked” state with a full
crew. In addition, when a rig is idle, we are responsible for certain
operating expenses such as rig fuel and supply boat costs, which are
typically costs of the operator when a rig is under contract. However, if
the rig is to be idle for an extended period of time, we may reduce the
size of a rig’s crew and take steps to ‘““cold stack” the rig, which lowers
expenses and partially offsets the impact on operating income. We
recognize, as incurred, operating expenses related to activities such as
inspections, painting projects and routine overhauls that meet certain
criteria and which maintain rather than upgrade our rigs. These
expenses vary from period to period. Costs of rig enhancements are
capitalized and depreciated over the expected useful lives of the
enhancements. Higher depreciation expense decreases operating income
in periods subsequent to capital upgrades.

Our operating income is negatively impacted when we per-
form certain regulatory inspections, which we refer to as a 5-year
survey or special survey, that are due every five years for each of our
rigs. Operating revenue decreases because these surveys are performed
during scheduled downtime in a shipyard. Operating expenses increase
as a result of these surveys due to the cost to mobilize the rigs to a
shipyard, inspection costs incurred and repair and maintenance costs.
Repair and maintenance costs may be required resulting from the
survey or may have been previously planned to take place during this
mandatory downtime. The number of rigs undergoing a 5-year survey
will vary from year to year.

In addition, operating income may be negatively impacted by
intermediate surveys, which are performed at interim periods between

5-year surveys. Intermediate surveys are generally less extensive in
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duration and scope than a §5-year survey and require downtime for the
drilling rig, but normally do not require dry-docking or shipyard time.
During 2006, we expect to spend an aggregate of $7.4 million for 5-year
and intermediate surveys, excluding mobilization costs and any result-

ing repair and maintenance costs.

Critical Accounting Estimates

Our significant accounting policies are included in Note 1 “Summary of
Significant Accounting Policies” to our Consolidated Financial State-
ments in Item 8 of this report. Judgments, assumptions and estimates by
our management are inherent in the preparation of our financial
statements and the application of our significant accounting policies. We

believe that our most critical accounting estimates are as follows:

Property, Plant and Equipment. We carry our drilling and other
property and equipment at cost. Maintenance and routine repairs are
charged to income currently while replacements and betterments,
which meet certain criteria, are capitalized. Depreciation is amortized
up to applicable salvage values by applying the straight-line method
over the remaining estimated useful lives. Our management makes
judgments, assumptions and estimates regarding capitalization, useful
lives and salvage values. Changes in these judgments, assumptions and
estimates could produce results that differ from those reported.

The offshore drilling industry is a relatively young industry
which began developing just over 50 years ago. We have based our
estimates of useful lives and salvage values on the historical industry
data available to us, as well as our own experience. In April 2003, we
commissioned a study to evaluate the economic lives of our drilling rigs
because several of our rigs had reached or were approaching the end of
their depreciable lives, yet were still operating and were expected to
operate for many more years. As a result of this study, effective April 1,
2003, we recorded changes in accounting estimates by increasing the
estimated service lives to 25 years for our jack-ups and 30 years for our
semisubmersibles and drillship and by increasing salvage values to 5%
for most of our drilling rigs. We made the change in estimates to better
reflect the remaining economic lives and salvage values of our fleet. The
effect of this change in accounting estimates resulted in an increase in
our net income for the year ended December 31, 2005 of $15.7 million,
or $0.11 per share, and a reduction of our net loss for the years ended
December 31, 2004 and 2003 of, $19.6 million, or $0.15 per share, and
$14.9 million, or $0.11 per share, respectively.

We evaluate our property and equipment for impairment
whenever changes in circumstances indicate that the carrying amount
of an asset may not be recoverable. We utilize a probability-weighted
cash flow analysis in testing an asset for potential impairment. Our
assumptions and estimates underlying this analysis include the

tollowing:

e dayrate by rig;

e utilization rate by rig (expressed as the actual percentage of time
per year that the rig would be used);

® the per day operating cost for each rig if active, ready-stacked or

cold-stacked; and

® salvage value for each rig.

Based on these assumptions and estimates, we develop a matrix by

assigning probabilities to various combinations of assumed utilization

rates and dayrates. We also consider the impact of a 5% reduction in
assumed dayrates for the cold-stacked rigs (holding all other assump-
tions and estimates in the model constant), or alternatively the impact
of a 5% reduction in utilization (again holding all other assumptions
and estimates in the model constant) as part of our analysis.

At December 31, 2005, we reviewed our single cold-stacked rig,
the Ocean Monarch, for impairment. Based on our recent decision to
upgrade this drilling unit to high-specification capabilities at an esti-
mated cost of approximately $300 million and the low net book value of
this rig, we do not consider this asset to be impaired.

In December 2004, we reviewed our three cold-stacked rigs
for impairment and determined that none of the drilling units was
impaired. On January 10, 2005, we announced that we would upgrade
one of our cold-stacked rigs, the Ocean Endeavor, to a high-specification
drilling unit for an estimated cost of approximately $250 million. As a
result of this decision and the low net book value of this rig, we did not
consider this asset to be impaired.

We were marketing another of our cold-stacked rigs, the Ocean
Liberator, for sale to a third party in 2004, and we classified the rig as
an asset-held-for-sale in our Consolidated Balance Sheets at Decem-
ber 31, 2004 included in Item 8 of this report. The estimated market
value of this rig, based on offers from third parties, was higher than its
current carrying value; therefore, no write-down was deemed neces-
sary as a result of the reclassification to an asset-held-for-sale. We sold
the Ocean Liberator in the second quarter of 2005 for a net gain of
$8.0 million.

We evaluated our then remaining cold-stacked rig for impair-
ment using the probability-weighted cash flow analysis discussed
above. At December 31, 2004, the probability-weighted cash flow for
the Ocean New Era significantly exceeded its net carrying value of
$3.2 million. We reactivated the Ocean New Era from cold-stacked status
in the fourth quarter of 2005 and it began oPerating under contract in
the GOM in December 2005.

At December 31, 2003 we determined that all five of our cold-
stacked rigs should be tested for impairment. The impairment analysis
at December 31, 2003 consisted of a probability—weighted cash flow
analysis for each of the five cold-stacked rigs. In all cases, the
probability-weighted cash flows significantly exceeded the carrying
value of each rig.

Management’s assumptions are an inherent part of our asset
impairment evaluation and the use of different assumptions could
produce results that differ from those reported.

Personal Injury Claims. Our uninsured retention of liability for
personal injury claims, which primarily results from Jones Act liability
in the GOM, is $0.5 million per claim with an additional aggregate
annual deductible of $1.5 million. Our in-house claims department
estimates the amount of our liability for our retention. This department
establishes a reserve for each of our personal injury claims by evaluat-
ing the existing facts and circumstances of each claim and comparing
the circumstances of each claim to our historical experiences with
similar past personal injury claims. Our claims department also esti-
mates our liability for claims which are incurred but not reported by
using historical data. Historically, our ultimate liability for personal
injury claims has not differed materially from our recorded estimates.

At December 31, 2005 our estimated liability for personal injury claims
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was $38.9 million. The eventual settlement or adjudication of these
claims could differ materially from the estimated amounts due to

uncertainties such as:

® the severity of personal injuries claimed;

® significant changes in the volume of personal injury claims;

® the unpredictability of legal jurisdictions where the claims will
ultimately be litigated;

® inconsistent court decisions; and

® the risks and lack of predictability inherent in personal

injury litigation.

Income Taxes. We account for income taxes in accordance with
Statement of Financial Accounting Standards, or SFAS, No. 109,
“Accounting for Income Taxes,” which requires the recognition of the
amount of taxes payable or refundable for the current year and an asset
and liability approach in recognizing the amount of deferred tax
liabilities and assets for the future tax consequences of events that have
been currently recognized in our financial statements or tax returns. In
each of our tax jurisdictions we recognize a current tax liability or asset
for the estimated taxes payable or refundable on tax returns for the
current year and a deferred tax asset or liability for the estimated
future tax effects attributable to temporary differences and carryfor-
wards. Deferred tax assets are reduced by a valuation allowance, if
necessary, which is determined by the amount of any tax benefits that,
based on available evidence, are not expected to be realized under a
“more likely than not”” approach. For interim periods, we estimate our
annual effective tax rate by forecasting our annual income before
income tax, taxable income and tax expense in each of our tax
jurisdictions. We make judgments regarding future events and related
estimates especially as they pertain to forecasting of our effective tax
rate, the potential realization of deferred tax assets such as utilization
of foreign tax credits, and exposure to the disallowance of items
deducted on tax returns upon audit.

At the end of 2004 we had established a valuation allowance of
$10.3 million for certain of our foreign tax credit carryforwards which
will begin to expire in 2011. At December 31, 2005, we had $15.3 million
of foreign tax credit carryforwards. During 2005, we were able to
utilize most of our net operating loss carryforwards to offset taxable
income generated during the year. As a result, we now expect to be able
to utilize $14.5 million of our available foreign tax credit carryforwards
prior to their expiration dates and we believe that a valuation allow-
ance is no longer necessary for those credits. Consequently, we reversed
$9.6 million of the previously established valuation allowance during
2005. With respect to the remaining $0.8 million of foreign tax credit
carryforwards, we believe that a valuation allowance is necessary
and as a result have a valuation allowance of $0.8 million at
December 31, 2005.

RESULTS OF OPERATIONS

Years Ended December 31, 2005 and 2004

Comparative data relating to our revenues and operating expenses by

equipment type are presented below. We have reclassified certain
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amounts applicable to the prior periods to conform to the classifications

we currently follow. These reclassifications do not affect earnings.

Year Ended
December 31, Favorable/
2005 2004 (Unfavorable)
(In thousands)
CONTRACT DRILLING
REVENUE
High-Specification Floaters § 448,937 § 281,866 $ 167,071
Intermediate
Semisubmersibles 456,734 319,053 137,681
Jack-ups 271,809 178,391 93,418
Other 1,535 3,095 (1,560)
Total Contract Drilling
Revenue $ 1,179,015 $ 782,405  $ 396,610
Revenues Related to
Reimbursable Expenses $ 41,987 $ 32,257 $ 9,730
CONTRACT DRILLING
EXPENSE
High-Specification Floaters § 179,248 § 172,182 $ (7,066)
Intermediate
Semisubmersibles 325,579 277,728 47,851
Jack-ups 123,833 114,466 9,367
Other 9,880 4252 (5,628)
Total Contract Drilling
Expense $ 638,540 §$ 568,628 $ (69,912)
Reimbursable Expenses $ 35,549 $ 28,899 $ (6,650)
OPERATING INCOME
(LOSS)
High-Specification Floaters § 269,689 §$ 109,684 $ 160,005
Intermediate
Semisubmersibles 131,155 41,325 89,830
Jack—ups 147,976 63,925 84,051
Other (8345)  (1,157) (7,188)
Reimbursables, net 6,438 3,358 3,080
Depreciation (183,724)  (178,835) (4,889)
General and Administrative
Expense @37,162)  (32,759) (4,403)
Gain (Loss) on Sale and
Disposition of Assets 14,767 ,613) 16,380
Casualty gain on Ocean
Warwick 33,605 - 33,605
Total Operating Income $ 374399 $ 3,928 $ 370,471
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High-Specification Floaters.

Year Ended
December 31, Favorable/
2005 2004 (Unfavorable)
(In thousands)

CONTRACT DRILLING

REVENUE
GOM $ 304,642 $§ 144,077 $ 160,565
Australia/Asia 68,349 80,666 (12,317)
South America 75,946 57,123 18,823
Total Contract Drilling
Revenue $ 448,937 $ 281,866 $ 167,071
CONTRACT DRILLING
EXPENSE
GOM $ 88,107 $ 81,083 $ (7,024)
Australia/Asia 35,891 40,732 4,841
South America 55,250 50,367 (4,883)
Total Contract Drilling
Expense $ 179,248 § 172,182 $ (7,066)
OPERATING INCOME $ 269,689 $ 109,684 $ 160,005

GOM. Revenues for our high-specification rigs in the GOM
increased $160.6 million, primarily due to higher average dayrates
earned ($128.0 million) and higher utilization of our fleet in this
market ($31.9 million) in 2005, as compared to 2004. The higher
overall dayrates achieved for our high-specification floaters reflected
the continuing high demand for this class of rig in the GOM. Average
dayrates for these rigs increased to $143,800 in 2005 compared to
$82,000 in 2004.

Fleet utilization for our high-specification rigs in the GOM
increased to 91% in 2005 from 80% in 2004. Higher utilization in 2005
compared to the prior year reflects the return to drilling operations of
several rigs which did not operate in 2004 due to scheduled inspections
and repairs (Ocean Confidence and Ocean America) and upgrade projects
(Ocean America) and the ready-stacking of the Ocean Star for the first
five months of 2004. In the late third quarter of 2005, we relocated the
Ocean Baroness from the Australia/Asia market to the GOM for a long—
term contract extending until November 2009. The Ocean Baroness
began operating under contract in the GOM in November 2005 and
generated revenues of $9.8 million in 2005, which are included in the
utilization factors discussed above.

Operating costs during 2005 for our high-specification floaters
in the GOM increased $7.0 million over operating costs in 2004. The
increase in operating costs is primarily attributable to higher labor and

benefits costs related to higher utilization of our rigs and the effect of

December 2004 and September 2005 wage increases. Costs in 2005 also
include operating expenses for the Ocean Baroness in the GOM, includ-
ing mobilization costs from Southeast Asia. Increased operating costs in
2005 were Partly offset by our recovery from a customer for damages
sustained to one of our high-specification rigs during Hurricane
Ivan in 2004.

Australia/4sia. Revenues generated by our rigs in the Austra-
lia/Asia region decreased $12.3 million to $68.3 million in 2005, as
compared to revenues of $80.7 million in 2004. Utilization in this
region decreased from 95% in 2004 to 80% in 2005, primarily due to the
relocation of the Ocean Baroness from this market to the GOM. Prior to
its departure to the GOM, the Ocean Baroness was mobilized to a
shipyard in Singapore in mid—May 2005 for an intermediate inspection
and preparation for the rig’s dry tow to the GOM, which resulted in
additional unpaid downtime for the drilling unit as compared to 2004.
The decline in utilization in 2005, as compared to 2004, resulted in a
$23.9 million reduction in revenues in 2005. Average operating dayrates
in this region increased from $116,600 in 2004 to $141,000 in 2005 and
resulted in additional revenues of $11.6 million in 2005 compared
to 2004.

Contract drilling expenses in the region decreased $4.8 million
in 2005, as compared to 2004, primarily due to the relocation of the
Ocean Baroness to the GOM in the third quarter of 2005. The overall
decline in operating costs in the region was partly offset by higher
insurance costs associated with increased premiums for the 2005/2006

policy year and additional loss-of-hire-insurance coverage.

South America. Revenues for our high-specification rig opera-
tions offshore Brazil increased $18.8 million in 2005, as compared to
2004, primarily as a result of increased utilization for the Ocean Alliance
in 2005 as compared to the prior year, when this rig experienced
approximately five months of unpaid downtime. Utilization for these
rigs offshore Brazil increased from 76% in 2004 to 89% in 2005 and
contributed $9.5 million in additional revenues. Additionally, we nego-
tiated a contract extension, including a dayrate increase, for the Ocean
Alliance in the third quarter of 2005. Average dayrates earned by our
high-specification rigs in this region increased to $117,300 in 2005 from
$102,900 in 2004, which contributed $9.3 million in additional reve-
nues during 2005.

Contract drilling expense for these operations in Brazil in-
creased $4.9 million in 2005, as compared to the prior year. The
increase in costs in 2005 is primarily due to higher labor and benefit
costs as a result of December 2004 and September 2005 pay increases,
increased local shorebase support costs due to the completion of a local
training program in Brazil and higher insurance costs associated with
increased premiums for the 2005/2006 policy year and additional

loss-of-hire insurance.
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Intermediate Semisubmersibles.

Year Ended
December 31, Favorable/
2005 2004  (Unfavorable)
(In thousands)
CONTRACT DRILLING
REVENUE
GOM $ 99,500 § 42,425 $ 57,075
Mexican GOM 85,594 85,383 211
Australia/Asia 111,811 77,187 34,624
Europe/Africa 106,251 69,285 36,966
South America 53,578 44,773 8,805
Total Contract Drilling
Revenue $ 456,734  $ 319,053 $ 137,681
CONTRACT DRILLING
EXPENSE
GOM $ 49,947 § 37,300 $ (12,647)
Mexican GOM 57,246 56,948 (298)
Australia/Asia 83,768 63,969 (19,799)
Europe/Africa 93,253 82,864 (10,389)
South America 41,365 36,647 (4,718)
Total Contract Drilling
Expense $ 325,579  $277,728 $ (47,851)
OPERATING INCOME $ BL155 $ 41,325 $ 89,830

GOM. Revenues generated in 2005 by our intermediate semis-
ubmersible fleet operating in the GOM increased $57.1 million due to
higher average dayrates earned ($31.3 million) and higher utilization of
our fleet in this market ($27.5 million), as compared to 2004. Average
dayrates earned increased to $77,300 in 2005 compared to $44,600 in
2004, reflecting the tightening market for intermediate semisubmer-
sibles in the GOM. During 2004, we recognized $1.8 million in lump-
sum mobilization fees for the Ocean Concord.

Overall utilization for our intermediate semisubmersibles in
this region (excluding the Ocean Endeavor, which was cold-stacked
during 2004 prior to commencing a major upgrade in 2005, and the
cold-stacked Ocean Monarch, which we acquired in August 2005)
increased to 71% in 2005 from 50% in 2004. The increase in utilization
in 2005, as compared to 2004, is primarily due to the nearly full
utilization of the Ocean Voyager in 2005 compared to 2004, when this
unit was cold-stacked for most of the year, and increased utilization for
the Ocean Concord, which was out of service for almost six months in
2004 for a 5-year survey and maintenance projects. Additionally, we
reactivated the Ocean New Era from cold-stack status in the last half of
2005, and this drilling unit returned to active service in late December
2005. Partially offsetting the overall increase in utilization in 2005, as

compared to 2004, was approximately four months of unpaid down-
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time for the Ocean Lexington in 2005 associated with inspections and a
steel renewal project.

Contract drilling expense for our intermediate semisubmer-
sibles’ operations in the GOM increased $12.6 million in 2005, as
compared to 2004, primarily due to higher labor and benefits costs as a
result of December 2004 and September 2005 wage increases for our
rig-based personnel, normal operating costs for the Ocean Vgyager and
Ocean New Era in 2005 and higher inspection and maintenance project
costs for the Ocean Lexington, which was in a shipyard for inspections
and a steel renewal project during 2005. These cost increases were
partly offset by lower reactivation costs for the Ocean New Era in 2005,

as compared to costs incurred to reactivate the Ocean Voyager in 2004.

Australia/dsia. Our intermediate semisubmersibles working
offshore Australia/Asia generated revenues of $111.8 million in 2005
compared to revenues of $77.2 million in 2004. The $34.6 million
increase in operating revenues was primarily due to an increase in
average operating dayrates to $76,300 in 2005 compared to $62,900 in
2004, which generated $16.9 million in additional revenues in 2005.
Our results in this region in 2005 also reflect the favorable impact of the
Ocean Patriot operating for the majority of the year following its
relocation to the region in the second half of 2004. However, excluding
the Ocean Patriot, our average utilization for these rigs in the Australia/
Asia region decreased from 96% in 2004 to 92% in 2005, primarily due
to unpaid downtime for the Ocean Epoch which was in a shipyard for
approximately 70 days in 2005 for a scheduled 5-year survey and
associated repairs. The net effect of changes in utilization in this region
was the generation of $10.7 million in additional revenues in 2005
compared to 2004

During 2005 we recognized $5.7 million in lump-sum mobili-
zation fees for the Ocean Patriot related to its 2004 mobilization from
South Africa to New Zealand and the Bass Strait, compared to
$3.3 million in similar fees recognized in 2004. In 2005 we also
recognized $3.7 million in revenue related to the extension of a contract
option period for one of our rigs in this region and $0.9 million in
revenues for the amortization of lump-sum fees received from a
customer for rig modifications.

Contract drilling expense for the Australia/Asia region in-
creased $19.8 million from 2004 to 2005, primarily due to costs
associated with the Ocean Patriot operating offshore Australia for all of
2005, including the amortization of deferred mobilization expenses.

Europe/Africa. Operating revenues for our intermediate semis-
ubmersibles Working in this region increased $37.0 million in 2005
primarily due to an increase in the average operating dayrates from
$54,400 in 2004 to $87,500 in 2005. This increase in average operating
dayrates contributed $40.6 million in additional revenues in 2005, as
compared to 2004.

With the exception of the Ocean Patriot, which relocated from
this region to Australia in mid-2004, average utilization increased
slightly in 2005 compared to 2004, primarily due to higher utilization
of the Ocean Nomad in 2005 as compared to 2004, when this drilling
unit was both ready-stacked and mobilizing between Africa and the
UK. for a total of approximately 5 months during the year. The net
effect of changes in average utilization between 2005 and 2004 was a
$1.9 million decrease in operating revenues in 2005. In 2004, we also

recognized $2.0 million in mobilization revenue for the Ocean Nomad.
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Contract drilling expense for our intermediate semisubmer-
sible rigs operating offshore Europe increased $10.4 million in 2005
primarily due to increased labor and related costs and shorebase
support costs for our operations in Norway, mostly due to Norwegian
pay allowances and additional personnel required to comply with
Norwegian regulations. Normal operating expenses for the Ocean
Nomad increased in 2005, as compared to 2004, mainly due to higher
labor costs associated with its operations in the U.K., as compared to the
prior year when this unit worked a portion of the year offshore western
Africa, as well as the recognition of mobilization expenses in 2005
related to the rig’s relocation from western Africa to the U.XK. Our
operating costs in this region in 2004 included $8.7 million in costs
tor the Ocean Patriot which relocated to the Australia/Asia region in
mid-2004.

South America. Our intermediate semisubmersibles working in
Brazil generated revenues of $53.6 million in 2005 compared to reve-
nues of $44.8 million in 2004. The $8.8 million increase in operating
revenues was primarily due to a contract extension for the Ocean Yatzy
at a higher average dayrate than it previously earned. Average operating
dayrates increased to $75,100, as compared to an average dayrate of
$70,300 in 2004, and resulted in additional revenues of $4.3 million in
2005. Average utilization of our rigs in this region increased from 87%
in 2004 to 98% in 2005, which resulted in additional revenues in 2005 of
$4.5 million. The lower utilization in 2004 was primarily due to
additional downtime for special surveys and inspections of both of our
rigs in this region.

Operating expenses for the Ocean Yatzy and Ocean Winner
increased $4.7 million in 2005, as compared to 2004, primarily due to
increased labor costs for our rig-based personnel as a result of Decem-
ber 2004 and September 2005 wage increases and higher national labor
and local shorebase support costs resulting from completion of a local

competency Program in Brazil.

Jack-Ups.
Year Ended
December 31, Favorable/
2005 2004 (Unfavorable)

(In thousands)
CONTRACT DRILLING

REVENUE

GOM $ 222365 $ 138,886 $ 83,479

Australia/Asia/Middle East 49,444 21,290 28,154

South America -- 18,215 (18,21%)

Total Contract Drilling

Revenue $ 271,809 $ 178,391 $ 93,418

CONTRACT DRILLING

EXPENSE

GOM $ 98866 $ 89,906 $  (8,960)

Australia/Asia/Middle East 24,967 15,546 9,421)

South America -- 9,014 9,014

Total Contract Drilling

Expense $ 123,833 § 114,466 $ (9,367

OPERATING INCOME $ 147,976 $ 63,925 $ 84,051

GOM. Our operating results in this region reflect the contin-
ued improvement in average operating dayrates and utilization for
jack—up rigs in the GOM during 2005. Average operating dayrates
increased to $54,600 in 2005 from $36,300 in 2004, which resulted in
additional revenues of $75.5 million in 2005. Utilization of our jack-up
fleet in the GOM continued to improve in 2005 compared to the average
utilization achieved by our rigs in 2004. Average utilization in 2005
increased to 96% from 87% in 2004, resulting in additional revenues of
$8.0 million in 2005. The improvement in utilization is Primarily due
to the nearly full utilization of the Ocean Champion in 2005 as compared
to 2004, when it completed its reactivation from cold-stacked status,
and the full utilization of the Ocean Nugget in 2005, as compared to
60 days of unpaid downtime in 2004 for a spud can inspection and
related repair work.

In late August 2005, the Ocean Warwick was declared a con-
structive total loss by our insurers as a result of damage it sustained
during Hurricane Katrina. During 2005 and 2004, this drilling rig
generated $11.8 million and $9.3 million in revenues, respectively,
which are included in the revenue variances discussed above. See
“—Overview—Im]mct of 2005 Hurricanes.”

Contract drilling expenses for our jack-ups operating in the
GOM increased $9.0 million in 2005 compared to 2004, primarily due
to higher labor and benefits costs for our rig-based personnel as a result
of December 2004 and September 2005 wage increases, higher normal
operating costs in 2005 for the Ocean Champion compared to 2004 when
the rig was being reactivated and higher operating and overhead costs

for most of our jack-ups in this region due to increased utilization.

Australia/Adsia/Middle East. Revenues for jack-ups in the Aus-
tralasian and Middle East regions were $49.4 million in 2005 compared
to $21.3 million in 2004. The $28.2 million increase in revenues in this
region in 2005 is primarily attributable to revenues generated by the
Ocean Heritage ($17.0 million), which worked in this region for the
entire year, compared to working in this region during only the last
quarter of 2004, and an operating dayrate increase for the Ocean
Sovereign ($11.2 million) after its second quarter 2005 relocation within
the region to Indonesia.

Contract drilling expense for jack-ups in the Australasian and
Middle East regions increased $9.4 million to $25.0 million in 2005, as
compared 2004, primarily due to normal operating costs associated
with the Ocean Heritage operating in the region for the entire year, and
higher normal repair and maintenance, travel and shore-based costs for

the Ocean Sovereign.

South America. The Ocean Heritage operated offshore Ecuador
for almost eight months in 2004. During its contract the rig generated
$18.2 million in revenues, including the recognition of $8.5 million in
lump-sum mobilization fees, and incurred operating expenses of
$9.0 million before returning to the Australasia/Middle East region in
the fourth quarter of 2004.

Other Operating Revenue and Expenses, net.

Other operating expenses, net of other revenues, were $8.3 million in
2005 compared to $1.2 million in 2004. The $7.2 million increase in net
costs in 2005, as compared to 2004, relates primarily to costs associated
with relief and recovery efforts in the aftermath of the 2005 GOM

hurricanes, increased rig crew training costs due to higher staffing and
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recruiting levels in 2005 and higher costs in 2005 to repair and replace

non-rig-specific spare equipment.
Reimbursable expenses, net.

Revenues related to reimbursable items, offset by the related expendi-
tures for these items, were $6.4 million and $3.4 million in 2005 and
2004, respectively. Reimbursable expenses include items that we
purchase, and/or services we perform, at the request of our customers.
We charge our customers for purchases and/or services performed on
their behalf at cost, plus a mark-up where applicable. Therefore, net

reimbursables fluctuate based on customer requirements, which vary.

Depreciation.

Depreciation expense increased $4.9 million to $183.7 million in 2005
compared to $178.8 million in 2004 primarily due to depreciation
recorded in 2005 associated with capital additions in 2004 and 2005.
The increase in depreciation expense attributable to capital additions
was partially offset by lower depreciation due to the constructive total
loss of the Ocean Warwick in the third quarter of 2005 and the transfer
of the Ocean Liberator to assets held for sale in December 2004.

General and Administrative Expense.

We incurred general and administrative expense of $37.2 million in 2005
compared to $32.8 million in 2004. The $4.4 million increase in
overhead costs between the periods was primarily due to higher
compensation expense related to our management bonus plan, higher
fees paid to our external auditors and higher engineering consulting
tees. Partially offsetting these higher expenses were lower legal fees in
2005 compared to 2004, Primarily due to the settlement of litigation in
December 2004, and the capitalization of certain costs associated with
the upgrade of the Ocean Endeavor, which commenced in 2005.

Gain on Sale and Disposition of Assets.

We recognized a net gain of $14.8 million on the sale and disposition of
assets in 2005 compared to a net loss of $1.6 million in 2004. Net gains
recognized in 2005 include an $8.0 million gain on the June 2005 sale of
the Ocean Liberator, $5.6 million in insurance proceeds related to the
involuntary conversion of certain assets damaged during Hurricane
Ivan in 2004 and gains on the sale of used drill pipe during the period.
Partially offsetting the net gain in 2005 was a $1.4 million loss due to
the retirement of equipment lost or damaged during Hurricanes Ka-
trina and Rita. The loss on sale of assets in 2004 relates primarily to the

retirement of equipment damaged during Hurricane Ivan.

Casualty Gain on Ocean Warwick.

We recorded a $33.6 million casualty gain in 2005 as a result of the
constructive total loss of one of our jack-up rigs, the Ocean Warwick,
resulting from damages sustained during Hurricane Katrina in August
2005. See “—Overview—ImPacr of 2005 Hurricanes.”

Interest Income.

We earned interest income of $26.0 million in 2005 compared to
$12.2 million in 2004. The $13.8 million increase in interest income is
primarily the result of the combined effect of slightly higher interest

rates earned on higher average cash and investment balances in 2005, as
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compared to 2004. See “—Liquidity and Capital Requirements” and
“_Historical Cash Flows.”

Interest Ex])eme.

Interest expense for 2005 was $41.8 million, or an $11.5 million increase
in interest cost compared to 2004. This increase was primarily attribu-
table to interest related to our 4.875% Senior Notes Due July 1, 2015, or
4.875% Senior Notes, and our 5.15% Senior Notes Due September 1,
2014, or 5.15% Senior Notes, which we issued in June 2005 and August
2004, respectively. In addition, interest expense for 2005 included a
write-off of $6.9 million in debt issuance costs associated with our June
2005 repurchase of approximately 96% of our then outstanding Ziero
Coupon Convertible Debentures due 2020, or Zero Coupon Debentures.
This increase in interest cost was partially offset by lower interest
expense on our Zero Coupon Debentures as a result of our partial
repurchase of the outstanding debentures in June 2005 and approxi-
mately $0.7 million in interest costs which were capitalized in 2005
related to qualifying upgrade and construction projects. See “—Liquid-
ity and Capital Requirements—Contractual Cash Obligations.”

Other Income and Expense (Other, net).

Included in “Other, net” are foreign currency translation adjustments
and transaction gains and losses and other income and expense items,
among other things, which are not attributable to our drilling opera-
tions. The components of “Other, net” fluctuate based on the level of
activity, as well as fluctuations in foreign currencies. We recorded other
expense, net, of $1.1 million in both 2005 and 2004.

Effective October 1, 2005, we changed the functional currency
of certain of our subsidiaries operating outside the United States to the
U.S. dollar to more appropriately reflect the primary economic envi-
ronment in which these subsidiaries operate. Prior to this date, these
subsidiaries utilized the local currency of the country in which they
conduct business as their functional currency. During 2005 and 2004,
we recognized net foreign currency exchange losses of $0.8 million and
$1.4 million, respectively, including $3.5 million in additional expense
in 2005 as a result of our change in functional currency to the
U.S. dollar. Prior to the fourth quarter of 2005, we accounted for
foreign currency translation gains and losses as a component of “Accu-
mulated other comprehensive losses’” in our Consolidated Balance
Sheets included in Item 8 of this report.

Income Tax Expeme.

Our net income tax expense is a function of the mix of our domestic
and international pre-tax earnings, as well as the mix of earnings from
the international tax jurisdictions in which we operate. We recognized
$96.1 million of tax expense on pre-tax income of $356.4 million for the
year ended December 31, 2005 compared to tax expense of $3.7 million
on a pre-tax loss of $3.5 million in 2004.

Certain of our rigs that operate internationally are owned and
operated, directly or indirectly, by Diamond Offshore International
Limited, a Cayman Island subsidiary that we wholly own. We do not
intend to remit earnings from this subsidiary to the U.S. and we plan to
indefinitely reinvest these earnings internationally. Consequently, we
provided no U.S. taxes on earnings and recognized no U.S. benefits on

losses generated by this subsidiary during 2005 and 2004.
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At the end of 2004 we had established a valuation allowance of
$10.3 million for certain of our foreign tax credit carryforwards which
will begin to expire in 2011. At December 31, 2005, we had $15.3 million
of foreign tax credit carryforwards. During 2005, we were able to
utilize most of our net operating loss carryforwards to offset taxable
income generated during the year. As a result, we now expect to be able
to utilize $14.5 million of our available foreign tax credit carryforwards
prior to their expiration dates, and we believe that a valuation allow-
ance is no longer necessary for those credits. Consequently, we reversed
$9.6 million of the previously established valuation allowance
during 2005. With respect to the remaining $0.8 million of foreign
tax credit carryforwards, we believe that a valuation allowance is
necessary and as a result have a valuation allowance of $0.8 million at
December 31, 2005.

At December 31, 2004 we had a reserve of $8.9 million
($1.7 million included with Current Taxes Payable and $7.2 in Other
Liabilities on our Consolidated Balance Sheets) for the exposure related
to the disallowance of goodwill deductibility associated with a 1996
acquisition. During 2005 we concluded that the reserve was no longer
necessary and eliminated the reserve, which resulted in an income tax
benefit of $8.9 million.

During 2005, we settled an income tax dispute in East Timor
(formerly part of Indonesia) for approximately $0.2 million. At De-
cember 31, 2004, our books reflected an accrued liability of $4.4 million
related to potential East Timor and Indonesian income tax liabilities
covering the period 1992 through 2000. Subsequent to the tax settle-
ment, we determined that the accrual was no longer necessary and
wrote off the accrued liability in the fourth quarter of 2005.

During 2004 and 2005, the Internal Revenue Service, or IRS,
examined our federal income tax returns for tax years 2000 and 2002.
The examination was concluded during the fourth quarter of 2005. We
and the IRS agreed to a limited number of adjustments for which we
recorded additional income tax of $1.9 million in 2005.

Our tax expense in 2004 included $2.5 million associated with
a revision to estimates in tax balance sheet accounts, a tax benefit of
$5.2 million related to goodwill arising from a 1996 merger, and a tax
benefit of $4.5 million due to the reversal of a tax liability associated
with the Ocean Alliance Lease-Leaseback.

On October 22, 2004, the American Jobs Creation Act, or
AJCA, was signed into law. The AJCA includes a provision allowing a
deduction of 85% for certain foreign earnings that are repatriated. The
AJCA provides us the potential opportunity to elect to apply this
provision to qualifying earnings repatriations in 2005. Based on the
existing language in the AJCA, subsequent guidance issued by the
U.S. Treasury Department, and after considering our history of foreign
earnings, we did not have undistributed foreign earnings that would
qualify for the 85% deduction upon repatriation. Consequently, we did
not repatriate any undistributed earnings in 2005 pursuant to the AJCA.

Years Ended December 31, 2004 and 2003

Comparative data relating to our revenues and operating expenses by
equipment type are presented below. We have reclassified certain
amounts applicable to the prior periods to conform to the classifications

we currently follow. These reclassifications do not affect earnings.

Year Ended
December 31, Favorable/
2004 2003 (Unfavorable)
(In thousands)
CONTRACT DRILLING
REVENUE
High-Specification
Floaters $ 281,866 $ 290,844 $ (8,978)
Intermediate
Semisubmersibles 319,053 260,267 58,786
Jack-ups 178,391 97,774 80,617
Other 3,095 3,446 (€53))
Eliminations - 33) 233
Total Contract Drilling
Revenue $ 782,405 $ 652,098 $ 130,307
Revenues Related to
Reimbursable Expenses ~ $ 32,257 § 28,843 § 3,414
CONTRACT DRILLING
EXPENSE
High-Specification
Floaters $ 172,182 $ 156,898  $ (15,284)
Intermediate
Semisubmersibles 277,728 229,811 (47,917
Jack-ups 114,466 97,305 (17,161)
Other 4,252 4,058 (194)
Eliminations - (233) 33)
Total Contract Drilling
Expense $ 568,628 $ 487,839 $ (80,789)
Reimbursable Expenses $ 28899 $ 26,050 $ (2,849)
OPERATING INCOME
(LOSS)
High-Specification
Floaters $ 109,684 § 133,946 § (24,262)
Intermediate
Semisubmersibles 41,325 30,456 10,869
Jack-ups 63,925 469 63,496
Other ,157) (612) (549
Reimbursables, net 3,358 2,793 565
Depreciation (178,835) (175,578) (3,257
General and
Administrative
Expense (32,759 (28,868) (3,891D)
(Loss) Gain on Sale and
Disposition of Assets 1,613) (929) (684)
Total Operating Income
(Loss) $ 3928 §  (38323) § 42,051
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High-Specification Floaters.

Year Ended
December 31, Favorable/
2004 2003  (Unfavorable)
(In thousands)
CONTRACT DRILLING
REVENUE
GOM $ 144,077 $ 164,303 $  (20,226)
Australia/Asia 80,666 52,288 28,378
South America 57,123 74,253 (17,130)
Total Contract
Drilling Revenue $ 281,866 $ 290,844 $ (8,978
CONTRACT DRILLING
EXPENSE
GOM $ 81,08 § 84512 § 3,429
Australia/Asia 40,732 29,691 (11,041)
South America 50,367 42,695 (7,672)
Total Contract
Drilling Expense $ 172,182 $ 156,898 $ (15,284
OPERATING INCOME  $ 109,684 § 133,946  $ (24,262)

GOM. Revenues for our high-specification floaters in the
GOM decreased $20.2 million, primarily due to lower utilization of our
fleet in this market ($7.2 million) and lower average dayrates earned
($13.0 million) in 2004, as compared to 2003. Utilization of this fleet in
the GOM fell to 80% in 2004 compared to 84% in 2003, primarily due to
rig downtime in 2004 for scheduled inspections and repairs (Ocean
Confidence and Ocean America) and upgrade projects (Ocean dmerica) and
the ready-stacking of the Ocean Star for the first five months of 2004.
This decline in utilization was partially offset by increased utilization
tor the Ocean Valiant, which worked all of 2004 as compared to 2003,
when the rig was in a shipyard for approximately three months for a
5-year survey and scheduled maintenance.

The lower overall dayrates achieved for our high-specification
floaters in the GOM reflected the soft-market conditions in the GOM
during the first half of 2004 as several of these high-specification rigs
accepted jobs in the mid-water depth market at lower dayrates. Average
dayrates earned by high-specification floaters in the GOM fell to
$82,000 in 2004 compared to $89,500 in 2003.

Operating costs for our high-specification floaters in the GOM
during 2004 were slightly lower than our operating costs in 2003.
Lower operating expenses for the Ocean Valiant were partially offset by
additional costs to repair damages sustained by the Ocean America and
Ocean Star during Hurricane Ivan in the latter half of 2004. Operating
costs for the Ocean Valiant were higher during 2003, as compared to
2004, as a result of a 5-year survey and related repairs in 2003.

Australia/A4sia. Revenues for the Ocean Baroness and Ocean
Rover increased $28.4 million in 2004 to $80.7 million, as compared to
revenues of $52.3 million earned by these rigs in 2003. This increase in
revenue is primarily the result of $22.7 million in additional revenue

generated by the Ocean Rover in 2004 as it continued its drilling
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program offshore Malaysia. The Ocean Rover began drilling operations
in July 2003 after completion of its upgrade to high-specification
capabilities, which began in 2002. An increase in average dayrate and
utilization for the Ocean Baroness in 2004, as compared to 2003, resulted
in $3.9 million and $1.8 million in additional revenues, respectively.
Contract drilling expense for these rigs increased $11.0 million
in the Australia/Asia region in 2004, as compared to 2003, Primarily
due to additional, normal operating costs for the Ocean Rover offshore
Malaysia, which worked all of 2004, compared to 2003 when most of

this rig’s costs were capitalized in connection with its upgrade

South America. Revenues from our Brazilian operations de-
creased $17.1 million in 2004, as compared to 2003, primarily as a result
of lower utilization of the Ocean Alliance in 2004 due to a series of sub-
sea and electrical problems, as well as a scheduled 5-year survey and
sub-sea equipment upgrade that resulted in approximately five months
of downtime for the rig.

Contract drilling expense for our Brazilian operations in-
creased $7.7 million in 2004, as compared to the prior year, primarily
due to repair costs for the Ocean Alliance resulting from a series of sub-
sea and electrical problems and costs associated with its scheduled

5-year survey in 2004

Intermediate Semisubmersibles.

Year Ended
December 31, Favorable/
2004 2003  (Unfavorable)
(In thousands)
CONTRACT DRILLING
REVENUE
GOM $ 42,425 $ 49,196 $ (6,771)
Mexican GOM 85,383 36,873 48,510
Australia/Asia 77,187 48,138 29,049
Europe 69,285 47,964 21,321
South America 44.773 78,096 (3,323
Total Contract Drilling
Revenue $ 319,053 $ 260,267 $ 58,786
CONTRACT DRILLING
EXPENSE
GOM $ 37300 § 47,816 $ 10516
Mexican GOM 56,948 29,912 (27,036)
Australia/Asia 63,969 49,277 (14,692)
Europe 82,864 63,236 (19,628)
South America 36,647 39,570 2,923
Total Contract Drilling
Expense $ 277,728 § 229,811 $ (47,917
OPERATING INCOME  § 41325 §$ 30,456 $ 10,869

GOM. Revenues generated by our intermediate semisubmer-
sible fleet operating in the GOM decreased $6.8 million in 2004

compared to 2003, primarily due to decreased utilization in this market.
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Overall utilization for our intermediate semisubmersibles in the GOM
(excluding the Ocean Endeavor, which was cold-stacked during 2004)
decreased from 54% in 2003 to 50% in 2004, primarily as a result of the
relocation of the Ocean Ambassador and the Ocean Worker from the GOM
to the Mexican GOM in the latter half of 2003 and a 5-year survey and
maintenance projects that kept the Ocean Concord out of service for
approximately six months in 2004. The overall decline in utilization in
the GOM resulted in a $13.1 million decrease in revenues in 2004, as
compared to 2003.

Average operating dayrates for our intermediate semisubmer-
sibles increased in the GOM from $40,800 in 2003 to $44,600 in 2004
and resulted in the generation of $4.6 million in additional revenues in
2004 compared to the prior year. We also recognized $1.8 million in
lump-sum mobilization fees for the Ocean Concord in 2004.

Contract drilling expense for these operations in the GOM
decreased $10.5 million in 2004, as compared to 2003, primarily due to
the relocation of the Ocean Ambassador and the Ocean Worker to the
Mexican GOM in the second half of 2003. This decrease was partially
offset by additional operating expense related to the reactivation of the
Ocean Voyager from cold-stacked status during 2004 and normal opera-
tions during the fourth quarter of that year.

Mexican GOM. Revenues generated by our intermediate
semisubmersibles in the Mexican GOM increased $48.5 million com-
pared to the revenues earned in this region in 2003. We had four
drilling units operating in this market throughout 2004, as compared to
2003 when the Ocean Ambassador, Ocean Whittington and Ocean Worker
commenced operations for PEMEX in the Mexican GOM during the
third quarter. The Ocean Yorktown was relocated to the Mexican GOM
in July 2003 from Brazil and began operating under contract with
PEMEX in the mid-fourth quarter of 2003.

In the Mexican GOM, our intermediate semisubmersibles
incurred higher operating expenses in 2004 as compared to 2003, when
two of these rigs operated in the GOM and another rig was stacked in
Africa for the first five months of the year. The increased operating
costs in 2004, which resulted from the increased utilization in 2004
compared to the prior year, included additional equipment rental
expense in connection with the rigs’ contracts with PEMEX, travel
costs and costs associated with maintaining a Mexican shore base.
These increased operating expenses were partially offset by lower rig
mobilization costs in 2004, as compared to 2003, when we incurred

additional costs to relocate these rigs to the Mexican GOM.

Australia/dsia. Our intermediate semisubmersibles working
offshore Australia/Asia generated revenues of $77.2 million in 2004
compared to revenues of $48.1 million in 2003. The $29.0 million
increase in revenues was primarily due to increased utilization in 2004
compared to 2003. Utilization in this market increased to 91% in 2004
from 70% in 2003. In 2003, utilization in this region was reduced due to
the ready-stacking of the Ocean Epoch for the majority of the year and
nearly two months of unpaid downtime for the Ocean Bounty due to a
scheduled 5-year survey and related repairs. In 2004, we relocated the
Ocean Patriot to this region from South Africa, resulting in additional
revenues of $11.5 million in this region, including $3.3 million in

mobilization revenue.

The $14.7 million increase in contract drilling expense for our
intermediate semisubmersibles in the Australia/Asia region in 2004, as
compared to 2003, was primarily due to additional costs associated with
preparing the Ocean Patriot for operations in New Zealand and Austra-
lia, including mobilization of the rig from South Africa. Our operating
costs for 2004 also included normal operating expenses for the Ocean
Epoc/), as compared to reduced costs in 2003 when the rig was ready—

stacked for most of the year.

Europe/Africa. Overall utilization of our actively-marketed
intermediate semisubmersibles in this region increased from 67% in
2003 to 79% in 2004, reﬂecting the full utilization of the Ocean Princess
and Ocean Guardian in 2004, as compared to 2003 when both rigs were
ready-stacked for part of the year, and which was partially offset by
reduced utilization due to our relocation of the Ocean Patriot to New
Zealand in mid-2004. Excluding the results for the Ocean Vanguard,
which operated under a bareboat charter arrangement with its previous
owner for the first five months of 2003, the net favorable change in
utilization in this region and modest increase in average operating
dayrates during 2004, as compared to 2003, resulted in additional
revenues of $2.5 million and $3.1 million, respectively.

The Ocean Vanguard generated $13.8 million in additional
revenues in 2004, primarily as a result of a higher average operating
dayrate earned in 2004 compared to 2003. The average operating
dayrate for the Ocean Vzmgmtm'increased from $10,000 in 2003 to an
average of $77,300 in 2004 as a result of the completion of its bareboat
charter arrangement in June 2003.

Contract drilling expense for our intermediate semisubmer-
sible rigs operating offshore Europe increased $19.6 million during
2004, as compared to 2003, primarily due to the inclusion of normal
operating costs for the Ocean Vanguard in 2004, as compared to reduced
costs incurred in 2003 when the rig operated under a bareboat charter
to its previous owner. This increase also included costs associated with
preparing the Ocean Vanguard for work in the North Sea. Additionally,
contract drilling expenses for our rigs working offshore the UK. were
negatively impacted in 2004 by the cost of additional labor benefits
mandated by legislation in the region and the recognition of mobiliza-
tion costs related to the relocation of the Ocean Nomad from the U.K. to
Gabon where the unit operated until the fourth quarter of 2004.

South America. Revenues generated by our intermediate semis-
ubmersible fleet operating offshore Brazil decreased $33.3 million dur-
ing 2004 compared to 2003, primarily due to the relocation of the Ocean
Yorktown to the Mexican GOM in the third quarter of 2003 at a reduced
dayrate and the renewal of our operating contract for the Ocean Yatzy
in the latter part of 2003 at a signiﬁcantly lower operating dayrate that
reflected market conditions at the time.

Operating costs for our intermediate semisubmersible rigs
offshore Brazil decreased $2.9 million in 2004 compared to 2003,
primarily due to the relocation of the Ocean Yorktown to the Mexican
GOM. The decrease in overall costs for our Brazilian operations was
partially offset by higher rig inspection and related repair costs, as well
as higher benefits costs for national employees, for our two remaining
intermediate semisubmersibles in this region in 2004, as compared to
2003.
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Jack-Ups.

Year Ended
December 31, Favorable/
2004 2003  (Unfavorable)
(In thousands)
CONTRACT DRILLING
REVENUE
GOM $ 138,886 § 84,795 $ 54,091
Australia/Asia 21,290 12,979 8,311
South America 18,215 - 18,215
Total Contract Drilling
Revenue $ 178391 § 97,774 $ 80,617
CONTRACT DRILLING
EXPENSE
GOM $ 89,906 § 84,343 $ (5563
Australia/Asia 15,546 12,962 Q,584)
South America 9,014 - (9,014¢)
Total Contract Drilling
Expense $ 114,466  $ 97,305 $ (17,161)
OPERATING INCOME $ 63,925 $ 469 $ 63,456

GOM. Excluding the Ocean Champion, which was reactivated
from cold-stack status in 2004, utilization of our jack-ups in the GOM
rose to 92% in 2004 from 80% in 2003, resulting in $12.9 million in
additional revenues in 2004 compared to 2003. The increase in utiliza-
tion in 2004 was primarily due to the nearly full utilization of the
Ocean Tower and Ocean Titan, which were in shipyards undergoing
major upgrades for a signiﬁcant portion of 2003. Other changes in
utilization were primarily due to the timing and duration of inspec-
tions and related repairs. The reactivated Ocean Champion generated
revenues of $4.5 million in 2004.

All of our jack-ups in this region experienced an increase in
average dayrate in 2004 primarily due to a tighter market for this class
of equipment in the GOM. Average operating revenue per day increased
from $26,400 in 2003 to $36,400 in 2004, resulting in $36.7 million in
additional revenues in 2004.

Our operating costs for jack-ups in the GOM increased
$5.6 million in 2004 compared to the prior year, primarily due to the
inclusion of normal operating costs for the Ocean Titan during 2004,
compared to 2003 when most of this rig’s costs were capitalized in
connection with its cantilever upgrade, reactivation costs for the Ocean
Champion and additional, normal operating costs associated with higher

utilization of our jack-up fleet in the GOM.

Australia/Asia. Revenue improvements for our jack-ups in the
Australia/Asia region are primarily due to the nearly full utilization of
the Ocean Sovereign in 2004 compared to 2003, when this unit was
out-of-service for a major upgrade for a significant portion of the year
($13.2 million). This increase was partially offset by lower revenues for
the Ocean Heritage, which in 2004 operated in this region for only a
portion of the fourth quarter. During 2003, the Ocean Heritage operated
offshore Indonesia prior to being stacked for the latter half of the year
in a Singapore shipyard. We mobilized this drilling unit to Ecuador in
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early 2004. We recognized $2.4 million in mobilization fees for jack-up
rig moves in 2004.

Contract drilling expense for our jack-ups in this region
increased in 2004 compared to 2003, Primarily due to higher utilization
and mobilization costs for the Ocean Sovereign in 2004 compared to
2003, when this rig was out-of-service for a major upgrade and then
ready—stacked in Singapore. During 2003, a majority of operating costs

for the Ocean Sovereign were capitalized as part of its upgrade.

South America. The Ocean Heritage operated offshore Ecuador
for almost eight months in 2004. During its contract the rig generated
$18.2 million in revenues, including the recognition of $8.5 million in
lump-sum mobilization fees, and incurred operating expenses of
$9.0 million before returning to the Australia/Asia region in the fourth
quarter of 2004.

Reimbursable expenses, net.

Revenues related to reimbursable items, offset by the related expendi-
tures for these items, were $3.4 million in 2004 compared to $2.8 mil-
lion in 2003. Reimbursable expenses include items that we purchase,
and/or services we perform, at the request of our customers. We charge
our customers for purchases and/or services we perform on their
behalf at cost, plus a mark-up where applicable. Therefore, net

reimbursables fluctuate based on customer requirements, which vary.

Depreciation.

Depreciation expense in 2004 increased $3.2 million to $178.8 million,
compared to $175.6 million in 2003, primarily due to additional depreci-
ation expense associated with upgrades to the Ocean Rover and two
jack—up rigs completed in 2003 and another jack—up rig completed in
early 2004, the Ocean Patriot, which we acquired in March 2003, and
capital expenditures in the third quarter 2003 related to contracts for
four of our rigs in Mexico.

On April 1, 2003, we adjusted the estimated service lives and
salvage values for most of our drilling rigs to better reflect their
remaining economic lives and salvage values. We incurred $5.3 million
more in depreciation expense for the first quarter of 2003 than that
which we would have incurred using the new service lives and salvage

values. See “—Critical Accounting Estimates.”

General and Administrative Expense.

Our general and administrative expense increased $3.9 million in 2004
to $32.8 million, as compared to $28.9 million for 2003. This increase
was primarily due to higher payroll costs, our cost of compliance with
the Sarbanes-Oxley Act of 2002, higher external audit fees and higher

net building expenses due to lower rental income from our tenants.

Loss on Sale and Disposition of Assets.

During 2004, we wrote-off $1.6 million of equipment that was lost
during Hurricane Ivan.

During 2003, we recognized net losses on the sale and disposi—
tion of assets of $0.9 million, primarily related to the sale of two of our
semisubmersible drilling rigs, the Ocean Century and Ocean Prospec-
tor. These rigs, which had been cold-stacked since July 1998 and
October 1998, respectively, were permanently retired from service as

offshore drilling rigs and written down by $1.6 million to their fair
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market values in September 2003. We sold these rigs for $375,000 each
(pre-tax) in December 2003.

Interest Expeme.

We incurred interest expense of $30.3 million in 2004 compared to
interest expense of $23.9 million in 2003. The $6.4 million increase in
interest costs is Primarily attributable to our 5.15% Senior Notes, which
we issued on August 27, 2004, and was partially offset by lower interest
expense in 2003 as a result of interest we capitalized relating to the
upgrade of the Ocean Rover, which was completed in July 2003. See
Note 1 “Summary of Significant Accounting Policies—Capitalized In-
terest” and Note 7 “Long-Term Debt” to our Consolidated Financial

Statements in Item 8 of this report.

Gain (Loss) on Sale of Marketable Securities.

We recognized net gains on sales of marketable securities of $0.3 million
in 2004 compared to a $6.9 million net loss on the sale of marketable
securities in 2003. See Note 3 “Investments and Marketable Securities”

to our Consolidated Financial Statements in Item 8 of this report.

Settlement of Litigation.

In December 2004, we recognized an $11.4 million gain as a result of
the settlement of our lawsuit against an equipment manufacturer. This
lawsuit was the result of an incident that occurred in 2002 on the Ocean

Baroness.

Other Income and Expense (Otber, net).

We reported other income of $1.1 million for the year ended Decem-
ber 31, 2004, which included $1.4 million in foreign currency transac-
tion losses. During the year ended December 31, 2003, we recognized
other income of $2.9 million primarily related to pre-tax gains on
foreign exchange forward contracts. See Note 4 “Derivative Financial
Instruments—Forward Exchange Contracts” to our Consolidated Fi-

nancial Statements in Item 8 of this report.

Income Tax (Expense) Benefit.

Our net income tax expense or benefit is a function of the mix between
our domestic and international pre-tax earnings or losses, respectively,
as well as the mix of international tax jurisdictions in which we
operate. We recognized income tax expense of $3.7 million on a pre-tax
loss of $3.5 million for the year ended December 31, 2004, compared to a
tax benefit of $5.8 million, which we recognized on a pre-tax loss of
$54.2 million in 2003.

Certain of our rigs that operate internationally are owned and
operated, directly or indirectly, by Diamond Offshore International
Limited, a Cayman Island subsidiary that we wholly-own. We do not
intend to remit earnings from this subsidiary to the U.S. and we plan to
indefinitely reinvest these earnings internationally. Consequently, we
provided no U.S. taxes on earnings and recognized no U.S. tax benefits
on losses during 2004 or 2003.

We recognized tax expense of $3.7 million for 2004 despite a
$3.5 million pre-tax loss primarily as a result of $20.5 million of
unrepatriated losses in international tax jurisdictions for which we did
not recognize any U.S benefits. Our tax expense for 2004 also included

$2.5 million associated with a revision to estimates in tax balance sheet

accounts, a tax benefit of $5.2 million related to goodwill arising from
our merger with Arethusa (Off-Shore) Limited in 1996 and a tax
benefit of $4.5 million due to the reversal of a tax liability associated
with the Ocean Alliance Lease-Leaseback.

In 2003, we recorded a valuation allowance of $10.2 million
for certain of our foreign tax credit carryforwards which will begin to
expire in 2011 as a charge against earnings. Under the “more likely than
not” approach of evaluating the associated deferred tax asset, at that
time we determined that a valuation allowance was necessary. See
“—Overview—Critical Accounting Estimates—Income Taxes.” In addi-
tion, in 2003 we reduced our deferred tax liability by $3.7 million
related to the deductibility of goodwill associated with a 1996

acquisition.

SOURCES OF LIQUIDITY AND CAPITAL RESOURCES

Our principal sources of liquidity and capital resources are cash flows
from our operations, proceeds from the issuance of debt securities and
our cash reserves. At December 31, 2005, we had $842.6 million in
“Cash and cash equivalents” and $2.3 million in ‘“Investments and

b3l

marketable securities,” representing our investment of cash available

for current operations.

Cash Flows from Operations. We operate in an industry that has
been, and we expect to continue to be, extremely competitive and
highly cyclical. The dayrates we receive for our drilling rigs and rig
utilization rates are a function of rig supply and demand in the
marketplace, which is generally correlated with the price of oil and
natural gas. Demand for drilling services is dependent upon the level of
expenditures by oil and gas companies for offshore exploration and
development, a variety of political and economic factors and availability
of rigs in a particular geographic region. As utilization rates increase,
dayrates tend to increase as well reflecting the lower supply of available
rigs, and vice versa. These factors are not within our control and are
difficult to predict. For a description of other factors that could affect

13

our cash flows from operations, see ‘“—Overview—Industry Condi-

3

tions,” ‘“—Forward-Looking Statements” and “Risk Factors” in

Item 1A of this report.

Shelf Registration. We have the ability to issue an aggregate of
approximately $117.5 million in debt, equity and other securities under
a shelf registration statement. In addition, from time to time we may
issue up to eight million shares of common stock which are registered
under an acquisition shelf registration statement, after giving effect to
the two-for-one stock split we declared in July 1997, in connection with

one or more acquisitions by us of securities or assets of other businesses.

LIQUIDITY AND CAPITAL REQUIREMENTS

Our liquidity and capital requirements are primarily a function of our
working capital needs, capital expenditures and debt service require-
ments. We determine the amount of cash required to meet our capital
commitments by evaluating the need to upgrade rigs to meet specific
customer requirements and by evaluating our ongoing rig equipment
replacement and enhancement programs, including water depth and
drilling capability upgrades. We believe that our operating cash flows

and cash reserves will be sufficient to meet these capital commitments;
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however, we will continue to make periodic assessments based on
industry conditions. In addition, we may, from time to time, issue debt
or equity securities, or a combination thereof, to finance capital
expenditures, the acquisition of assets and businesses or for general
corporate purposes. Our ability to effect any such issuance will be
dependent on our results of operations, our current financial condition,

current market conditions and other factors beyond our control.

We believe that we have the financial resources needed to meet
our business requirements in the foreseeable future, including capital
expenditures for rig upgrades and enhancements, as well as our

Working capital requirements.

Contractual Cash Obligations. The following table sets forth our contractual cash obligations at December 31, 2005.

Payments Due By Period

Contractual Obligations Total  Less than 1 year 1-3 years 4-5 years  After 5 years
(In thousands)

Long-term debt—principal $ 977,654 $ — $ 459,987 $ 18,720 $ 498,947
Forward exchange contracts 122,493 116,846 5,647 - --
Purchase obligations related to rig upgrade/modifications 411,000 259,000 152,000 - --
Operating leases 2,474 1,892 582 - -
Total obligations $ 1,513,621 $ 377,738 § 618,216 $ 18,720 $ 498,947

As of December 31, 2005, we had purchase obligations aggre-
gating approximately $411 million related to the major upgrade of the
Ocean Endeavor and construction of two new jack-up rigs, the Ocean
Scepter and Ocean Shield. We had no other purchase obligations for
major rig upgrades or any other significant obligations at December 31,
2005, except for those related to our direct rig operations, which arise
during the normal course of business.

Payments of our long-term debt, including interest, could be
accelerated due to certain rights that holders of our debentures have to
put the securities to us. See the discussion below related to our
1.5% Convertible Senior Debentures Due 2031, or 1.5% Debentures, and
Zero Coupon Debentures.

4.875% Senior Notes.

On June 14, 2005, we issued $250.0 million aggregate principal amount
of 4.875% Senior Notes at an offering price of 99.785% of the princiPal
amount, which resulted in net proceeds to us of $247.6 million. These
notes bear interest at 4.875% per year, payable semiannually in arrears
on January 1 and July 1 of each year, beginning January 1, 2006, and
mature on July 1, 2015. The 4.875% Senior Notes are unsecured and
unsubordinated obligations of Diamond Offshore Drilling, Inc. We have
the right to redeem all or a portion of the 4.875% Senior Notes for cash
at any time or from time to time on at least 15 days but not more than
60 days prior written notice, at the redemption price specified in the
governing indenture plus accrued and unpaid interest to the date of

redemption.

5.15% Senior Notes.

On August 27, 2004, we issued $250.0 million aggregate principal
amount of 5.15% Senior Notes at an offering price of 99.759% of the
principal amount, which resulted in net proceeds to us of $247.6 mil-
lion. These notes bear interest at 5.15% per year, payable semiannually
in arrears on March 1 and September 1 of each year, beginning
March 1, 2005, and mature on Septcmber 1, 2014. The 5.15% Senior

Notes are unsecured and unsubordinated obligations of Diamond
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Offshore Drilling, Inc. We have the right to redeem all or a portion of
the 5.15% Senior Notes for cash at any time or from time to time on at
least 15 days but not more than 60 days prior written notice, at the
redemption price specified in the governing indenture plus accrued and

unpaid interest to the date of redemption.

1.5% Debentures.

On April 11, 2001, we issued $460.0 million principal amount of
1.5% Debentures, which are due April 15, 2031. The 1.5% Debentures are
convertible into shares of our common stock at an initial conversion
rate of 20.3978 shares per $1,000 principal amount of the 1.5% Deben-
tures, or $49.02 per share, subject to adjustment in certain circum-
stances. Upon conversion, we have the right to deliver cash in lieu of
shares of our common stock.

We pay interest of 1.5% per year on the outstanding principal
amount of the 1.5% Debentures, semiannually in arrears on April 15 and
October 15 of each year. In addition, under certain circumstances we
will pay contingent interest to holders of our 1.5% Debentures during
any six-month period commencing after April 14, 2008. See “1.5% De-
bentures” in Note 7 “Long-Term Debt” to our Consolidated Financial
Statements in Item 8 of this report. The 1.5% Debentures are unsecured
obligations of Diamond Offshore Drilling, Inc.

Holders may require us to purchase all or a portion of their
1.5% Debentures on April 15, 2008, at a price equal to 100% of the
Principal amount of the 1.5% Debentures to be Purchased plus accrued
and unpaid interest. We may choose to pay the purchase price in cash or
shares of our common stock or a combination of cash and common
stock. In addition, holders may require us to purchase, for cash, all or a
portion of their 1.5% Debentures upon a change in control (as defined
in the governing indenture) for a purchase price equal to 100% of the
principal amount plus accrued and unpaid interest.

We may redeem all or a portion of the 1.5% Debentures at any
time on or after April 15, 2008, at a price equal to 100% of the principal

amount plus accrued and unpaid interest.
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Zero Couj)on Debentures.

We issued our Zero Coupon Debentures on June 6, 2000 at a price of
$499.60 per $1,000 principal amount at maturity, which represents a
yield to maturity of 3.50% per year. The Zero Coupon Debentures
mature on June 6, 2020, and, as of December 31, 2005, the aggregate
accreted value of our outstanding Zero Coupon Debentures was
$18.7 million. We will not pay interest prior to maturity unless we elect
to convert the Zero Coupon Debentures to interest-bearing debentures
upon the occurrence of certain tax events. The Zero Coupon Deben-
tures are convertible at the option of the holder at any time prior to
maturity, unless previously redeemed, into our common stock at a
fixed conversion rate of 8.6075 shares of common stock per $1,000
principal amount at maturity of Zero Coupon Debentures, subject to
adjustments in certain events. In addition, holders may require us to
purchase, for cash, all or a portion of their Zero Coupon Debentures
upon a change in control (as defined in the governing indenture) for a
purchase price equal to the accreted value through the date of repur-
chase. The Zero Coupon Debentures are senior unsecured obligations of
Diamond Offshore Drilling, Inc.

We also have the right to redeem the Zero Coupon Deben-
tures, in whole or in part, for a price equal to the issuance price plus
accrued original issue discount through the date of redemption. Hold-
ers have the right to require us to repurchase the Zero Coupon
Debentures on June 6, 2010 and June 6, 2015, at the accreted value
through the date of repurchase. We may pay any such repurchase price
with either cash or shares of our common stock or a combination of
cash and shares of common stock.

On June 7, 2005, we repurchased $460.0 million accreted
value, or $774.1 million in aggregate principal amount at maturity, of
our Zero Coupon Debentures at a purchase price of $594.25 per $1,000
principal amount at maturity, which represented 96% of our then
outstanding Zero Coupon Debentures. The aggregate principal amount
at maturity of those Zero Coupon Debentures will be $30.9 million
assuming no additional conversions or redemptions occur prior to the

maturity date.

Letters of Credit.

We are contingently liable as of December 31, 2005 in the amount of
$47.9 million under certain performance, bid, supersedeas and custom
bonds and letters of credit. Agreements relating to approximately
$34.0 million of multi-year performance bonds can require cash collat-
eral for the full line at any time for any reason. Issuers of a $0.5 million
letter of credit have the option to require cash collateral due to the
lowering of our credit rating in April 2004. As of December 31, 2005 we
had not been required to make any cash collateral deposits with respect
to these agreements. The remaining agreements cannot require cash
collateral except in events of default. On our behalf, banks have issued

letters of credit securing certain of these bonds.

Credit Ratings.

Our current credit rating is Baa2 for Moody’s Investors Services and A-
for Standard & Poor’s. Although our long-term ratings continue at
investment grade levels, lower ratings could result in higher interest

rates on future debt issuances.

Capital Expenditures.

In May 2005, we began a major upgrade of the Ocean Endeavor for
ultra-deepwater service. The modernized rig will be capable of operat-
ing in up to 10,000 feet of water at an estimated upgrade cost of
approximately $250 million. We spent approximately $54.5 million on
this project in 2005 and expect to spend approximately $145 million in
2006. We expect delivery of the upgraded rig in mid-2007.

Additionally, in the second quarter of 2005, we entered into
agreements to construct two high-performance, premium jack-up rigs.
The two new drilling units, the Ocean Scepter and the Ocean Shield, are
under construction in Brownsville, Texas and in Singapore, respec-
tively, at an aggregate expected cost of approximately $300 million. We
spent $85.9 million in 2005 related to the new construction and expect
to spend approximately $114 million in 2006 on these two construction
projects. We expect delivery of both units in the first quarter of 2008.

In January 2006, we announced that we will upgrade the
currently cold-stacked Ocean Monarch for ultra-deepwater service at an
aggregate estimated cost of approximately $300 million. We expect to
mobilize the rig to a shipyard in Singapore for the upgrade in mid-2006
and expect to spend approximately $60 million on this project in 2006.
We purchased the Ocean Monarch and its related equipment in August
2005 for $20.0 million.

We have budgeted approximately $215 million in additional
capital expenditures in 2006 associated with our ongoing rig equipment
replacement and enhancement programs, and other corporate require-
ments. We expect to finance our 2006 capital expenditures through the
use of our existing cash balances or internally generated funds.

During 2005, we spent approximately $133.4 million on our
continuing rig capital maintenance program (other than rig upgrades
and new construction) and to meet other corporate capital expenditure

requirements in 2005.

Off-Balance Sheer Arrangements.

At December 31, 2005 and 2004, we had no off-balance sheet debt or
other arrangements.

HISTORICAL CASH FLOWS

The following is a discussion of our historical cash flows from operat-
ing, investing and financing activities for the year ended December 31,
2005 compared to 2004.
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Net Cash Provided by Operating Activities.

Year Ended December 31,

2005 2004 Change
(In thousands)
Net income (loss) $ 260,337 $  (7,243) $ 267,580
Net changes in operating
assets and liabilities (81,039) 22,385 (103,424)
Loss (gain) on sale of
marketable securities 1,180 (254) 1,434
Depreciation and other
non-cash items, net 208,093 193,394 14,699
$ 388571 § 208282 $ 180,289

Our cash flows from operations in 2005 increased $180.3 mil-
lion or 87% over cash generated by our operating activities in 2004. The
increase in cash flow from operations in 2005 is primarily the result of
higher average dayrates and, to a lesser extent, higher utilization
earned by our offshore drilling units as a result of an increase in
worldwide demand for offshore contract drilling services. These
favorable trends were negatively impacted by an increase in cash
required to satisfy our working capital requirements, including a
temporary increase in our trade accounts receivable, which will gener-

ate cash as the billing cycle is completed.

Net Cash Used in Investing Activities.

Year Ended December 31,
2005 2004 Change
(In thousands)

Purchase of

marketable securities $ (4,956,560) $ (4,606,400) $ (350,160)

Proceeds from sale of

marketable securities 5,610,907

(293,829)

4,466,377
(89,229)

1,144,530

Capital expenditures (204,600)

Insurance proceeds
from casualty loss of
Ocean Warwick

50,500 - 50,500

Proceeds from
sale/involuntary
conversion of assets 26,047

6,900 19,147

Purchases of
Australian dollar
(45,456)

time deposits - 45,456

Proceeds from
maturities of
Australian dollar
time deposits (22,359)

11,761 34,120

Proceeds from
settlement of
forward contracts

1,136 - 1,136

$ 449962 $ (233,688) $ 683,650
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Our investing activities generated $450.0 million in 2005, as
compared to a usage of $233.7 million in 2004. In 2005, we sold
marketable securities, net of Purchases, of $654.3 million compared to
net Purchases of $140.3 million during 2004. This increase in net sales
activity is primarily the result of increased cash requirements in 2005 to
partially fund our repurchase of $460.0 million accreted value of Zero
Coupon Debentures in June 2005 and capital additions.

During 2005, we spent approximately $140.4 million related
to the major upgrade of the Ocean Endeavor and construction of two
new jack-up drilling rigs, the Ocean Scepter and Ocean Shield, in addition
to $133.4 million related to our ongoing capital maintenance program
and our purchase of the Ocean Monarch for $20.0 million. During 2004,
our primary focus was on our ongoing capital maintenance program.
See “—Liquidity and Capital Requirements—Capital Expenditures.”

We collected $50.5 million in insurance proceeds related to the
casualty loss of the Ocean Warwick in 2005. Additionally, in 2005 we sold
one of our then cold-stacked intermediate semisubmersible rigs, the
Ocean Liberator, for net cash proceeds of $13.6 million and received
$5.6 million in insurance Proceeds (total proceeds of $14.5 million of
which $8.9 million is included in net cash provided by operating
activities) related to the involuntary conversion of assets damaged
during Hurricane Ivan in 2004.

In the second quarter of 2004, based on our expectation that
higher interest rates could be achieved by investing in Australian
dollar-based securities, we invested $42.1 million (equivalent to
60.0 million Australian dollars) in Australian dollar time deposits with
expirations ranging from May 2004 to March 2005. During 2005 and
2004, $11.8 million and $34.1 million matured, respectively. Also during
2005, we entered into various foreign currency forward exchange

contracts, which resulted in net realized gains totaling $1.1 million.

Net Cash Used in Financing Activities.

Year Ended December 31,

2005 2004 Change
(In thousands)
Proceeds from issuance
of senior notes $ 249,462 $ 2497397 $ 65
Payment of debt
issuance costs (1,866) 75D 15)
Redemption of Zero
Coupon Debentures (460,015) -- (460,015)
Payment of dividends (48,260) (32,281) (15,979)
Acquisition of treasury
stock - (18,077) 18,077
Ocean Alliance lease-
leaseback agreement (12,818) (11,969) (849)
Proceeds from stock
options exercised 11,547 168 11,379
$ (261,950) $ 185,487 § (447,437)

In June 2005 and August 2004, we issued $250.0 million
principal amount of our 4.875% Senior Notes and our 5.15% Senior
Notes, respectively, for net cash proceeds of $247.6 million for each

issuance. We repurchased $460.0 million accreted value, or approxi-
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mately 96%, of our then outstanding Zero Coupon Debentures for cash
in June 2005.

During 2005, we received $11.5 million in proceeds from the
exercise of stock options to purchase shares of our common stock.
During 2004, we received $0.2 million in proceeds from the exercise of
stock options.

We Paid cash dividends to our stockholders of $48.3 million in
2005 compared to $32.3 million in 2004. On January 24, 2006, we
declared a quarterly cash dividend and a special cash dividend of $0.125
and $1.50, respectively, per share of our common stock. Both the
quarterly and special cash dividends are payable on March 1, 2006 to
stockholders of record on February 3, 2006.

Depending on market conditions, we may, from time to time,
purchase shares of our common stock in the open market or otherwise.
During the year ended December 31, 2004, we purchased 782,200 shares
of our common stock at an aggregate cost of $18.1 million (or $23.11
average cost per share). We did not repurchase any shares of our
outstanding common stock during the year ended December 31, 2005.

We paid the final installment of $12.8 million on our lease-

leaseback arrangement for the Ocean Alliance in December 2005.

OTHER

Currency Risk. Some of our subsidiaries conduct a portion of
their operations in the local currency of the country where they
conduct operations. Currency environments in which we have signifi-
cant business operations include Mexico, Brazil, the UK., Australia,
Indonesia and Malaysia. When possible, we attempt to minimize our
currency exchange risk by seeking international contracts payable in
local currency in amounts equal to our estimated operating costs
payable in local currency with the balance of the contract payable in
U.S. dollars. At present, however, only a limited number of our
contracts are payable both in U.S. dollars and the local currency.

We also utilize foreign exchange forward contracts to reduce
our forward exchange risk. A forward currency exchange contract
obligates a contract holder to exchange predetermined amounts of
specified foreign currencies at specified foreign exchange rates on
specific dates.

We record currency translation adjustments and transaction
gains and losses as “Other income (expense)”’ in our Consolidated
Statements of Operations. The effect on our results of operations from
these translation adjustments and transaction gains and losses has
not been material and are not expected to have a significant effect

in the future.

RECENT ACCOUNTING PRONOUNCEMENTS

In December 2004 the Financial Accounting Standards Board revised
SFAS No. 123, “Accounting for Stock-Based Compensation,” or
SFAS 123(R). This statement supersedes Accounting Principles Board
Opinion No. 25, “Accounting for Stock Issued to Employees,” and its
related implementation guidance. This statement requires that the
compensation cost relating to share-based payment transactions be
recognized in financial statements. That cost will be measured based on
the fair value of the equity or liability instruments issued. SFAS 123(R)

is effective as of the first interim or annual reporting period beginning

after June 15, 2005. This statement applies to all awards granted after
the required effective date and to awards modified, repurchased, or
cancelled after that date. We do not expect the adoption of SFAS 123(R)
to have a material impact on our consolidated results of operations,

financial position or cash flows.

FORWARD-LOOKING STATEMENTS

We or our representatives may, from time to time, make or incorporate
by reference certain written or oral statements that are ‘“forward-
looking statements” within the meaning of Section 27A of the Securities
Act of 1933, as amended, or the Securities Act, and Section 21E of the
Securities Exchange Act of 1934, as amended, or the Exchange Act. All
statements other than statements of historical fact are, or may be
deemed to be, forward-looking statements. Forward-looking state-
ments include, without limitation, any statement that may project,
indicate or imply future results, events, performance or achievements,
and may contain or be identified by the words “expect,” “intend,”
“plan,” “predict,” “anticipate,” ‘‘estimate,” ‘believe,” *should,”
“could,” “may,” “might,” “will,” “will be,” “will continue,” “will
likely result,” “project,” “forecast,” “budget” and similar expressions.
Statements made by us in this report that contain forward-looking
statements include, but are not limited to, information concerning our
possible or assumed future results of operations and statements about

the following subjects:

® future market conditions and the effect of such conditions on our
future results of operations (see ‘“—Overview—Industry
Conditions’”);

® future uses of and requirements for financial resources (see
“—Liquidity and Capital Requirements” and ‘“—Sources of Li-
quidity and Capital Resources’);

® interest rate and foreign exchange risk (see “—Liquidity and
Capital Requirements—Credit Ratings’” and “Quantitative and
Qualitative Disclosures About Market Risk’”);

e future contractual obligations (see “—Overview—Industry Con-
ditions,” “Business—Operations Outside the United States’” and
“—Liquidity and Capital Requirements’);

® future operations outside the United States including, without

limitation, our operations in Mexico (see “—Overview—Industry

Conditions” and “Risk Factors’);

business strategy;

growth opportunities;

competitive position,

expected financial position;

future cash flows;

future quarterly or special dividends (see “Market for the Regis-

trant’s Common Equity, Related Stockholder Matters and Issuer

Purchases of Equity Securities—Dividend Policy’”);

® financing plans;

® tax planning (See “—Overview—Critical Accounting Estimates—
Income Taxes,” ‘“—Years Ended December 31, 2005 and 2004—
Income Tax Expense” and “—Years Ended December 31, 2004 and
2003—Income Tax (Expense) Benefit’”);

® budgets for capital and other expenditures (see “—Liquidity and

Capital Requirements”);
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® timing and cost of completion of rig upgrades and other capital
projects (see “—Liquidity and Capital Requirements’”);

® delivery dates and drilling contracts related to rig conversion and
upgrade projects (see “—Overview—Industry Conditions” and
“—Liquidity and Capital Requirements’);

® plans and objectives of management;

® performance of contracts (see °

‘—Overview—Industry Condi-
tions” and “Risk Factors’’;

® outcomes of legal proceedings;

® compliance with applicable laws; and

® adequacy of insurance or indemnification (see ‘“Risk Factors’).

Such statements inherently are subject to a variety of risks and
uncertainties that could cause actual results to differ materially from
those expected, projected or expressed in forward-looking statements.

Such risks and uncertainties include, among others, the following:

® general economic and business conditions;

® worldwide demand for oil and natural gas;

® changes in foreign and domestic oil and gas exploration, develop-
ment and production activity;

® oil and natural gas price fluctuations and related market
expectations;

® the ability of OPEC to set and maintain production levels and
pricing, and the level of production in non-OPEC countries;

® policies of the various governments regarding exploration and

development of oil and gas reserves;

advances in exploration and development technology;

the political environment of oil-producing regions;

casualty losses;

operating hazards inherent in drilling for oil and gas offshore;

industry fleet capacity;
Y pacity;

market conditions in the offshore contract drilling industry,

including dayrates and utilization levels;

competition;

® changes in foreign, political, social and economic conditions;

® risks of international operations, compliance with foreign laws
and taxation policies and expropriation or nationalization of
equipment and assets;

® risks of potential contractual liabilities pursuant to our various
drilling contracts in effect from time to time;

® foreign exchange and currency fluctuations and regulations, and
the inability to repatriate income or capital;

® risks of war, military operations, other armed hostilities, terrorist
acts and embargoes;

® changes in offshore drilling technology, which could require
significant  capital expenditures in order to maintain
competitiveness;

® regulatory initiatives and compliance with governmental

regulations;

compliance with environmental laws and regulations;

customer preferences;

effects of litigation;

cost, availability and adequacy of insurance;

adequacy of our sources of liquidity;

the availability of qualified personnel to operate and service our

drilling rigs; and
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® various other matters, many of which are beyond our control.

The risks and uncertainties included here are not exhaustive.
Other sections of this report and our other filings with the SEC include
additional factors that could adversely affect our business, results of
operations and financial performance. Given these risks and uncertain-
ties, investors should not place undue reliance on forward-looking
statements. Forward-looking statements included in this report speak
only as of the date of this report. We expressly disclaim any obligation
or undertaking to release publicly any updates or revisions to any
forward-looking statement to reflect any change in our expectations
with regard to the statement or any change in events, conditions or

circumstances on which any forward-looking statement is based.

ITEM 7A. QUANTITATIVE AND QUALITATIVE
DISCLOSURES ABOUT MARKET RISK.

The information included in this Item 7A is considered to constitute
“forward-looking statements’ for purposes of the statutory safe harbor
provided in Section 27A of the Securities Act and Section 21E of the
Exchange Act. See “Management’s Discussion and Analysis of Financial
Condition and Results of Operations—Forward-Looking Statements”
in Item 7 of this report.

Our measure of market risk exposure represents an estimate of
the change in fair value of our financial instruments. Market risk
exposure is presented for each class of financial instrument held by us
at December 31, 2005 and December 31, 2004, assuming immediate
adverse market movements of the magnitude described below. We
believe that the various rates of adverse market movements represent a
measure of exposure to loss under hypothetically assumed adverse
conditions. The estimated market risk exposure represents the hypo-
thetical loss to future earnings and does not represent the maximum
possible loss or any expected actual loss, even under adverse conditions,
because actual adverse fluctuations would likely differ. In addition,
since our investment portfolio is subject to change based on our
portfolio management strategy as well as in response to changes in the
market, these estimates are not necessarily indicative of the actual
results that may occur.

Exposure to market risk is managed and monitored by our
senior management. Senior management approves the overall invest-
ment strategy that we employ and has responsibility to ensure that the
investment positions are consistent with that strategy and the level of
risk acceptable to us. We may manage risk by buying or selling

instruments or entering into offsetting positions.

Interest Rate Risk

We have exposure to interest rate risk arising from changes in the level
or volatility of interest rates. Our investments in marketable securities
are primarily in fixed maturity securities. We monitor our sensitivity to
interest rate risk by evaluating the change in the value of our financial
assets and liabilities due to fluctuations in interest rates. The evaluation
is performed by applying an instantaneous change in interest rates by
varying magnitudes on a static balance sheet to determine the effect
such a change in rates would have on the recorded market value of our
investments and the resulting effect on stockholders’ equity. The

analysis presents the sensitivity of the market value of our financial
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instruments to selected changes in market rates and prices which we
believe are reasonably possible over a one-year period.

The sensitivity analysis estimates the change in the market
value of our interest sensitive assets and liabilities that were held on
December 31, 2005 and December 31, 2004, due to instantaneous parallel
shifts in the yield curve of 100 basis points, with all other variables held
constant.

The interest rates on certain types of assets and liabilities may
fluctuate in advance of changes in market interest rates, while interest
rates on other types may lag behind changes in market rates. Accord-
ingly, the analysis may not be indicative of, is not intended to provide,
and does not provide a precise forecast of the effect of changes in
market interest rates on our earnings or stockholders’ equity. Further,
the computations do not contemplate any actions we could undertake
in response to changes in interest rates.

Our long—term debt, as of December 31, 2005 and December 31,
2004, is denominated in U.S. dollars. Our debt has been primarily
issued at fixed rates, and as such, interest expense would not be
impacted by interest rate shifts. The impact of a 100-basis point
increase in interest rates on fixed rate debt would result in a decrease in
market value of $173.8 million and $177.8 million as of December 31,
2005 and 2004, respectively. A 100-basis point decrease would result in
an increase in market value of $40.0 million and $217.3 million as of
December 31, 2005 and 2004, respectively.

Foreign Exchange Risk

Foreign exchange rate risk arises from the possibility that changes in
foreign currency exchange rates will impact the value of financial
instruments. During 2004 we invested in fixed-rate Australian dollar
time deposits and 15.0 million Australian dollars (equivalent to
$11.6 million) of time deposits were included in “Investments and
marketable securities” in our Consolidated Balance Sheets at Decem-
ber 31, 2004. These time deposits matured during the first quarter of
2005.

During 2005 we entered into various forward exchange con-
tracts requiring us to purchase predetermined amounts of foreign
currencies at predetermined dates. As of December 31, 2005, we had
foreign currency forward exchange contracts outstanding requiring us
to purchase the equivalent of $17.1 million in Mexican pesos, the
equivalent of $7.7 million in Australian dollars, the equivalent of

$67.2 million in British Pounds sterling and the equivalent of $30.5 mil-

lion in Brazilian Reals at various times through March 2007. These
forward exchange contracts were included in “Other assets” in our
Consolidated Balance Sheets at December 31, 2005 at fair value in
accordance with SFAS No. 133, “Accounting for Derivatives and Hedg—
ing Activities.”

The sensitivity analysis assumes an instantaneous 20% change
in foreign currency exchange rates versus the U.S. dollar from their
levels at December 31, 2005 and 2004.

The following table presents our exposure to market risk by

category (interest rates and foreign currency exchange rates):

Fair Value Asset (Liability) Market Risk

December 31, December 31,

2005 2004 2005 2004
(In thousands)
Interest rate:
Marketable securities $ 2,281(a) $ 650,247(a) $ 200(c) $ 2,100(c)
Long-term debt (1,159,94D(b)  (1,213,820)(b) - --
Foreign Exchange:
Australian dollar time
deposits -- 11,602(d) -- 2,300(d)
Forward exchange
contracts 400(d) -- 21,500(d) --

(a) The fair market value of our investment in marketable securi-
ties is based on the quoted closing market prices on Decem-
ber 31, 2005 and 2004.
(b) The fair values of our 4.875% Senior Notes, 5.15% Senior Notes,
1.5% Debentures and Zero Coupon Debentures are based on the
quoted closing market prices on December 31, 2005 and 2004.
The fair value of our Ocean Alliance lease-leaseback agreement
is based on the present value of estimated future cash flows
using a discount rate of 4.27% for December 31, 2004.
(c) The calculation of estimated market risk exposure is based on
assumed adverse changes in the underlying reference price or
index of an increase in interest rates of 100 basis points at
December 31, 2005 and 2004.
(d) The calculation of estimated foreign exchange risk is based on
assumed adverse changes in the underlying reference price or
index of an increase in foreign exchange rates of 20% at
December 31, 2005 and a decrease in foreign exchange rates of
20% at December 31, 2004.
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ITEM 8. FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA.

REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors and Stockholders of
Diamond Offshore Drilling, Inc. and Subsidiaries

Houston, Texas

We have audited the accompanying consolidated balance sheets of
Diamond Offshore Drilling, Inc. and subsidiaries (the “Company”) as
of December 31, 2005 and 2004, and the related consolidated statements
of operations, stockholders’ equity, comprehensive income (loss), and
cash flows for each of the three years in the Period ended December 31,
2005. These financial statements are the responsibility of the Company’s
management. Our responsibility is to express an opinion on the
financial statements based on our audits.

We conducted our audits in accordance with the standards of
the Public Company Accounting Oversight Board (United States).
Those standards require that we plan and perform the audit to obtain
reasonable assurance about whether the financial statements are free of
material misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial
statements. An audit also includes assessing the accounting principles
used and significant estimates made by management, as well as evaluat-
ing the overall financial statement presentation. We believe that our
audits provide a reasonable basis for our opinion.

In our opinion, such consolidated financial statements present
fairly, in all material respects, the financial position of Diamond
Offshore Drilling, Inc. and subsidiaries as of December 31, 2005 and
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2004, and the results of their operations and their cash flows for each of
the three years in the period ended December 31, 2005, in conformity
with accounting principles generally accepted in the United States of
America.

We have also audited, in accordance with the standards of the
Public Company Accounting Oversight Board (United States), the
effectiveness of the Company’s internal control over financial reporting
as of December 31, 2005, based on the criteria established in Internal
Control—Integrated Framework issued by the Committee of Sponsor-
ing Organizations of the Treadway Commission and our report dated
February 24, 2006 expressed an unqualified opinion on management’s
assessment of the effectiveness of the Company’s internal control over
financial reporting (such management assessment is included in
Item 9A of this Form 10-K) and an unqualified opinion on the
effectiveness of the Company’s internal control over financial

reporting,
Deloitte ¢»> Touche LLP

Houston, Texas
February 24, 2006
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors and Stockholders of
Diamond Offshore Drilling, Inc. and Subsidiaries

Houston, Texas

We have audited management’s assessment, included in Item 9A of this
Form 10-K under the heading “Management’s Annual Report on
Internal Control Over Financial Reporting,” that Diamond Offshore
Drilling, Inc. and subsidiaries (the “Company”) maintained effective
internal control over financial reporting as of December 31, 2005, based
on criteria established in Internal Control—Integrated Framework
issued by the Committee of Sponsoring Organizations of the Treadway
Commission. The Company’s management is responsible for maintain-
ing effective internal control over financial reporting and for its
assessment of the effectiveness of internal control over financial report-
ing. Our responsibility is to express an opinion on management’s
assessment and an opinion on the effectiveness of the Company’s
internal control over financial reporting based on our audit.

We conducted our audit in accordance with the standards of
the Public Company Accounting Oversight Board (United States).
Those standards require that we plan and perform the audit to obtain
reasonable assurance about whether effective internal control over
financial reporting was maintained in all material respects. Our audit
included obtaining an understanding of internal control over financial
reporting, evaluating management’s assessment, testing and evaluating
the design and operating effectiveness of internal control, and perform-
ing such other procedures as we considered necessary in the circum-
stances. We believe that our audit provides a reasonable basis for our
opinions.

A company’s internal control over financial reporting is a
process designed by, or under the supervision of, the company’s
principal executive and principal financial officers, or persons perform-
ing similar functions, and effected by the company’s board of directors,
management, and other personnel to provide reasonable assurance
regarding the reliability of financial reporting and the preparation of
financial statements for external purposes in accordance with generally
accepted accounting principles. A company’s internal control over
financial reporting includes those policies and procedures that (1) per-
tain to the maintenance of records that, in reasonable detail, accurately
and fairly reflect the transactions and dispositions of the assets of the
company; (2) provide reasonable assurance that transactions are re-

corded as necessary to permit preparation of financial statements in

accordance with generally accepted accounting principles, and that
receipts and expenditures of the company are being made only in
accordance with authorizations of management and directors of the
company; and (3) provide reasonable assurance regarding prevention or
timely detection of unauthorized acquisition, use, or disposition of the
company’s assets that could have a material effect on the financial
statements.

Because of the inherent limitations of internal control over
financial reporting, including the possibility of collusion or improper
management override of controls, material misstatements due to error
or fraud may not be prevented or detected on a timely basis. Also,
projections of any evaluation of the effectiveness of the internal control
over financial reporting to future periods are subject to the risk that the
controls may become inadequate because of changes in conditions, or
that the degree of compliance with the policies or procedures may
deteriorate.

In our opinion, management’s assessment that the Company
maintained effective internal control over financial reporting as of
December 31, 2005, is fairly stated, in all material respects, based on the
criteria established in Internal Control—Integrated Framework issued
by the Committee of Sponsoring Organizations of the Treadway Com-
mission. Also in our opinion, the Company maintained, in all material
respects, effective internal control over financial reporting as of De-
cember 31, 2005, based on the criteria established in Internal Control—
Integrated Framework issued by the Committee of Sponsoring Organi-
zations of the Treadway Commission.

We have also audited, in accordance with the standards of the
Public Company Accounting Oversight Board (United States) the
consolidated financial statements as of and for the year ended Decem-
ber 31, 2005 of the Company and our report dated February 24, 2006

expressed an unqualified opinion on those financial statements.
Deloitte ¢»> Touche LLP

Houston, Texas
February 24, 2006
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DIAMOND OFFSHORE DRILLING,
AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS

INC.

December 31,

2005 2004
(In thousands, except share and per share data)
ASSETS
Current assets:
Cash and cash equivalents $ 842,590 $ 266,007
Investments and marketable securities 2,281 661,849
Accounts receivable 357,104 187,558
Rig inventory and supplies 47,196 47,590
Prepaid expenses and other 32,707 32,677
Total current assets 1,281,878 1,195,681
Drilling and other property and equipment, net of accumulated depreciation 2,302,020 2,154,593
Other assets 23,024 29,112
Total assets $ 3,606,922 $ 3,379,386
LTABILITIES AND STOCKHOLDERS’ EQUITY
Current liabilities:
Current portion of long-term debt $ -— $ 484,102
Accounts payable 60,976 27,530
Accrued liabilities 169,037 87,614
Taxes payable 38,973 14,661
Total current liabilities 268,986 613,907
Long-term debt 977,654 709,413
Deferred tax liability 445,094 369,722
Other liabilities 61,861 60,516
Total liabilities 1,753,595 1,753,558
Commitments and contingencies - -
Stockholders’ equity:
Preferred stock (par value $0.01, 25,000,000 shares authorized, none issued and outstanding) - -
Common stock (par value $0.01, 500,000,000 shares authorized; 133,842,429 shares issued and
128,925,629 shares outstanding at December 31, 2005; 133,483,820 shares issued and 128,567,020 shares
outstanding at December 31, 2004) 1,338 1,335
Additional paid-in capital 1,277,934 1,264,512
Retained earnings 688,459 476,382
Accumulated other comprehensive losses 9 (1,988)
Treasury stock, at cost (4,916,800 shares at December 31, 2005 and 2004) (114,413) (114,413)
Total stockholders’ equity 1,853,327 1,625,828
Total liabilities and stockholders’ equity $ 3,606,922 $ 3,379,386

The accompanying notes are an integral part of the consolidated financial statements.
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DIAMOND OFFSHORE DRILLING, INC.

AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF OPERATIONS

(In thousands, except per share data)

Year Ended December 31,

2005 2004 2003

Revenues:
Contract drilling

Revenues related to reimbursable expenses

Total revenues

Operating expenses:
Contract drilling
Reimbursable expenses
Depreciation and amortization
General and administrative
Impairment of rigs
Casualty gain on Ocean Warwick

(Gain) loss on disposition of assets

Total operating expenses

Operating income (loss)
Other income (expense):
Interest income
Interest expense
Gain (loss) on sale of marketable securities
Settlement of litigation
Other, net

Income (loss) before income tax expense

Income tax (expense) benefit

Net income (loss)

Earnings (loss) per share:
Basic
Diluted

Weighted-average shares outstanding:

Shares of common stock

Dilutive potential shares of common stock

Total weighted-average shares outstanding assuming dilution

$ 1,179,015 $ 782,405 $ 652,098

41,987 32,257 28,843
1,221,002 814,662 680,941
638,540 568,628 487,839
35,549 28,899 26,050
183,724 178,835 175,578
37,162 32,759 28,868
- - 1,598
(33,605) -- --
(14,767) 1,613 (669)
846,603 810,734 719,264
374,399 3,928 (38,323)
26,028 12,205 12,007
(41,799) (30,257) (23,928)
(1,180) 254 (6,884)
-- 11,391 --
(1,053) (1,054) 2,891
356,395 (3,533 (54,237)
(96,058) (3,710) 5,823

$ 260,337 $§  (7,243) $ (48,414)

$ 202§ 0.06) $ 037)

$ 191 $  (0.06) $ (037

128,690 129,021 130,253
12,661 - -
141,351 129,021 130,253

The accompanying notes are an integral part of the consolidated financial statements.
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DIAMOND OFFSHORE DRILLING,

AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF STOCKHOLDERS' EQUITY

INC.

Accumulated
Additional Other Total
Common Stock Paid-In Retained Comprehensive Treasury Stock Stockholders’
Shares Amount Capital ~ Earnings Gains (Losses) Shares Amount Equity
(In thousands, except number of shares)
January 1, 2003 133,457,055 § 1335 $ 1,263,692 621,342 $  (730) 3,120,600 $ (78,125) $ 1,807,514
Net loss - - (48,414 - - - (48,414)
Treasury stock purchase - - - - -- 1,014,000 (18,211 (18,211)
Dividends to stockholders
($0.438 per share) - - - (57,022) - - - (57,022)
Exchange rate changes, net - - - — (288) - - (288)
Loss on investments, net - - - - (3,099 - - (3,099
December 31, 2003 133,457,055 1335 1,263,692 515,906 (4,117) 4,134,600 (96336) 1,680,480
Net loss - - - (7,243) - - - (7,243)
Treasury stock purchase - - - - - 782,200 (18,077) (18,077)
Dividends to stockholders ($0.25 per
share) - - - (32,281) - - - (32,281)
Stock options exercised 26,765 - 820 - - - - 820
Exchange rate changes, net - - - - 1,649 - - 1,649
Gain on investments, net -- - -- - 480 -- - 430
December 31, 2004 133,483,820 1,335 1,264,512 476382 (1,988) 4,916,800  (114,413) 1,625,828
Net income - - - 260,337 - - - 260,337
Dividends to stockholders
($0.375 per share) - - - (48,260) - - - (48,260)
Conversion of long—term debt 264 - 13 - - - - 13
Stock options exercised 358,345 3 13,409 - -- -- -- 8,412
Reversal of cumulative foreign
currency translation loss - -- -- - 2,077 - - 2,077
Loss on investments, net - - - - (80) - - (80)
December 31, 2005 133,842,429 $ 1338 $ 1,277,934 688,459 $ 9 4,916,800 $ (114,413) $ 1,853,327

The accompanying notes are an integral part of the consolidated financial statements.
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DIAMOND OFFSHORE DRILLING, INC. AND
SUBSIDIARIES

CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME (LOSS)

Year Ended December 31,

2005 2004 2003
(In thousands)
Net income (loss) $260,337  $(7,243) $(48,414)
Other comprehensive gains (losses), net of tax:
Foreign currency translation gain (loss) 2,077 1,649 (288)
Unrealized holding gain (loss) on investments 10 532 G1)
Reclassification adjustment for loss included in net income 90) €7))] (2,788)
Total other comprehensive gain (loss) 1,997 2,129 (3,387)
Comprehensive income (loss) $262,334  $(5,114) § (51,801)

The accompanying notes are an integral part of the consolidated financial statements.
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DIAMOND OFFSHORE DRILLING,
SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOWS

INC. AND

Year Ended December 31,

2005 2004 2003
(In thousands)
Operating activities:
Net income (loss) $ 260337 § (7,243) $ (48,414
Adjustments to reconcile net income (loss) to net cash provided by operating activities:

Depreciation and amortization 183,724 178,835 175,578
Casualty gain on Ocean Warwick (33,60%) -- --
Impairment of rigs - - 1,598
(Gain) loss on disposition of assets (14,767) 1,613 (669)

Loss (gain) on sale of marketable securities, net 1,180 (254) 6,884

Deferred tax provision 65,159 726 23,213

Accretion of discounts on marketable securities (7,683) (4,979) 3,050

Amortization of debt issuance costs 7,742 1,126 1,181

Amortization of debt discounts 7,523 16,073 15,524

Changes in operating assets and liabilities:

Accounts receivable (174,659) (32,828) (7,167)

Rig inventory and supplies and other current assets (,858) (8,366) 5,111

Accounts Payablc and accrued liabilities 68,539 45,668 (19,107)

Taxes payable 28,494 7,900 2,348

Other items, net 2,445 10,011 9,422

Net cash provided by operating activities 388,571 208,282 162,451
Investing activities:

Capital expenditures (including rig acquisitions) (293,829) (89,229 (272,026)

Proceeds from casualty loss of Ocean Warwick 50,500 -- --

Proceeds from sale/involuntary conversion of assets 26,047 6,900 2,270

Proceeds from sale and maturities of marketable securities 5,610,907 4,466,377 3,087,164

Purchase of marketable securities (4,956,560)  (4,606,400) (2,972,051

Purchases of Australian dollar time deposits - (45,456) --

Proceeds from maturities of Australian dollar time deposits 11,761 34,120 -

Proceeds from settlement of forward contracts 1,136 - 2,492

Net cash provided (used) by investing activities 449,962 (233,688) (152,151)
Financing activities:

Issuance of 4.875% senior unsecured notes 249,462 - -

Issuance of 5.15% senior unsecured notes - 249,397 -

Debt issue costs (1,866) 1,750 --

Redemption of zero coupon debentures (460,015) — -

Acquisition of treasury stock -~ (18,077) (18,211)

Payment of dividends (48,260) (32,281) (57,022)

Payments under lease-leaseback agreement (12,818) (11,969 aL155)

Proceeds from stock options exercised 11,547 168 -

Net cash (used) provided by financing activities (261,950) 185,487 (86,388)
Effect of exchange rate changes on cash - (419) (20)
Net change in cash and cash equivalents 576,583 159,662 (76,108)
Cash and cash equivalents, beginning of year 266,007 106,345 182,453
Cash and cash equivalents, end of year $ 842590 $§ 266,007 $ 106,345

The accompanying notes are an integral part of the consolidated financial statements.
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DIAMOND OFFSHORE DRILLING,

INC.

AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

1. Summary of Signiﬁcant Accounting Policies

Organization and Business

Diamond Offshore Drilling, Inc. is a leading, global offshore oil and gas
drilling contractor with a current fleet of 44 offshore rigs consisting of
30 semisubmersibles, 13 jack—ups and one drillship. In addition, we have
two jack-up drilling units on order at shipyards in Brownsville, Texas
and Singapore, which we expect to be completed in the first quarter of
2008. Unless the context otherwise requires, references in these Notes
to “Diamond Offshore,” ‘“we,” “us” or “our’ mean Diamond Offshore
Drilling, Inc. and our consolidated subsidiaries. We were incorporated
in Delaware in 1989.

As of February 20, 2006, Loews Corporation, or Loews,

owned 54.3% of the outstanding shares of our common stock.

Principles of Consolidation

Our consolidated financial statements include the accounts of Diamond
Offshore Drilling, Inc. and our subsidiaries after elimination of signifi-

cant intercompany transactions and balances.

Cash and Cash Equimlenty and Marketable Securities and Other
Investments

We consider short-term, highly liquid investments that have an original
maturity of three months or less and deposits in money market mutual
funds that are readily convertible into cash to be cash equivalents.
We classify our investments in marketable securities as availa-
ble for sale and they are stated at fair value. Accordingly, any unreal-
ized gains and losses, net of taxes, are reported in our Consolidated
Balance Sheets in ““Accumulated other comprehensive losses” until
realized. The cost of debt securities is adjusted for amortization of
premiums and accretion of discounts to maturity and such adjustments
are included in our Consolidated Statements of Operations in “Interest
income.” The sale and purchase of securities are recorded on the date
of the trade. The cost of debt securities sold is based on the specific
identification method. Realized gains or losses, as well as any declines
in value that are judged to be other than temporary, are reported in our
Consolidated Statements of Operations in “Other income (expense).”
“Investments and marketable securities” in our Consolidated
Balance Sheets at December 31, 2004 also included $11.6 million of time
deposits (converted from 15.0 million Australian dollars) which ma-
tured through March 2005. These securities did not meet the definition
of debt securities under Statement of Financial Accounting Standards,
or SFAS, No. 115, “Accounting for Certain Investments in Debt and
Equity Securities,” and were therefore carried at cost, which we had

determined to approximate fair value.

Derivative Financial Instruments

Our derivative financial instruments include foreign currency forward
exchange contracts and a contingent interest provision that is embed-
ded in our 1.5% Convertible Senior Debentures Due 2031, or 1.5% De-
bentures, issued on April 11, 2001. See Note 4.

Supplementary Cash Flow Information

We paid interest on long-term debt totaling $94.1 million for the year
ended December 31, 2005, which included $73.3 million in accreted
interest paid in connection with the June 2005 partial redemption of
our Zero Coupon Convertible Debentures due 2020, or Zero Coupon
Debentures, and commitment fees. See Note 7. For the years ended
December 31, 2004 and 2003, we made cash payments for interest on
long-term debt, including commitment fees, of $8.7 million and
$9.5 million, respectively.

We paid $5.3 million, $3.1 million and $8.5 million in foreign
income taxes, net of foreign tax refunds, during the years ended
December 31, 2005, 2004, and 2003, respectively. We received refunds of
U.S. income taxes of $7.7 million and $39.0 million during the years
ended December 31, 2005 and 2003, respectively. There were
no U.S. income taxes paid or refunded during the year ended Decem-
ber 31, 2004.

We recorded income tax benefits of $2.4 million and $0.1 mil-
lion related to the exercise of employee stock options in 2005 and 2004,
respectively.

During 2005, the holders of $13,000 in principal amount of our
1.5% Debentures elected to convert their outstanding debentures into

shares of our common stock. See Note 7.

Rig Inventory and Supplies

Our inventories consist primarily of replacement parts and supplies
held for use in our operations and are stated at the lower of cost or

estimated value.

Drilling and Other Property and Equipment

Our drilling and other property and equipment is carried at cost. We
charge maintenance and routine repairs to income currently while
replacements and betterments, which meet certain criteria, are capital-
ized. Costs incurred for major rig upgrades are accumulated in con-
struction work-in-progress, with no depreciation recorded on the
additions, until the month the upgrade is completed and the rig is
placed in service. Upon retirement or sale of a rig, the cost and related
accumulated depreciation are removed from the respective accounts
and any gains or losses are included in our results of operations.
Depreciation is recognized up to applicable salvage values by applying
the straight-line method over the remaining estimated useful lives from
the year the asset is placed in service. See ‘“‘—Changes in Accounting

Estimates.”

Capitalized Interest

We capitalize interest cost for the construction and upgrade of qualify-
ing assets. Beginning in December 2005 and April 2005, we began
capitalizing interest on expenditures related to the construction of one
of our newbuild jack-up rigs, the Ocean Scepter, and the upgrade of the
Ocean Endeavor for ultra-deepwater service, respectively. There were

no capital projects for which interest was capitalized during 2004. In
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DIAMOND OFFSHORE DRILLING,

INC.

AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

2003, we capitalized interest for the Ocean Rover through July 10, 2003,
when its upgrade was completed.
A reconciliation of our total interest cost to “Interest expense”

as reported in our Consolidated Statements of Operations is as follows:

For the Year Ended December 31,

2005 2004 2003

(In thousands)
Total interest cost including

amortization of debt issuance

costs $ 42541 $ 30257 $ 26,129
Capitalized interest (742) -- 2,201
Total interest expense as
reported $ 41,799 $ 30,257 $ 23,928

Assets Held-For-Sale

We classify assets as held-for-sale when we have a plan for disposal and
those assets meet the held for sale criteria of SFAS No. 144, ‘“Account-
ing for Impairment or Disposal of Long-Lived Assets.”” At December 31,
2004, we had elected to market one of our cold-stacked rigs, the Ocean
Liberator, for sale to a third party and classified the $5.2 million net
book value of this drilling unit as an asset held-for-sale, which is
included in “Prepaid expenses and other” in our Consolidated Balance
Sheets at December 31, 2004. The estimated market value of the Ocean
Liberator, based on offers from third parties, was substantially higher
than its carrying value at December 31, 2004; therefore, we determined
that no write-down was necessary as a result of the reclassification to
held-for-sale.

In June 2005, we completed the sale of this drilling unit and
received net cash proceeds of $13.6 million. We recognized an $8.0 mil-
lion gain on the transaction, which we have reported as “Gain on

disposition of assets” in our Consolidated Statements of Operations.

Asset Retirement Obligations

SFAS No. 143, “Accounting for Asset Retirement Obligations” requires
the fair value of a liability for an asset retirement legal obligation to be
recognized in the period in which it is incurred. At December 31, 2005

and 2004, we had no asset retirement obligations.

Impairment of Long-Lived Assets

We evaluate our property and equipment for impairment whenever
changes in circumstances indicate that the carrying amount of an asset
may not be recoverable. We utilize a probability-weighted cash flow
analysis in testing an asset for potential impairment. The assumptions
and estimates underlying this analysis include:

® dayrate by rig;
e utilization rate by rig (expressed as the actual percentage of time

per year that the rig would be used);
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® the per day operating cost for each rig if active, ready-stacked or
cold-stacked; and

® salvage value for each rig.

Based on these assumptions and estimates a matrix is devel-
oped assigning probabilities to various combinations of assumed utili-
zation rates and dayrates. The impact of a 5% reduction in assumed
dayrates for the cold-stacked rigs (holding all other assumptions and
estimates in the model constant), or alternatively the impact of a 3%
reduction in utilization (again holding all other assumptions and
estimates in the model constant) is also considered as part of this
analysis.

At December 31, 2005, there were no changes in circumstances
that indicated that the carrying value of our property and equipment,
primarily drilling equipment, may not be recoverable. In January 2006,
we announced our intent to upgrade our single cold-stacked rig, the
Ocean Monarch, to high-specification capabilities at an estimated cost of
approximately $300 million. Based on this decision and the low net
book value of the drilling rig, we do not believe that its carrying value
is impaired.

At December 31, 2004, we reviewed our two additional cold-
stacked rigs at the time, the Ocean Endeavor and the Ocean New Era, for
impairment and determined that neither of the drilling units was
impaired. On January 10, 2005, we announced that the Ocean Endeavor
would be upgraded to a high-specification drilling unit for an estimated
cost of aPProximately $250 million. As a result of this decision and the
low net book value of the rig, we did not consider this asset to be
impaired. At December 31, 2005, the upgrade of the Ocean Endeavor
upgrade was in-progress in a Singapore shipyard.

We evaluated our other cold-stacked rig, the Ocean New Era,
for impairment using the probability-weighted cash flow analysis
discussed above. At December 31, 2004 the probability-weighted cash
flow for the Ocean New Era significantly exceeded its net carrying value
of $3.2 million. We subsequently reactivated the Ocean New Era from
cold-stack status in December 2005.

In December 2003, we reviewed all five of our then cold-
stacked rigs for impairment. Using the methodology discussed above, in
all cases, the probability-weighted cash flows significantly exceeded the
carrying value of each rig. During 2003 we recognized $1.6 million in
impairment charges to write down two of our semisubmersible drilling
rigs, the Ocean Century and the Ocean Prospector, to their fair market
values following a decision to offer the rigs for sale. These rigs were
sold in December 2003 for $375,000 each (pre-tax).

Management’s assumptions are an inherent part of an asset
impairment evaluation and the use of different assumptions could

produce results that differ from those reported.

Fair Value of Financial Instruments

We believe that the carrying amount of our current financial instru-
ments approximates fair value because of the short maturity of these

instruments. For non-current financial instruments WeE use quoted
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DIAMOND OFFSHORE DRILLING,

INC.

AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

market prices, when available, and discounted cash flows to estimate

fair value. See Note 10.

Debt Issuance Costs

Debt issuance costs are included in our Consolidated Balance Sheets in
“Other assets” and are amortized over the term of the related debt.
Interest expense for the year ended December 31, 2005 includes
$6.9 million in debt issuance costs that we wrote-off in connection
with the June 2005 partial redemption of our outstanding Zero Coupon
Debentures.

Income Taxes

We account for income taxes in accordance with SFAS No. 109,
“Accounting for Income Taxes,” which requires the recognition of the
amount of taxes payable or refundable for the current year and an asset
and liability approach in recognizing the amount of deferred tax
liabilities and assets for the future tax consequences of events that have
been currently recognized in our financial statements or tax returns. In
each of our tax jurisdictions we recognize a current tax liability or asset
for the estimated taxes payable or refundable on tax returns for the
current year and a deferred tax asset or liability for the estimated
future tax effects attributable to temporary differences and carryfor-
wards. Deferred tax assets are reduced by a valuation allowance, if
necessary, which is determined by the amount of any tax benefits that,
based on available evidence, are not expected to be realized under a
“more likely than not” approach. We make judgments regarding future
events and related estimates especially as they pertain to the forecasting
of our effective tax rate, the potential realization of deferred tax assets
such as utilization of foreign tax credits, and exposure to the disallow-
ance of items deducted on tax returns upon audi.

Our net income tax expense or benefit is a function of the mix
between our domestic and international pre-tax earnings or losses,
respectively, as well as the mix of international tax jurisdictions in
which we operate. Certain of our international rigs are owned or
operated, directly or indirectly, by Diamond Offshore International
Limited, a Cayman Island company which is one of our wholly owned
subsidiaries. Earnings from this subsidiary are reinvested internation-

ally and remittance to the U.S. is indefinitely postponed. See Note 13.

Treasury Stock

Depending on market conditions we may, from time to time, purchase
shares of our common stock in the open market or otherwise. We
account for the purchase of treasury stock using the cost method,
which reports the cost of the shares acquired in “Treasury stock’ as a
deduction from stockholders’ equity in our Consolidated Balance
Sheets. During the year ended December 31, 2004, we purchased
782,200 shares of our common stock at an aggregate cost of $18.1 mil-
lion, or at an average cost of $23.11 per share. We did not repurchase

any shares of our outstanding common stock during 2005.

Stock-Based Compensation

Through December 31, 2005, we accounted for our Second Amended
and Restated 2000 Stock Option Plan in accordance with Accounting
Principles Board, or APB, Opinion No. 25, “Accounting for Stock Issued
to Employees”. Accordingly, no compensation expense has been recog-
nized for the options granted to employees under the plan. Had
compensation expense for our stock options been recognized based on
the fair value of the options at the grant dates, valued using the
Binomial Option pricing model, our net income (loss) and earnings

(loss) per share would have been as follows:

Year Ended December 31,

2005 2004 2003
(In thousands except
per share amounts)
Net income (loss) as reported $ 260,337 $ (7,243) § (48,414)
Deduct: total stock-based
employee compensation
expense determined under
fair value based method,
net of tax (1,388) (1,080) (1,122)
Pro forma net income (loss) $ 298,949 $ (8,323) $ (49,536)
Earnings (Loss) Per Share of
Common Stock:
As reported $ 202 $ (0.06) $ (037D
Pro forma $ 201 $ (0.06) $ (038
Earnings (Loss) Per Share of
Common Stock—assuming
dilution:
As reported $ 191 § (0.06) $ (037
Pro forma $ 190 $ (0.06) $ (038)

The estimated per share weighted-average fair value of stock
options granted during 2005, 2004 and 2003 was $23.89, $12.51 and
$7.32, respectively. We have estimated the fair value of options granted
in these years at the date of grant using a Binomial Option Pricing

Model with the following weighted-average assumptions:

Year Ended December 31,

2005 2004 2003

Risk-free interest rate 4.16% 3.93% 3.40%
Expected life of options (in years)

Employees 7 7 7

Directors 7 6 4
Expected volatility of Diamond

Offshore’s stock price 30% 28% 32%
Expected dividend yield 1.06% 0.77% 2.09%
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DIAMOND OFFSHORE DRILLING,

INC.

AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

Comprehensive Income (Loss)

Comprehensive income (loss) is the change in equity of a business
enterprise during a period from transactions and other events and
circumstances except those transactions resulting from investments by
owners and distributions to owners. Comprehensive income (loss) for
the three years ended December 31, 2005 includes net income (loss),
foreign currency translation gains and losses and unrealized holding

gains and losses on marketable securities. See Note 8.

Currency Translation

Our functional currency is the U.S. dollar. Effective October 1, 2005, we
changed the functional currency of certain of our subsidiaries operating
outside the United States to the U.S. dollar to more appropriately reflect
the primary economic environment in which our subsidiaries operate.
Prior to this date, these subsidiaries utilized the local currency of the
country in which they conduct business as their functional currency.
As a result of this change, currency translation adjustments and
transaction gains and losses are reported as “Other income (expense) in
our Consolidated Statements of Operations. For the years ended De-
cember 31, 2005 and 2004, we recognized net foreign currency ex-
change losses of $0.8 million and $1.4 million, respectively. For the year
ended December 31, 2003, we recognized net foreign currency exchange
gains of $2.9 million.

Revenue Recognition

Revenue from our dayrate drilling contracts is recognized as services
are performed. In connection with such drilling contracts, we may
receive lump-sum fees for the mobilization of equipment. These fees
are earned as services are performed over the initial term of the related
drilling contracts. We previously accounted for the excess of mobiliza-
tion fees received over costs incurred to mobilize an offshore rig from
one market to another as revenue over the term of the related drilling
contracts. Effective July 1, 2004 we changed our accounting to defer
mobilization fees received, as well as direct and incremental mobiliza-
tion costs incurred, and began to amortize each, on a straight line basis,
over the term of the related drilling contracts (which is the period
estimated to be benefited from the mobilization activity). Straight line
amortization of mobilization revenues and related costs over the initial
term of the related drilling contracts (which generally range from two
to 60 months) is consistent with the timing of net cash flows generated
from the actual drilling services performed. If we had used this method
of accounting in periods prior to July 1, 2004, our previously reported
operating income (loss) and net income (loss) would not have
changed, and the impact on contract drilling revenues and expenses
would have been immaterial. Absent a contract, mobilization costs are
recognized currently.

From time to time, we may receive fees from our customers
for capital improvements to our rigs. We defer such fees received in
“Other liabilities” on our Consolidated Balance Sheets and recognize

these fees into income on a straight—line basis over the period of
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the related drilling contract. We capitalize the costs of such capital
improvements and depreciate them over the estimated useful life
of the asset.

We record reimbursements received for the purchase of sup-
plies, equipment, personnel services and other services provided at the
request of our customers in accordance with a contract or agreement,
for the gross amount billed to the customer, as “Revenues related to

reimbursable expenses” in our Consolidated Statements of Operations.

Changes in Accounting Estimates

In April 2003 we commissioned a study to evaluate the economic lives
of our drilling rigs because several of our rigs had reached or were
approaching the end of their depreciable lives, yet were still operating
and were expected to operate for many more years. As a result of this
study, effective April 1, 2003, we recorded changes in accounting
estimates by increasing the estimated service lives to 25 years for our
jack-ups and 30 years for our semisubmersibles and drillship and by
increasing salvage values to 5% for most of our drilling rigs. The change
in estimates was made to better reflect the remaining economic lives
and salvage values of our fleet. The effect of this change in accounting
estimates resulted in an increase in our net income for the year ended
December 31, 2005 of $15.7 million, or $0.11 per share, and a reduction
to our net loss for the years ended December 31, 2004 and 2003
of $19.6 million, or $0.15 per share, and $14.9 million, or $0.11 per

share, respectively.

Use of Estimates in the Preparation of Financial Statements

The preparation of financial statements in conformity with accounting
principles generally accepted in the United States of America requires
management to make estimates and assumptions that affect the re-
ported amounts of assets and liabilities and disclosure of contingent
assets and liabilities at the date of the financial statements and the
reported amount of revenues and expenses during the reporting period.

Actual results could differ from those estimated.

Reclassifications

Certain amounts applicable to the prior periods have been reclassified to
conform to the classifications currently followed. Such reclassifications

do not affect earnings.

Recent Accounring Pronouncements

In December 2004 the Financial Accounting Standards Board revised
SFAS No. 123, “Accounting for Stock-Based Compensation,” or
SFAS 123(R). This statement supersedes APB Opinion No. 25 and its
related implementation guidance. This statement requires that the
compensation cost relating to share-based payment transactions be
recognized in financial statements. That cost will be measured based on
the fair value of the equity or liability instruments issued. SFAS 123(R)
was originally effective as of the first interim or annual reporting

period beginning after June 15, 2005. In April 2005, however, the
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Securities and Exchange Commission adopted a rule that defers the
required effective date of SFAS 123(R) for registrants such as us until
the beginning of the first fiscal year beginning after June 15, 2005. This
statement applies to all awards granted after the required effective date
and to awards modified, repurchased or cancelled after that date, as
well as the unvested portion of awards granted prior to the effective
date of SFAS 123(R). We do not expect the adoption of SFAS 123(R) to
have a material impact on our consolidated results of operations,

financial position or cash flows.

2. Earnings (Loss) Per Share

A reconciliation of the numerators and the denominators of the basic

and diluted per-share computations follows:

Year Ended December 31,

2005 2004 2003
(In thousands, except per share data)
Net income (loss)—basic
(numerator): $ 260337 $ (7,243) $ (48,414)
Effect of dilutive potential
shares
Zero coupon convertible
debentures 4,880 - -
1.5% debentures 4,583 - -
Net income (loss) including
conversions—diluted
(numerator): $ 269,800 $ (7,243) $ (48,414)
Weighted-average shares—
basic (denominator): 128,690 129,021 130,253
Effect of dilutive potential
shares
Zero coupon convertible
debentures 3,114 - -
1.5% debentures 9,383 - -
Stock options 164 -- -
Weighted-average shares
including conversions—
diluted (denominator): 141,351 129,021 130,253
Earnings (loss) per share:
Basic $ 202 $ (0.06) $ (0.37)
Diluted $ 191§ (008 $ (037

Our computation of diluted earnings per share, or EPS, for
the year ended December 31, 2005 excludes stock options representing

22,088 shares of common stock because the options’ exercise prices were
higher than the average market price per share of our common stock
for the period.

The computations of diluted EPS for the years ended Decem-
ber 31, 2004 and 2003 exclude approximately 9.4 million and 6.9 mil-
lion potentially dilutive shares of common stock issuable upon
conversion of our 1.5% Debentures and our Zero Coupon Debentures,
respectively. Such shares were not included in the EPS computations
for 2004 or 2003 because the inclusion of such potentially dilutive
shares would have been antidilutive. See Note 7 for a description of our
long-term debt.

For the years ended December 31, 2004 and 2003, we excluded
stock options representing 291,447 shares and 464,650 shares of com-
mon stock, respectively, from the computations of diluted EPS because
the options’ exercise prices were higher than the average market price
per share of our common stock for each period. We also excluded other
stock options representing 138,319 shares and 32,406 shares of common
stock in 2004 and 2003, respectively, with an average market price in
excess of their exercise prices from the computations of diluted EPS for
the respective periods because there was a net loss for each of the

periods.

3. Investments and Marketable Securities

We report our investments as current assets in our Consolidated
Balance Sheets in “Investments and marketable securities,” represent-
ing the investment of cash available for current operations. At Decem-
ber 31, 2004, “Investments and marketable securities” included
$11.6 million in time deposits (converted from 15.0 million Australian
dollars) which matured through March 2005. These securities did not
meet the definition of debt securities under SFAS No. 115, “Accounting

for Certain Investments in Debt and Equity Securities,” and were
therefore carried at cost, which we determined to approximate fair
value.
Our other investments in marketable securities are classified
as available for sale and are summarized as follows:
December 31, 2005
Unrealized Market
Cost  Gain (Loss) Value
(In thousands)
Debt securities issued by the
U.S. Treasury and other
U.S. government agencies:
Mortgage-backed securities $ 2,267 $ 14 $ 2,281
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December 31, 2004

Unrealized Market
Cost  Gain (Loss) Value
(In thousands)
Debt securities issued by
the U.S. Treasury and
other U.S. government
agencies:
Due within one year $ 498,011 $ 189 $ 498,200
Due within one year
through five years 148,877 119 148,758
Mortgage-backed
securities 3,221 68 3,289
Total $ 650,109 $ 18 $ 650,247

Proceeds from maturities and sales of marketable securities

and gross realized gains and losses are summarized as follows:

Year Ended December 31

2005 2004 2003
(In thousands)
Proceeds from
maturities $ 2,550,000 § 1,520,000 § 2,075,000
Proceeds from sales 3,060,907 2,946,377 1,012,164
Gross realized gains 220 2,781 2,860
Gross realized losses (1,400) Q,527) 9,744)

4. Derivative Financial Instruments

Forward Exchange Contracts

Our international operations expose us to foreign exchange risk,
primarily associated with our costs payable in foreign currencies for
employee compensation and for purchases from foreign suppliers. We
utilize foreign exchange forward contracts to reduce our forward
exchange risk. A forward currency exchange contract obligates a
contract holder to exchange predetermined amounts of specified for-
eign currencies at specified foreign exchange rates on specified dates.

During 2005, we entered into various foreign currency for-
ward exchange contracts which resulted in net realized gains totaling
$1.1 million. As of December 31, 2005, we had foreign currency
exchange contracts outstanding requiring us to purchase the equivalent
of $17.1 million in Mexican pesos, the equivalent of $7.7 million in
Australia dollars, the equivalent of $67.2 million in British pounds
sterling and the equivalent of $30.5 million in Brazilian Reals at various
times through March 2007. We expect to settle an aggregate of
$116.8 million and $5.7 million of these forward exchange contracts in
2006 and 2007, respectively.

These forward contracts are derivatives as defined by
SFAS No. 133, “Accounting for Derivatives and Hedging Activities,” or
SFAS 133. SFAS No. 133 requires that each derivative be stated in the

balance sheet at its fair value with gains and losses reflected in the
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income statement except that, to the extent the derivative qualifies for
hedge accounting, the gains and losses are reflected in income in the
same period as offsetting losses and gains on the qualifying hedged
positions. The forward contracts we entered into in 2005 did not
qualify for hedge accounting. In accordance with SFAS 133, we recorded
a net pre-tax unrealized gain of $0.4 million in our Consolidated
Statements of Operations for the year ended December 31, 2005, as
“Other income (expense)” to adjust the carrying value of these
derivative financial instruments to their fair value. We have presented
the $0.4 million fair value of these foreign currency forward exchange
contracts at December 31, 2005 as “Prepaid expenses and other” in our
Consolidated Balance Sheets.

In June 2002 we entered into forward contracts to purchase
50.0 million Australian dollars, 4.2 million Australian dollars to be
purchased monthly from August 29, 2002 through June 26, 2003 and
3.8 million Australian dollars to be purchased on July 31, 2003. These
forward contracts were derivatives as defined by SFAS 133, but did not
qualify for hedge accounting. We recorded a pre-tax gain of $2.3 million
in our Consolidated Statements of Operations for the year ended
December 31, 2003 related to the settlement of these contracts. As of
December 31, 2003, we had satisfied all obligations under these con-
tracts. We did not enter into any forward exchange contracts in 2004.

Contingent Interest

Our 1.5% Debentures, of which an aggregate principal amount of
$460.0 million are outstanding, contain a contingent interest provision.
The contingent interest component is an embedded derivative as
defined by SFAS No. 133 and accordingly must be split from the host
instrument and recorded at fair value on the balance sheet. The
contingent interest component had no fair value at issuance or at
December 31, 2005 or at December 31, 2004.

5. Drilling and Other Property and Equipment

Cost and accumulated depreciation of drilling and other property and

equipment are summarized as follows:

December 31,

2005 2004
(In thousands)
Drilling rigs and equipment $ 3,639,239  § 3,529,593
Construction work-in-progress 195,412 --
Land and buildings 16,280 15,770
Office equipment and other 24,351 22,895
Cost 3,875,282 3,568,258
Less accumulated depreciation (1,573,262) (1,413,665)
Drilling and other property and
equipment, net $ 2,302,020 § 2,154,593

Construction Work—in—Progress at December 31, 2005 consisted

of $109.5 million, including accrued capital expenditures of $55.0 mil-
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lion, related to the major upgrade of the Ocean Endeavor to ultra-
deepwater service, which we expect to be completed in mid-2007, and
$85.9 million related to the construction of two new jack-up drilling
units, the Ocean Scepter and the Ocean Shield. Additionally, in August
2005, we purchased a Victory-class semisubmersible drilling rig, the
Ocean Monarch, and related equipment for $20.0 million which is
included in drilling rigs and equipment.

On August 29, 2005, our jack-up drilling rig, the Ocean
Warwick, was declared a constructive total loss as a result of damages
sustained during Hurricane Katrina, and we wrote off its net carrying
value of $14.0 million in the third quarter of 2005. See Note 15.

6. Accrued Liabilities
Accrued liabilities consist of the following:

December 31,

2005 2004
(In thousands)
Payroll and benefits $ 27,265 $ 26,221
Personal injury and other claims 8,284 8,076
Interest payable 12,384 5,938
Deferred revenue 8,732 6,514
Customer prepayments 21,390 --
Accrued project/upgrade expenses 62,628 14,920
Hurricane-related expenses 3,508 -
Other 24,846 25,945
Total $ 169,037 $ 87,614
7. Long-Term Debt
Long-term debt consists of the following:
December 31,
2005 2004
(In thousands)
Zero Coupon Debentures (due 2020) $ 18,720 $ 471,284
1.5% Debentures (due 2031) 459,987 460,000
5.15% Senior Notes (due 2014) 249,462 249,413
4.875% Senior Notes (due 2015) 249,485 -
Ocean Alliance lease-leaseback -- 12,818
977,654 1,193,515
Less: Current maturities -- (484,102)
Total $ 977,654 $ 709,413

Certain of our long-term debt payments may be accelerated
due to rights that the holders of our debt securities have to put the
securities to us. The holders of our outstanding 1.5% Debentures and

our Zero Coupon Debentures have the right to require us to purchase

all or a portion of their outstanding debentures on April 15, 2008 and
June 6, 2010, respectively. See “Zero Coupon Debentures” and ““1.5% De-
bentures”” for further discussion of the rights that the holders of these
debentures have to put the securities to us.

The aggregate maturities of long-term debt for each of the
five years subsequent to December 31, 2005, are as follows:

(Dollars in thousands)

2006 $ -
2007 -
2008 459,987
2009 --
2010 18,720
Thereafter 498,947
977,654

Less: Current maturities --
Total $977,654

4.875% Senior Notes

On June 14, 2005, we issued $250.0 million aggregate Principal amount
of 4.875% Senior Notes Due July 1, 2015, or 4.875% Senior Notes, at an
offering price of 99.785% of the principal amount resulting in net
proceeds to us of $247.6 million, exclusive of accrued issuance costs.
Our 4.875% Senior Notes bear interest at 4.875% per year,
payable semiannually in arrears on January 1 and July 1 of each year,
beginning January 1, 2006, and mature on July 1, 2015. The 4.875% Se-
nior Notes are unsecured and unsubordinated obligations of Diamond
Offshore Drilling, Inc., and they rank equal in right of payment to our
existing and future unsecured and unsubordinated indebtedness, al-
though the 4.875% Senior Notes will be effectively subordinated to all
existing and future obligations of our subsidiaries. We have the right to
redeem all or a portion of the 4.875% Senior Notes for cash at any time
or from time to time on at least 15 days but not more than 60 days prior
written notice, at the redemption price specified in the governing

indenture plus accrued and unpaid interest to the date of redemption.

5.15% Senior Notes

On August 27, 2004, we issued $250.0 million aggregate principal
amount of 5.15% Senior Notes Due September 1, 2014, or 5.15% Senior
Notes, at an offering price of 99.759% of the principal amount resulting
in net proceeds to us of $247.6 million.

Our 5.15% Senior Notes bear interest at 5.15% per year, payable
semiannually in arrears on March 1 and September 1 of each year,
beginning March 1, 2005, and mature on September 1, 2014. The
5.15% Senior Notes are unsecured and unsubordinated obligations of
Diamond Offshore Drilling, Inc., and they rank equal in right of
payment to our existing and future unsecured and unsubordinated

indebtedness, although the 5.15% Senior Notes will be effectively
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subordinated to all existing and future obligations of our subsidiaries.
We have the right to redeem all or a portion of the 5.15% Senior Notes
for cash at any time or from time to time on at least 15 days but not
more than 60 days prior written notice, at the redemption price
specified in the governing indenture plus accrued and unpaid interest to

the date of redemption.

Zero Coupon Debentures

We issued our Zero Coupon Debentures, on June 6, 2000 at a price of
$499.60 per $1,000 principal amount at maturity, which represents a
yield to maturity of 3.50% per year. The Zero Coupon Debentures
mature on June 6, 2020. We will not pay interest prior to maturity
unless we elect to convert the Zero Coupon Debentures to interest-
bearing debentures upon the occurrence of certain tax events. The Zero
Coupon Debentures are convertible at the option of the holder at any
time prior to maturity, unless previously redeemed, into our common
stock at a fixed conversion rate of 8.6075 shares of common stock per
$1,000 principal amount at maturity of Zero Coupon Debentures,
subject to adjustments in certain events. In addition, holders may
require us to purchase, for cash, all or a portion of their Zero Coupon
Debentures upon a change in control (as defined in the governing
indenture) for a purchase price equal to the accreted value through the
date of repurchase. The Zero Coupon Debentures are senior unsecured
obligations of Diamond Offshore Drilling, Inc.

We also have the right to redeem the Zero Coupon Deben-
tures, in whole or in part, for a price equal to the issuance price plus
accrued original issue discount through the date of redemption. Hold-
ers have the right to require us to repurchase the Zero Coupon
Debentures on June 6, 2010 and June 6, 2015, at the accreted value
through the date of repurchase. We may pay any such repurchase price
with either cash or shares of our common stock or a combination of
cash and shares of common stock.

On June 7, 2005, we repurchased $460.0 million accreted
value, or $774.1 million in aggregate principal amount at maturity, of
our Zero Coupon Debentures at a purchase price of $594.25 per $1,000
principal amount at maturity, which represented 96% of our then
outstanding Zero Coupon Debentures. As of December 31, 2005, the
aggregate accreted value of our outstanding Zero Coupon Debentures
was $18.7 million, which is classified as long-term debt in our Consoli-
dated Balance Sheets. The aggregate principal amount at maturity of
those Zero Coupon Debentures will be $30.9 million assuming no
additional conversions or redemptions occur prior to the maturity date.

In connection with the retirement of a portion of our Zero
Coupon Debentures, we expensed $6.9 million in debt issuance costs
associated with the retired debentures, which we have included in
interest expense in our Consolidated Statements of Operations for the
year ended December 31, 2005.

1.5% Debentures

On April 11, 2001, we issued $460.0 million principal amount of
1.5% Debentures, which are due April 15, 2031. The 1.5% Debentures are
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convertible into shares of our common stock at an initial conversion
rate of 20.3978 shares per $1,000 principal amount of the 1.5% Deben-
tures, or $49.02 per share, subject to adjustment in certain circum-
stances. Upon conversion, we have the right to deliver cash in lieu of
shares of our common stock.

We pay interest of 1.5% per year on the outstanding principal
amount of the 1.5% Debentures, semiannually in arrears on April 15 and
October 15 of each year. In addition, under certain circumstances we
will pay contingent interest to holders of our 1.5% Debentures during
any six-month period commencing after APril 14, 2008. The 1.5% De-
bentures are unsecured obligations of Diamond Offshore Drilling, Inc.

We will pay contingent interest to holders of the 1.5% Deben-
tures during any six-month period commencing after April 15, 2008, if
the average market price of a 1.5% Debenture for a measurement period
preceding such six-month period equals 120% or more of the principal
amount of such 1.5% Debenture and we pay a regular cash dividend
during such six-month period. The contingent interest payable per
$1,000 principal amount of 1.5% Debentures, in respect of any quarterly
period, will equal 50% of regular cash dividends we pay per share on
our common stock during that quarterly period multiplied by the
conversion rate. This contingent interest component is an embedded
derivative, which had no fair value at issuance or at December 31, 2005
or December 31, 2004.

Holders may require us to purchase all or a portion of their
1.5% Debentures on April 15, 2008, at a price equal to 100% of the
principal amount of the 1.5% Debentures to be purchased plus accrued
and unpaid interest. We may choose to pay the purchase price in cash or
shares of our common stock or a combination of cash and common
stock. In addition, holders may require us to purchase, for cash, all or a
portion of their 1.5% Debentures upon a change in control (as defined
in the governing indenture) for a purchase price equal to 100% of the
principal amount plus accrued and unpaid interest. Additionally, we
have the option to redeem all or a portion of the 1.5% Debentures at any
time on or after April 15, 2008, at a price equal to 100% of the principal
amount plus accrued and unpaid interest.

During the third quarter of 2005, the holders of $13,000 in
Principal amount of our 1.5% Debentures elected to convert their
outstanding debentures into shares of our common stock. These
1.5% Debentures were converted at the rate of 20.3978 shares per $1,000
principal amount of debentures, or $49.02 per share, resulting in the

issuance of 264 shares of our common stock in 2005.

Ocean Alliance Lease-Leaseback

The lease-leaseback agreement we entered into with a European bank
in December 2000 cxpired in December 2005. The lease-leaseback
agreement provided for us to lease the Ocean Alliance, one of our high-
specification semisubmersible drilling rigs, to the bank for a lump-sum
payment of $55.0 million plus an origination fee of $1.1 million and for
the bank to then sub-lease the rig back to us. Under the agreement,
which had a five-year term, we made five annual payments of
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$13.7 million. This ﬁnancing arrangement had an effective interest rate
of 7.13%.
8. Other Comprehensive Income (Loss)

The income tax effects allocated to the components of our other

comprehensive income (loss) are as follows:

Year Ended December 31, 2005

Before Tax  Tax Effect Net-of-Tax
(In thousands)
Reversal of cumulative
foreign currency
translation loss $ 3,600 $ (1,52 $ 2,077
Unrealized gain (loss) on
investments:
Gain arising during
2005 14 (6] 9
Reclassification
adjustment 37 48 (89)
Net unrealized loss (123) 43 (80)
Other comprehensive
income $ 3,477 $ (1,480) $ 1,997

Year Ended December 31, 2004

Before Tax  Tax Effect Net-of-Tax
(In thousands)
Foreign currency
translation gain $ 2346 $ (697) $ 1,649
Unrealized gain (loss) on
investments:
Gain arising during
2004 818 (286) 532
Reclassification
adjustment (80) 28 (2
Net unrealized gain 738 (258) 480
Other comprehensive
income $ 3,084 $ (9% $ 2,129

Year Ended December 31, 2003

Before Tax Tax Effect Net-of-Tax
(In thousands)
Foreign currency translation loss  $ 657 $ 369 $  (289%)
Unrealized loss on investments:
Loss arising during 2003 (478) 167 G11)
Reclassification adjustment (4,289) 1,501 (2,788)
Net unrealized loss (4,767) 1,668 (3,099
Other comprehensive loss $ (5424) § 2,037 $ (3,387

The components of our accumulated other comprehensive

income (loss) are as follows:

Foreign
Currency Unrealized Total Other
Translation ~ Gain (Loss) on Comprehensive
Adjustments Investments Income (Loss)
(In thousands)
Balance at January 1,
2003 $ (3,438) $ 2,708 $  (130)
Other
comprehensive
gain (loss) (288) (3,099 (3,387)
Balance at
December 31, 2003 (3,726) 391 (4,117
Other
comprehensive
gain 1,649 480 2,129
Balance at
December 31, 2004 2,077) 89 (1,988)
Other
comprehensive
gain 2,077 (80) 1,997
Balance at
December 31, 2005 $ - $ 9 $ 9

9. Commitments and Contingencies

Various claims have been filed against us in the ordinary course of
business, including claims by offshore workers alleging personal inju-
ries. In accordance with SFAS No. 5, “Accounting for Contingencies,”
we have assessed each claim or exposure to determine the likelihood
that the resolution of the matter might ultimately result in an adverse
effect on our financial condition, results of operations or cash flows.
When we determine that an unfavorable resolution of a matter is

probable and such amount of loss can be determined, we record a
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reserve for the estimated loss at the time that both of these criteria
are met.

Our management believes that we have established adequate
reserves for any liabilities that may reasonably be expected to result
from these claims. In the opinion of our management, no pending or
threatened claims, actions or proceedings against us are expected to
have a material adverse effect on our consolidated financial position,

results of operations or cash flows.

Litigarion. In January 2005, we were notified that we had been
named as a defendant in a lawsuit filed in the U.S. District Court for the
Eastern District of Louisiana on behalf of Total E&P USA, Inc. and
several oil companies alleging that the Ocean America had damaged a
natural gas pipeline in the Gulf of Mexico during Hurricane Ivan in
September 2004. The lawsuit was formally served on us on May 16,
2005 and it alleges that on or about September 15, 2004 the Ocean
America broke free from its moorings and, as the rig drifted, its anchor,
wire cable and other parts struck and damaged various components of
the Canyon Express Common System curtailing its supply of natural
gas to, and preventing production from, several fields. The plaintiffs
seek damages from us including, but not limited to, loss of revenue,
that are currently estimated to be in excess of $100 million, together
with interest, attorneys’ fees and costs. We deny any liability for
plaintiffs’ alleged loss and do not believe that ultimate liability, if any,
resulting from this litigation will have a material adverse effect on our
financial condition, results of operations or cash flows. In addition, we
have given notice to our insurance underwriters that a potential loss
may exist with respect to this incident. Our deductible for this type of
loss is $2 million.

During the third quarter of 2004, we were notified that some
of our subsidiaries had been named, along with other defendants, in
several complaints that had been filed in the Circuit Courts of the State
of Mississippi by approximately 800 persons alleging that they were
employed by some of the named defendants between approximately
1965 and 1986. The complaints also named as defendants over 25 other
companies that are not affiliated with us. The complaints alleged that
the defendants manufactured, distributed or utilized drilling mud
containing asbestos and, in the case of us and the several other offshore
drilling companies named as defendants, that such defendants allowed
such drilling mud to have been utilized aboard their offshore drilling
rigs. The plaintiffs seek, among other things, an award of unspecified
compensatory and punitive damages. To date, we have been served
with 29 complaints, of which 13 complaints were filed against Arethusa
Oft-Shore Company and 16 complaints were filed against Diamond
Offshore (USA), Inc. (now known as Diamond Offshore (USA) L.L.C.
and formerly known as Odeco Drilling, Inc.). We filed motions to
dismiss each of these cases based upon a number of legal grounds,
including naming improper parties. In April 2005 the plaintiffs agreed
to dismiss, with prejudice, all 13 complaints filed against Arethusa Off-
Shore Company after we demonstrated that the claims could not be

maintained against us or any of our subsidiaries. In addition, we expect
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to receive complete defense and indemnity for the remaining 16 com-
plaints from Murphy Exploration & Production Company pursuant to
the terms of our 1992 asset purchase agreement with them. Accord-
ingly, we do not believe that ultimate liability, if any, resulting from
this litigation will have a material adverse effect on our financial
condition, results of operations or cash flows.

Various other claims have been filed against us in the ordinary
course of business. In the opinion of our management, no pending or
known threatened claims, actions or proceedings against us are ex-
pected to have a material adverse effect on our consolidated financial
position, results of operations or cash flows.

Other. Our operations in Brazil have exposed us to various
claims and assessments related to our personnel, customs duties and
municipal taxes, among other things, that have arisen in the ordinary
course of business. At December 31, 2005, our loss reserves related to
our Brazilian operations aggregated $14.1 million, of which $3.5 million
and $10.6 million were recorded in “Accrued liabilities” and “Other
liabilities,” respectively, in our Consolidated Balance Sheets. Loss
reserves related to our Brazilian operations totaled $13.0 million at
December 31, 2004, of which $0.9 million was recorded in “Accrued
liabilities” and $12.1 million was recorded in “Other liabilities” in our
Consolidated Balance Sheets.

We intend to defend these matters vigorously; however, we
cannot predict with certainty the outcome or effect of any litigation
matters specifically described above or any other pending litigation
or claims. There can be no assurance as to the ultimate outcome of

these lawsuits.

Personal Injury Claims. Our uninsured retention of liability for
personal injury claims, which primarily results from Jones Act liability
in the Gulf of Mexico, is $0.5 million per claim with an additional
aggregate annual deductible of $1.5 million. Our in-house claims
department estimates the amount of our liability for our retention. This
department establishes a reserve for each of our personal injury claims
by evaluating the existing facts and circumstances of each claim and
comparing the circumstances of each claim to historical experiences
with similar past personal injury claims. Our claims department also
estimates our liability for claims that are incurred but not reported by
using historical data. Historically, our ultimate liability for personal
injury claims has not differed materially from our recorded estimates.
At December 31, 2005, our estimated liability for personal injury claims
was $38.9 million, of which $8.3 million and $30.6 million were
recorded in “Accrued liabilities” and “Other liabilities,” respectively,
in our Consolidated Balance Sheets. At December 31, 2004, we had
recorded loss reserves for personal injury claims aggregating $33.4 mil-
lion, of which $8.0 million and $25.4 million were recorded in
“Accrued liabilities” and “Other liabilities,” respectively, in our Con-
solidated Balance Sheets. The eventual settlement or adjudication of
these claims could differ materially from our estimated amounts due to

uncertainties such as:
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® the severity of personal injuries claimed;

® significant changes in the volume of personal injury claims;

® the unpredictability of legal jurisdictions where the claims will
ultimately be litigated;

® inconsistent court decisions; and

® the risks and lack of predictability inherent in personal injury
litigation.

Purchase Obligation_r. As of December 31, 2005, we had Purchase
obligations aggregating approximately $411 million related to the major
upgrade of the Ocean Endeavor and construction of two new jack-up
rigs, the Ocean Scepter and Ocean Shield. We anticipate that expenditures
related to these shipyard projects will be approximately $259 million,
$124 million and $28 million in 2006, 2007 and 2008, respectively.
However, the actual timing of these expenditures will vary based on
the completion of various construction milestones, which are beyond
our control.

We had no other purchase obligations for major rig upgrades
or any other significant obligations at December 31, 2005 and 2004,
except for those related to our direct rig operations, which arise during

the normal course of business.

Operating Leases. We lease office facilities and equipment under
operating leases, which expire at various times through the year 2009.
Total rent expense amounted to $3.1 million, $2.9 million and $1.8 mil-
lion for the years ended December 31, 2005, 2004 and 2003, respectively.
Future minimum rental payments under leases are approximately
$1.9 million, $0.5 million, $82,000 and $5,000 for the years ending
December 31, 2006 through 2009, respectively. There are no minimum

future rental payments under leases after 2009.

Letters of Credit and Other. We are contingently liable as of
December 31, 2005 in the amount of $47.9 million under certain
performance, bid, supersedeas and custom bonds and letters of credit.
Agreements relating to approximately $34.0 million of multi-year
performance bonds can require cash collateral for the full line at any
time for any reason. Issuers of a $0.5 million letter of credit have the
option to require cash collateral due to the lowering of our credit rating
in April 2004. As of December 31, 2005 we had not been required to
make any cash collateral deposits with respect to these agreements. The
remaining agreements cannot require cash collateral except in events of
default. On our behalf, banks have issued letters of credit securing
certain of these bonds.

10. Financial Instruments

Concentrations of Credit and Market Risk

Financial instruments which potentially subject us to significant con-
centrations of credit or market risk consist primarily of periodic
temporary investments of excess cash and trade accounts receivable and
investments in debt securities, including treasury inflation-indexed
protected bonds and mortgage-backed securities. We place our excess

cash investments in high quality short-term money market instruments

through several financial institutions. At times, such investments may
be in excess of the insurable limit. We periodically evaluate the relative
credit standing of these financial institutions as part of our invest-
ment strategy.

Concentrations of credit risk with respect to our trade ac-
counts receivable are limited primarily due to the entities comprising
our customer base. Since the market for our services is the offshore oil
and gas industry, this customer base consists primarily of major oil and
independent oil and gas producers and government-owned oil compa-
nies. We provide allowances for potential credit losses when necessary.
No such allowances were deemed necessary for the years presented
and, historically, we have not experienced significant losses on our
trade receivables.

All of our investments in debt securities are U.S. government
securities or U.S. government-backed with minimal credit risk. How-
ever, we are exposed to market risk due to price volatility associated

with interest rate fluctuations.

Fair Values

The amounts reported in our Consolidated Balance Sheets for cash and
cash equivalents, marketable securities, accounts receivable, and ac-
counts payable approximate fair value. Fair values and related carrying

values of our debt instruments are shown below:

Year Ended December 31,

2005 2004
Fair  Carrying Fair  Carrying
Value Value Value Value
(In millions)
Zero Coupon
Debentures $ 196 $ 187 $ 4736 $ 4713
1.5% Debentures 648.6 460.0 486.4 460.0
4.875% Senior Notes 242.9 249.5 - -
5.15% Senior Notes 248.9 249.5 240.6 249 .4
Ocean Alliance
Lease-leaseback - - 13.2 12.8

We have estimated the fair value amounts by using appropriate
valuation methodologies and information available to management as
of December 31, 2005 and 2004. Considerable judgment is required in
developing these estimates, and accordingly, no assurance can be given
that the estimated values are indicative of the amounts that would be
realized in a free market exchange. The following methods and
assumptions were used to estimate the fair value of each class of
financial instrument for which it was practicable to estimate that value:

® Cash and cash equivalents—The carrying amounts approximate fair
value because of the short maturity of these instruments.

® Marketable securities—The fair values of the debt securities, in-
cluding mortgage-backed securities, available for sale were based
on the quoted closing market prices on December 31, 2005 and
2004.
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® Accounts receivable and accounts payable—The carrying amounts
approximate fair value based on the nature of the instruments.

® Long-term debt—The fair value of our Zero Coupon Debentures,
1.5% Debentures, 4.875% Senior Notes and 5.15% Senior Notes was
based on the quoted closing market price on December 31, 2005
and 2004 from brokers of these instruments. The fair value of the
Ocean Alliance lease-leaseback was based on the present value of
estimated future cash flows using a discount rate of 4.27% at
December 31, 2004.

11. Related-Party Transactions

We are party to a services agreement with Loews, or the Services
Agreement, pursuant to which Loews performs certain administrative
and technical services on our behalf. Such services include personnel,
telecommunications, purchasing, internal auditing, accounting, data
processing and cash management services, in addition to advice and
assistance with respect to preparation of tax returns and obtaining
insurance. Under the Services Agreement, we are required to reimburse
Loews for (i) allocated personnel costs (such as salaries, employee
benefits and payroll taxes) of the Loews personnel actually providing
such services and (ii) all out-of-pocket expenses related to the provi-
sion of such services. The Services Agreement may be terminated at our
option upon 30 days’ notice to Loews and at the option of Loews upon
six months’ notice to us. In addition, we have agreed to indemnify

Loews for all claims and damages arising from the provision of services
by Loews under the Services Agreement unless due to the gross
negligence or willful misconduct of Loews. We were charged $0.4 mil-
lion, $0.3 million and $0.4 million by Loews for these support functions
during the years ended December 31, 2005, 2004 and 2003, respectively.

12. Stock Option Plan

Our Second Amended and Restated 2000 Stock Option Plan, or the
Stock Plan, provides for the issuance of either incentive stock options or
non-qualified stock options to our employees, consultants and non-
employee directors. Options may be granted to purchase stock at no less
than 100% of the market price of the stock on the date the option is
granted. On May 23, 2005 the Stock Plan was amended to allow for the
award of stock appreciation rights either in tandem with or separate
from stock option grants and to grant the authority to administer the
Stock Plan with respect to certain of our executive officers to the
Incentive Compensation Committee of our board of directors.

A maximum of 1,500,000 shares of our common stock are
issuable under the Stock Plan, of which 385,110 shares had been issued
as of December 31, 2005. Unless otherwise specified by our Board of
Directors at the time of the grant, stock options have a maximum term
of ten years, subject to earlier termination under certain conditions and

vest over four years.

The following table summarizes the stock option activity related to our Stock Plan:

2005 2004 2003
Weighted- Weighted- Weighted-
Averagc Averagc Average
Options  Exercise Price Options  Exercise Price Options  Exercise Price
Outstanding, January 1 738,235 $ 28.94 592,400 $ 28.66 419,400 $ 2.3
Granted 176,700 57.23 172,600 29.50 173,000 20.23
Exercised (358,345) 30.70 (26,76%) 26.17 - -
Outstanding, December 31 556,590 $ 36.79 738,235 $ 28.94 592,400 $ 28.66
Exercisable, December 31 148,440 $ 3170 341,160 $ 2.3 219,575 $ 34.20

The following table summarizes information for options outstanding and exercisable at December 31, 2005:

Options Outstanding Options Exercisable

Weighted- ~ Weighted- Weighted-

Average Average Average

Range of Remaining Exercise Exercise
Exercise Prices Number  Contractual Life Price Number Price
$19.08-$24.60 221,571 7.5 years  $ 2143 58,971  $ 2157
$29.20-$33.51 89,605 7.7 years $ 3121 39,336 $ 30.97
$38.94-$45.77 112,889 8.0 years $ 4276 41,133 $ 41.80
$49.68-$69.38 132,525 9.7 years  § 6118 9,000 $ 55.06
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13. Income Taxes Year Ended December 31,

The components of income tax expense (benefit) are as follows: 2005 2004 2003
(In thousands)

Year Ended December 31,

Income (loss) before income

20 2004 200
(i thousands) 05 00 ; tax expense (benefit):
U.s 324390 § 16,770 25,373
U.S.—current $ 28106 $ (2,75) $ (36,377 $ $ ( )
Non—U.S 32,005 (20,303)  (28,864)
Non-U.S.—current 2,793 5,737 7,341
Worldwide $ 356395 $ G5 § GHBD
Total current 30,899 2,984 (29,036)
deferred . Expected income tax expense
U.S.—deferre 63,408 G610 10,071 (benefit) at federal statutory
U.S.—deferred to reduce goodwill -- 11,099 13,615 rate $ 124738 $  (1,37) $ (18,983)
Non-U.S.—deferred 1,751 (6,762) “73) Foreign earnings indefinitely
Total deferred 65,159 726 23,213 reinvested 2,335 13,640 8,678
Valuation allowance—foreign
Total $ 96,058 $ 3710 $§ (582)

tax credits 9,574) 104 10,237

The difference between actual income tax expense and the tax Reduction of deferred tax

provision computed by applying the statutory federal income tax rate liability related to goodwill

to income before taxes is attributable to the followingz deduction (8,850) (5,175) (,728)

Reduction of contingent tax
liability related to goodwill
deduction (8,850) - __

Reduction of deferred tax
liability related to the Ocean
Alliance Lease-Leaseback -- (4,538) --

East Timor—Indonesia tax
settlement (4,365) — -

Revision of estimated tax
balance 2,507

IRS audit adjustments 1,931 - -

Amortization of deferred tax
liability related to transfer of
drilling rigs to different
taxing jurisdictions (1,763) (1,748) ,757)

Other 456 157 270)

Income tax expense

(benefit) $ 96058 $ 3,710 $ (5823
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Signiﬁcant components of our deferred income tax assets and

liabilities are as follows:

December 31,

2005 2004
(In thousands)
Deferred tax assets:
Net operating loss carryforwards $ 3,692 $§ 74,826
Goodwill 16,791 19,939
Alternative minimum tax credit
carryforward - 68
Worker’s compensation and other
current accruals(1) 14,652 13,710
Foreign tax credits 15,345 25,064
Other 5,898 5,054
Total deferred tax assets 56,378 138,661
Valuation allowance for foreign tax
credits (831) (10,340)
Net deferred tax assets 55,547 128,321
Deferred tax liabilities:
Depreciation and amortization (444,086) (452,728)
Contingent interest (42,59%) (32,452)
Non-U.S. deferred taxes (7,524) (,773)
Other (1,738) (2,273)
Total deferred tax liabilities (495,941 (493,226)

Net deferred tax liability $ (440394) $ (364,905

(1) $4.7 million and $4.8 million reflected in ‘“Prepaid expenses and
other” in our Consolidated Balance Sheets at December 31, 2005
and 2004, respectively.

Certain of our international rigs are owned and operated,
directly or indirectly, by Diamond Offshore International Limited, a
Cayman Island subsidiary which we wholly own. We do not intend to
remit earnings from this subsidiary to the U.S. and we plan to
indefinitely reinvest these earnings internationally. Consequently, no
U.S. taxes have been provided on earnings and no U.S. tax benefits have
been recognized on losses generated by the subsidiary.

We for which
U.S. taxes have been provided to the extent a U.S. tax liability could

have certain other non-U.S. subsidiaries
arise upon remittance of earnings from the non-U.S. subsidiaries. As of
December 31, 2005, we Provided $0.2 million of U.S. taxes attributable
to undistributed earnings of the non-U.S. subsidiaries. On actual
remittance, certain countries may impose withholding taxes that,
subject to certain limitations, are then available for use as tax credits

against a U.S. tax liability, if any.
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We had $15.3 million of foreign tax credit carryforwards as of
December 31, 2005. At the end of 2004, we had established a valuation
allowance of $10.3 million for certain of our foreign tax credit car-
ryforwards which will begin to expire in 2011. During 2005, we were
able to utilize most of our net operating loss carryforwards (see
discussion below) to offset taxable income generated during the year.
As a result, we now expect to be able to utilize $14.5 million of our
available foreign tax credit carryforwards prior to the expiration dates
for utilizing those credits and we believe that a valuation allowance is
no longer necessary for those credits. With respect to the remaining
$0.8 million of foreign tax credit carryovers, we intend to pursue all
opportunities and tax planning strategies in order to be able to utilize
our remaining foreign tax credit carryforwards. However, under the
“more likely than not” approach of evaluating the associated deferred
tax assets, we believe that a valuation allowance is necessary for our
remaining foreign tax credit carryovers, resulting in a valuation
allowance of $0.8 million as of December 31, 2005.

As of December 31, 2005, we had net operating loss, or NOL,
carryforwards of approximately $10.5 million available to offset future
taxable income. The NOL carryforwards consist entirely of losses that
were acquired in 1996 from our merger with Arethusa (Off-Shore)
Limited, or Arethusa. The utilization of the NOL carryforwards
acquired in the Arethusa merger is limited pursuant to Section 382 of
the Internal Revenue Code of 1986, as amended, or the Code. We expect
to fully utilize all of the NOL carryforwards in future tax years.
During 2005, we were able to utilize approximately $202 million of net
operating losses generated in years prior to 2005. Of NOL carryfor-
wards utilized in 2005, approximately $11 million of the $202 million
were from losses acquired with the Arethusa merger.

We have recorded a deferred tax asset of $3.7 million for the
benefit of the NOL carryforwards. The NOL carryforwards will expire

as follows:
Tax Benefit of
Net Operating ~ Net Operating
Year Losses Losses
(In millions)
2009 8.1 2.9
2010 2.4 0.8
Total $ 105 $ 3.7

During 2004 and 2005, the Internal Revenue Service, or IRS,
examined our federal income tax returns for tax years 2000 and 2002.
The examination was concluded during the fourth quarter of 2005. We
and the IRS agreed to a limited number of adjustments for which we
recorded additional income tax expense of $1.9 million in 2005.

At December 31, 2004 we had a reserve of $8.9 million
($1.7 million included with Current Taxes Payable and $7.2 million in
Other Liabilities on our Consolidated Balance Sheet) for the exposure
related to the disallowance of goodwill deductibility associated with a

1996 acquisition. During 2005 we concluded that the reserve was no
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longer necessary and eliminated the reserve, which resulted in an
income tax benefit of $8.9 million.

During 2005, we settled an income tax dispute in East Timor
(formerly part of Indonesia) for approximately $0.2 million. At De-
cember 31, 2004, our books reflected an accrued liability of $4.4 million
related to potential East Timor and Indonesian income tax liabilities
covering the period 1992 through 2000. Subsequent to the tax settle-
ment discussed above, we determined that the accrual was no longer
necessary and wrote off the accrued liability in the fourth quarter
of 2005.

14. Employee Benefit Plans

Defined Contribution Plans

We maintain defined contribution retirement plans for our U.S., U.K.
and third-country national, or TCN, employees. The plan for our
U.S. employees, or the 401k Plan, is designed to qualify under Sec-
tion 401(k) of the Code. Under the 401k Plan, each participant may
elect to defer taxation on a portion of his or her eligible earnings, as
defined by the 401k Plan, by directing his or her employer to withhold
a percentage of such earnings. A participating employee may also elect
to make after-tax contributions to the 401k Plan. We contribute 3.75%
of a participant’s defined compensation and match 25% of the first 6%
of each employee’s compensation contributed to the 401k Plan. Partici-
pants are fully vested immediately upon enrollment in the 401k Plan.
For the years ended December 31, 2005, 2004 and 2003, our provision
for contributions was $7.3 million, $6.9 million and $6.9 million,
respectively.

The defined contribution retirement plan for our UK. em-
ployees, or U.K. Plan, provides that we make annual contributions in an
amount equal to the employee’s contributions, generally up to a
maximum of 5.25% of the employec’s defined compensation per year.
Our provision for contributions was $0.8 million for the year ended
December 31, 2005 and $0.7 million for each of the years ended
December 31, 2004 and 2003.

The defined contribution retirement plan for our TCN em-
ployees, or TCN Plan, is similar to the 401k Plan. We contribute 3.75%
of a participant’s defined compensation and match 25% of the first 6%
of each employee’s compensation contributed to the TCN Plan. Our
provision for contributions was $0.8 million for the year ended Decem-
ber 31, 2005 and $0.7 million for each of the years ended December 31,
2004 and 2003.

Deferred Compensation and Supplemental Executive Retirement Plan

We established our Deferred Compensation and Supplemental Execu-
tive Retirement Plan, or Supplemental Plan, in December 1996. Partici-
pants in the Supplemental Plan are a select group of our management
or other highly compensated employees. We contribute to the Supple-
mental Plan any portion of the 3.79% base salary contribution and the
matching contribution under our 401k Plan that cannot be contributed

to that plan because of limitations within the Code. The Supplemental

Plan also provides that participants may defer up to 10% of their base
compensation and/or up to 100% of any performance bonus. Each
participant is fully vested in all amounts paid into the Supplemental
Plan. Our provision for contributions for the years ended December 31,
2005, 2004 and 2003 was not material.

Pension Plan

The defined benefit pension plan established by Arethusa effective
October 1, 1992 was frozen on April 30, 1996. At that date all partici-
pants were deemed fully vested in the plan, which covered substantially
all U.S. citizens and U.S. permanent residents who were employed by
Arethusa. Benefits are calculated and paid based on an employee’s years
of credited service and average compensation at the date the plan was
frozen using an excess benefit formula integrated with social security
covered compensation.

Pension costs are determined actuarially and at a minimum
funded as required by the Code. During each of the years 2005 and
2004, we made voluntary contributions to the plan of $0.2 million. As a
result of freezing the plan, no service cost has been accrued for the
years presented.

We use a September 30 measurement date for the plan.

The following provides a reconciliation of benefit obligations,

fair value of plan assets and funded status of the plan:

September 30,

2005 2004
(In thousands)
Change in benefit obligation:
Benefit obligation at beginning of year $ 17,615 $ 16,603
Interest cost 1,040 1,022
Actuarial gain 1,470 608
Benefits paid (658) (618)
Benefit obligation at end of year $ 19,467 $ 17,615
Change in plan assets:
Fair value of plan assets at beginning of
year $ 17,735 § 16,626
Actual return on plan assets 2,493 1,527
Contributions 200 200
Benefits paid (658) (618)
Fair value of plan assets at end of year $ 19,770 $ 17,735
Funded status $ 304§ 120
Unrecognized net actuarial loss 7,426 7,534
Net amount recognized $ 7,730 $ 7,654

DIAMOND OFFSHORE 2005 ANNUAL REPORT: Page 53


%%TRANSMSG*** Transmitting Job: H33397 PCN: 053000000 *** %%PCMSG|       |00012|Yes|No|03/17/2006 01:34|0|1|Page is valid, no graphics -- Color: N|


DIAMOND OFFSHORE DRILLING,

INC.

AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

Amounts recognized in our Consolidated Balance Sheets con-

sisted of prepaid benefit cost as follows:

September 30,
2005 2004

(In thousands)

Prepaid benefit cost $ 7,730 $ 7,654

The accumulated benefit obligation was as follows:

September 30,
2005 2004

(In thousands)

Accumulated benefit obligation $ 19,467 $ 17,615

Weighted-average assumptions used to determine benefit obli-

gations were:

September 30,

2005 2004
Discount rate 5.50% 6.00%
Expected long—term rate 7.00% 7.25%

The long-term rate of return for plan assets is determined
based on widely accepted capital market principles, long-term return
analysis for global fixed income and equity markets as well as the active
total return oriented portfolio management style. Long-term trends are
evaluated relative to current market factors such as inflation, interest
rates and fiscal and monetary policies, in order to assess the capital
market assumptions as applied to the plan. Consideration of diversifica-
tion needs and rebalancing is maintained.

Components of net periodic benefit costs were as follows:

September 30,

2005 2004 2003

(In thousands)
Interest cost $ 1,040 $ 1,022 $ 993
Expected return on plan assets (1,222) (1,187) (1,263)
Amortization of unrecognized

loss 306 306 273
Net periodic pension benefit

income (loss) $ 124 $ 141§ 3

Weighted—average assumptions used to determine net periodic

benefit costs were:

September 30,

2005 2004 2003
Discount rate 6.00% 6.25% 6.75%
Expected long—term rate 7.00% 7.25%
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The weighted—average asset allocation for our pension plan by

asset category is as follows:

September 30,

2005 2004
Equity securities 64% 47%
Debt securities 29%  24%
Money market fund 6%  29%
Other 1% --

We employ a total return approach whereby a mix of equities
and fixed income investments are used to maximize the long-term
return of plan assets for a prudent level of risk. The intent of this
strategy is to minimize plan expenses by outperforming plan liabilities
over the long run. Risk tolerance is established through careful consid-
eration of the plan liabilities, plan funded status and corporate financial
conditions. The investment portfolio contains a diversified blend of U.S.
and non-U.S. fixed income and equity investments. Alternative invest-
ments, including hedge funds, may be used judiciously to enhance risk
adjusted long-term returns while improving portfolio diversification.
Derivatives may be used to gain market exposure in an efficient and
timely manner. Investment risk is measured and monitored on an
ongoing basis through annual liability measurements, periodic as-
set/ liability studies and quarterly investment portfolio reviews.

The plan assets at September 30, 2005 and 2004 do not include
any of our own securities.

The benefits expected to be paid by the pension plan by fiscal

year are:
2006 $ 647
2007 685
2008 737
2009 763
2010 792
2011-2015 4,943
We do not expect to make a contribution to our pension plan
in 2006.
15. Hurricane Damage
2005 Storms

In the third quarter of 2005, two major hurricanes, Katrina and Rita,
struck the U.S. Gulf Coast and Gulf of Mexico. In late August 2005, one
of our jack-up drilling rigs, the Ocean Warwick, was seriously damaged
during Hurricane Katrina and other rigs in our fleet sustained lesser
damage in Hurricane Katrina or Rita, or in some cases from both
storms. We believe that the physical damage to our rigs, as well as
related removal and recovery costs, are covered by insurance, after
applicable deductibles.

The Ocean Warwick, with a net book value of $14.0 million,

8.50% was declared a constructive total loss effective August 29, 2005. We
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issued a Proof of loss in the amount of $50.5 million to our insurers,
representing the insured value of the rig less a $4.5 million deductible,
and we received all insurance proceeds related to this claim in 2005.
Recovery and removal of the Ocean Warwick are subject to separate
insurance deductibles totaling $2.5 million.

In the third quarter of 2005, we recorded a $33.6 million, pre-
tax, net casualty gain for the Ocean Warwick, representing net insurance
proceeds of $50.5 million, less the write-off of the $14.0 million net
carrying value of the drilling rig and $0.4 million in rig-based
inventory, and $2.5 million in insurance deductibles for salvage and
wreck removal as a result of Hurricanes Katrina and Rita. We have
presented this as “Casualty Gain on Ocean Warwick’ in our Consoli-
dated Statements of Operations for the year ended December 31, 2005.

Damage to our other affected rigs and warehouse in New
Iberia, Louisiana was less severe, and we believe that repair costs for
such damage and lost equipment will be covered by insurance, less
estimated deductibles. Insurance deductibles relating to the remaining
rigs damaged during Hurricane Katrina and our rigs and facility
damaged by Hurricane Rita total $2.6 million in the aggregate, of
which $1.2 million and $1.4 million have been recorded as additional
contract drilling expense and loss on disposition of assets, respectively,
for the year ended December 31, 2005 in our Consolidated Statement
of Operations.

In addition, in the third quarter of 2005, we wrote-off the net
book value of approximately $4.2 million, pre-tax, in rig equipment
that was either lost or damaged beyond repair during these storms as
loss on disposition of assets and recorded a corresponding insurance
receivable in an amount equal to our expected recovery from insurers.
The write-off of this equipment and recognition of insurance receiv-
ables had no net effect on our consolidated results of operations for the
year ended December 31, 2005.

During the third and fourth quarters of 2005, we incurred
additional operating expenses, including but not limited to the cost of
rig crew over-time and employee assistance, hurricane relief supplies,
temporary housing and office space and the rental of mooring equip-
ment, of $5.1 million, pre-tax, relating to relief and recovery efforts in
the aftermath of Hurricanes Katrina and Rita, which we do not expect

to be recoverable through our insurance.

2004 Storm

During the third quarter of 2004, our operations in the Gulf of Mexico
were impacted by Hurricane Ivan, resulting in damage to several of our
rigs. During 2004, we recorded an insurance deductible of $6.1 million
related to damage from this hurricane of which $4.5 million and
$1.6 million were recorded as additional contract drilling expense and
loss on disposition of assets, respectively.

Our insurance claim relating to damages sustained during
Hurricane Ivan was settled in the fourth quarter of 2005, resulting in
net insurance proceeds to us of $14.5 million. We recognized an
insurance gain of $5.6 million as “Gain on disposition of assets” in our

Consolidated Statements of Operations for the year ended December 31,

2005, resulting from the involuntary conversion of assets lost during
the hurricane in 2004. We accounted for the remaining portion of the
insurance proceeds as a reduction in an insurance receivable for
hurricane-related repair costs which we believed were reimbursable
by insurance.

In addition in the fourth quarter of 2005 we received $2.4 mil-
lion from a customer related to equipment damaged on one of our
high-specification rigs during Hurricane Ivan. We recorded $2.0 mil-
lion of this recovery as a credit to contract drilling expense and

$0.4 million as a gain on disposition of assets.

16. Segments and Geographic Area Analysis

We manage our business on the basis of one reportable segment,
contract drilling of offshore oil and gas wells. Although we provide
contract drilling services with different types of offshore drilling rigs
and also provide such services in many geographic locations, we have
aggregated these operations into one reportable segment based on the
similarity of economic characteristics among all divisions and locations,
including the nature of services provided and the type of customers of

such services.

Similar Services

Revenues from our external customers for contract drilling and similar

services by equipment-type are listed below:

Year Ended December 31,

2005 2004 2003
(In thousands)
High-Specification
Floaters $ 448937 § 281,866 $ 290,844
Intermediate
Semisubmersibles 456,734 319,053 260,267
Jack-ups 271,809 178,391 97,774
Other 1,535 3,095 3,446
Eliminations - - (233)
Total Contract Drilling
Revenues 1,179,015 782,405 652,098
Revenues Related to
Reimbursable Expenses 41,987 32,257 28,843
Total Revenues $ 1,221,002 $ 814,662 $ 680,941

Geographic Areas

At December 31, 2005, we had drilling rigs located offshore nine
countries other than the United States. As a result, we are exposed to
the risk of changes in social, political and economic conditions inherent
in foreign operations and our results of operations and the value of our

foreign assets are affected by fluctuations in foreign currency exchange
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rates. Revenues by geographic area are presented by attributing reve-

nues to the individual country where the services were performed.

Year Ended December 31,

2005 2004 2003
(In thousands)
Revenues from unaffiliated
customers:
United States $ 668,423 $ 358,741 $ 329,535
Foreign:
Europe/Africa 106,188 69,643 47,605
South America 129,524 120,112 152,348
Australia/Asia/Middle
East 231,273 180,783 114,580
Mexico 85,594 85,383 36,873
552,579 455,921 351,406
Total $ 1,221,002 $ 814,662 $ 680,941

An individual foreign country may, from time to time, com-
prise a material percentage of our total contract drilling revenues from
unaffiliated customers. For the years ended December 31, 2005, 2004
and 2003, individual countries that comprised 5% or more of our total

contract drilling revenues from unaffiliated customers are listed below.

Year Ended December 31,

2005 2004 2003
Brazil 10.6% 12.5% 22.4%
Mexico 7.0% 10.5% 5.4%
Malaysia 6.9% 5.2% 2.7%
United Kingdom 6.3% 5.5% 5.2%
Australia 5.1% 5.3% 3.8%
Indonesia 3.0% 6.3% 6.8%

The following table presents our long-lived tangible assets by
geographic location as of December 31, 2005 and 2004. A substantial
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portion of our assets are mobile, therefore asset locations at the end of
the period are not necessarily indicative of the geographic distribution

of the earnings generated by such assets during the periods.

December 31,

2005 2004
(In thousands)
Drilling and other property and
equipment, net:
United States $ 1,278,146 $ 1,084,829
Foreign:
South America 279,284 274,741
Europe/Africa 136,378 130,410
Australia/Asia/Middle East 481,381 521,872
Mexico 126,831 142,741
1,023,874 1,069,764
Total $ 2,302,020 $ 2,154,593

Besides the United States, Brazil is currently the only country
with a material concentration of our assets. Approximately 12.1% and
12.8% of our total drilling and other property and equipment were
located offshore Brazil as of December 31, 2005 and 2004, respectively.

Major Customers

Our customer base includes major and independent oil and gas compa-
nies and government-owned oil companies. Revenues from our major
customers for the periods presented that contributed more than 10% of

our total revenues are as follows:

Year Ended December 31,

Customer 2005 2004 2003
Petroleo Brasileiro S.A. 10.7%  12.6%  203%
Kerr