OFFER FOR ROYALTY GAS 

January 31, 2002

1. Executive Summary:

For the purposes of this offer (“Offer”), the State of Alaska shall be referred to as (“the State”).  Anadarko Petroleum Corporation shall be referred to as (“Anadarko”) and AEC Marketing (USA) Inc. shall be referred to as (“AEC”).  Anadarko and AEC shall be collectively referred to as (“the Purchasers”).

In consideration for the valuable benefits to be provided the State as set forth below, the Purchasers seek an option to purchase the State’s royalty share of North Slope gas production (“ANS Royalty Gas”).  The key elements of the Purchasers’ Offer are listed below in this first section.  The key elements and their conditions are further outlined in the subsequent sections.


Upon the Purchasers’ Offer being successful, the Purchasers and the State shall negotiate a definitive agreement based on the terms outlined in this Offer.  

(A)  Offer Elements:

1. Minimum Cash Bonus:  $350,000.  This Minimum Cash Bonus is based upon the assumption that 70% of the State’s ANS Royalty Gas volumes will equal 350,000 Mcfd.  If 70% of the State’s ANS Royalty Gas is determined to be more than 350,000 Mcfd prior to the Pipeline open season, the Purchaser’s agree to make a supplemental Minimum Cash Bonus payment to the State for the expected increase in available volumes beyond 350,000 Mcfd.

2. Base Price: The volume weighted average royalty in-value price for the State’s ANS Royalty Gas left in-value as further defined in that certain Solicitation For Offers To Purchase Alaska North Slope Royalty Gas, dated December 26, 2001 (“Solicitation For Offers”).

3. Price Premium:  A Price Premium of $0.02 per MMBtu for each MMBtu of ANS Royalty Gas purchased during the primary term of the definitive agreement entered into between the State and the Purchasers (“Agreement”).  The Price Premium shall be increased by $0.02 per MMBtu for each subsequent five (5) year renewal period.  The “Price Premium” as used herein shall be a payment amount added to the Base Price as set forth above.

4. Option Price:  The Purchasers shall make an option payment to the State in the aggregate amount of $2 million for each five (5) year term as compensation for the option to purchase all or part of the quantities of the State’s ANS Royalty Gas made available to the Purchasers under the terms of this Offer and the Agreement.  An initial cash payment of $2 million shall be paid upon execution and legislative approval of the Agreement, with an additional $2 million payable 30 days prior to the commencement of each subsequent five (5) year renewal period. 

In addition to the Option Price, the Purchasers agree to a one percent (1.0%) Reservation Fee subject to a volume and price cap. 

5. Special Commitments (In-State Investments):  

(a) Exploration Work Commitment: 

The Purchasers commit to an “Exploration Work Commitment” totaling $50 million during the period January 1, 2002 through December 31, 2007. 

A socioeconomic impact assessment of this Exploration Work Commitment was undertaken by the independent consulting firm Northern Economics, Inc.  Northern Economics’ full report is attached hereto as an addendum.  In summary, the Exploration Work Commitment totaling $50 million is projected to have an overall in-state benefit of $40 million when the economic multiplier effect and State fiscal assessments are taken into consideration.  In addition, the Exploration Work Commitment is projected to generate an annual average of 180 new in-State jobs during the exploration phase of the program.

Northern Economics has also made a socioeconomic impact assessment of the scenario whereby the Purchasers continue their exploration efforts beyond the Exploration Work Commitment and such efforts result in a commercial natural gas discovery.  Under such a scenario, the $50 million Exploration Work Commitment is projected to result in an overall benefit to the State of $6.4 billion when the economic multiplier effect and State fiscal assessments are taken into consideration.  In addition, under this commercial discovery scenario, the Exploration Work Commitment is projected to generate annual new in-State jobs of 560, 2,400, and 3,300 per year during the exploration, development, or production phases, respectively.

The $50 million Exploration Work Commitment is a Special Commitment obligation.  In the event the Purchasers fail to meet the $50 million Exploration Work Commitment during the term and under terms of this Offer, then the Purchasers shall pay to the State, as liquidated damages, an amount equal to the shortfall of said work commitment.

(b) Preference for Local Hire:

The Purchasers also commit to a local hire preference to the extent that local available labor is competitive and is qualified to perform the functions of the positions required by the Purchasers in carrying out their operations.  The Purchasers agree to utilize their reasonable efforts to include local hire preferences in all their contracts with subcontractors and other service providers.  In implementing this practice, the Purchasers’ policies on purchasing, employment standards, environment, health and safety will be followed.  

If the Exploration Work Commitment results in a commercial discovery, the Purchasers will undertake commitments to train local laborers to fill available positions in Alaska.  Commencing the year following declaration of a commercial discovery, the Purchasers shall commit to not less than $25,000 per annum for training of local labor and for a period of not less than ten (10) years.  In the event the Purchasers fail to meet the $25,000 training obligation in any applicable year during the term and under terms of this Offer, then the Purchasers shall pay to the State, as liquidated damages, an amount equal to the shortfall of said training obligation.

Following a commercial discovery, the Purchasers will need to increase staff in the Anchorage office to support development operations in the field.  To date, the Purchasers have been non-operators in successful exploration programs along the Barrow Arch. 

As Operator of a commercial Foothills gas discovery, the Purchasers’ in-State manpower requirements will increase substantially across all disciplines, experience levels, and authority grades.  In addition to substantial field staffing requirements, a Foothills gas discovery will require a much larger Anchorage and North Slope employment presence.  Local hire would be our preferred alternative for achieving this increase in staffing levels.

(c) Preference for In-State Gas Processing (NGL Extraction & Petrochemical Manufacturing):

The Purchasers commit to a preference for in-State processing of the gas purchased hereunder, as well as for any gas discovered in conjunction with the Exploration Work Commitment hereunder, all as further described in Section 15 below.  

Our estimates are that a gas processing plant constructed for the processing of 350 MMcfd would entail capital investments on the order of $100 million and generate an estimated 70 permanent direct jobs, as well as 400 construction jobs.  We have not estimated the total economic impact to the State in terms of indirect labor, induced labor, property taxes, income taxes, and the economic multiplier effect.  

It is our understanding that if the State’s Royalty Gas is left in-value, the lessees intend to perform NGL extraction operations outside the State, in either Western Canada or the Lower 48 States.   

6. Incidental State Benefits:  Securing the option to purchase the State’s ANS Royalty Gas will ensure Anadarko’s and AEC’s continuing commitment to the exploration for natural gas within the State of Alaska, particularly in the area known as the Foothills.  As a result, of securing the option, Anadarko and AEC are also expected to aggressively participate in future State oil and gas lease sales.  Ensuring the two most active and aggressive independents’ participation in future State oil and gas lease sales will result in greater State receipts from such lease sales both in terms of dollars per acre bid, as well as the numbers of leases awarded.  In addition, ensuring Anadarko’s and AEC's continued participation in State lease sales will surely result in incremental exploration activities and potential hydrocarbon discoveries by our two companies.

(B)  Total State Economic Benefit per Mcf
:

Offer Element
      Exploration Only Scenario
Exploration Success

Cash Bonus


  $350,000


     $350,000

Price Premium

         $12,775,000

            $12,775,000
Option Price

           $2,000,000


  $2,000,000

In-State Investments
         $40,000,000

       $6,410,000,000

     
Totals


         $55,125,000

       $6,425,125,000


Offer Value per Mcf
     $0.09 per Mcf1

       $10.06 per Mcf1


Alaskan Jobs Created

          180


 560 – 3,300
It is worth noting that the State benefits substantially under the terms of this Offer regardless of whether the Purchasers exercise their call on the State’s ANS Royalty Gas or not.  If on the one hand, the Purchasers fail in their exploration efforts, the State will realize expected benefits in excess of $175 million (see attached Exhibit “B”).  If, however, the Purchasers are successful in their Foothills natural gas exploration effort that is contingent on this RIK Offer, the total direct economic benefit to the State is projected to exceed $6.4 billion (see Northern Economics’ Economic Impact report attached hereto as Exhibit “D”).  


In consideration for the economic values set forth above, the Purchasers shall be granted a call on 70% of the State’s ANS Royalty Gas for a primary term ending on the fifth (5th) anniversary of the date that an Alaskan North Slope natural gas pipeline serving the Lower 48 States (“ANS Gas Pipeline” or “Pipeline”) is placed into full, normal service.  The Purchasers’ call on ANS Royalty Gas shall, at the Purchasers’ election, be for all or any portion thereof, upon providing appropriate notices as set forth below.  

2.
Mutual Benefits Discussion:
This call on the State’s royalty in-kind gas production is mutually beneficial to the State and the Purchasers.  The State shall realize valuable consideration both up-front and when the ANS Royalty Gas is called upon.  The up-front payments will likely precede the State’s initial ANS Royalty Gas production by seven or eight years.  Through the proposed royalty purchase price structure, the State shall realize at least a $0.02 per MMBtu Price Premium above the weighted average price received by the State for other ANS Royalty Gas sold off the North Slope.  

In addition, the State will enjoy the benefits derived by the Purchasers’ continued natural gas exploration and development expenditures.  The Purchasers hereby commit to spending not less than $50 million on natural gas exploration within the Foothills region of the Brooks Range over the next six (6) years.  

A single successful natural gas development is expected to require investments on the order of $1.4 billion.  Due to the economic multiplier effect, under a single economic gas development scenario, these combined natural gas exploration and development expenditures are expected to yield economic benefits to the State of Alaska in the range of $6.4 billion, inclusive of royalty, severance, income, and property tax benefits.  Several natural gas developments would obviously result in similar direct economic impacts to the State in multiples of the $6.4 billion generated from a single natural gas development. 

Absent this call on the State’s ANS Royalty Gas it will be extremely onerous and probably prohibitively risky for the Purchasers to bid on pipeline capacity in an open season nomination process.  Without assured access to the ANS Gas Pipeline, backstopped by the State’s ANS Royalty gas, it would be imprudent for the Purchasers to continue natural gas exploration within the State as the Purchasers would likely have no access to markets for their gas.

Part of the economic benefit to the State of Alaska under this arrangement is the opportunity to realize the potentially multibillion dollar economic benefits associated with the Purchasers’ continued exploration for natural gas in northern Alaska.  If the Purchasers fail to achieve capacity on the ANS Gas Pipeline, the State will likely be left with three multinational oil companies dominating the Pipeline without meaningful competition.  Without access to the Pipeline, exploration for ANS natural gas by all remaining exploration companies will likely come to a standstill.    

Having the State’s ANS Royalty Gas as a backstop and early proxy for the Purchasers’ own production for a period of time will substantially reduce the risks associated with bidding on pipeline capacity in the open season.  Assuming that the Purchasers secure a combined 350,000 Mcfd of pipeline capacity, we anticipate that the demand payment obligation associated with this firm transportation capacity will likely exceed $150 million per annum.  This demand charge is a monthly obligation, which must be paid regardless of how much, if any, gas is actually transported by the Purchasers.  Having access to the State’s ANS Royalty Gas will help ensure that the Purchasers discover, develop, and produce sufficient natural gas quantities to fulfill their firm transportation capacity commitments. 

To this point, both the State and the Purchasers, despite numerous attempts to actively engage the Pipeline sponsors, have been largely shut-out of the Pipeline discussions in any meaningful way.  Awarding ANS Royalty Gas to the Purchasers under the Solicitation For Offers elevates both the State and the Purchasers to legitimate, significant stakeholders in all facets of the proposed Pipeline.  The Purchasers believe that award of ANS Royalty Gas to the Purchasers should facilitate the State’s and the Purchasers’ inclusion in future discussions and negotiations of the Pipeline project.  

3.
Effective Date:  

This Offer shall become effective upon execution of a definitive agreement incorporating the terms and conditions contained herein and the subsequent approval of the Royalty Board and the Alaskan State Legislature. 

The State recognizes that time is of the essence in securing the requisite approvals and completing the execution of the definitive agreement inasmuch as the Purchasers require this royalty in-kind purchase option in order to participate in the ANS Gas Pipeline open season.  The State further recognizes that the Pipeline open season may occur as early as the first quarter of 2002.

4.
Cash Consideration to be Paid:

The Purchasers shall pay the State a $350,000 Minimum Cash Bonus commensurate with this Offer.  This $350,000 Minimum Cash Bonus is based upon the assumed award of 70% of the State’s ANS Royalty Gas to the Purchasers equating to 350,000 Mcfd.  If the awarded volume is an amount other than 350,000 Mcfd, the Minimum Cash Bonus shall be adjusted pro rata (e.g. 300,000 Mcfd = $300,000 Minimum Cash Bonus). 

This Minimum Cash Bonus is based upon the assumption that 70% of the State’s ANS Royalty Gas volumes will equal 350,000 Mcfd.  If 70% of the State’s ANS Royalty Gas is determined to be more than 350,000 Mcfd prior to the Pipeline open season, the Purchaser’s agree to make a supplemental Minimum Cash Bonus payment to the State for the expected increase in available volumes beyond 350,000 Mcfd.

The Purchasers shall also pay the State the Base Price for all State ANS Royalty Gas purchased pursuant to the terms of this Offer.  The Base Price shall be computed in accordance with the definition of such term in the Solicitation For Offers and as further refined in the definitive agreement to be negotiated between the State and the Purchasers.  However, the Base Price shall be computed on a volume-weighted basis as to gas values received by the State for in-value sales in the same area and of similar composition.  The Base Price shall not include any non-gas costs or adjustments.  The intent of the Base Price is to reflect the weighted-average arms-length netback market price of the State’s in-value gas sales made via the ANS Gas Pipeline.  The Base Price under this Agreement shall not be higher than any royalty in-value base price used for any other royalty in-kind sales by the State. 

The Purchasers shall also pay a Price Premium of $0.02 per MMBtu for each MMBtu of ANS Royalty Gas purchased during the Primary Term of the Agreement.  The Price Premium shall increase by $0.02 per MMBtu during each subsequent five-(5) year term extension. The “Price Premium” as used herein shall be a payment amount added to the Base Price as set forth above.

A $2 million cash Option Price payment shall also be paid upon execution of the Agreement and receipt of Legislative approval, plus an additional $2 million cash Option Price payment prior to each subsequent five (5) year term extension.  These Option Price payments are based upon the assumed award of 350,000 Mcfd of State ANS Royalty Gas to the Purchasers.  If the awarded volume is an amount other than 350,000 Mcfd, the Option Price payments shall be adjusted pro rata (e.g. 280,000 Mcfd = $1,600,000 Option Price payment).

In addition to the Option Price, the Purchasers agree to a monthly Reservation Fee equal to one percent (1.0%) of the sum of then effective Base Price plus the Price Premium, but not to exceed the then current Price Premium.  The Reservation Fee shall be assessed on the difference between the volumes purchased for the month and the maximum ANS Royalty Gas volume available to the Purchasers for the month.  The Purchasers, upon proper notices, shall be afforded the opportunity to reduce the maximum ANS Royalty Gas volume available by 50% and the ability to raise and/or restore such maximum volumes upon proper notice.   
Lastly, the Purchasers agree to undertake the significant $50 million Exploration Work Commitment set forth below. 

5.
Exploration Work Commitment:
The Purchasers commit to an “Exploration Work Commitment” of $50 million during the period January 1, 2002 through December 31, 2007.  This work commitment is contingent on the success of the Purchasers’ efforts to secure sufficient firm transportation services on the ANS Gas Pipeline and an acceptable resolution of the lease access issues currently under discussion with the State.  

The Exploration Work Commitment is for expenditures, exclusive of overhead charges and Anadarko and AEC internal manpower costs, for exploration costs incurred in the gas-prone Foothills of the Brooks Range.  Exhibit “A” attached hereto is a plat outlining the area considered as the Foothills of the Brooks Range for purposes of this Offer.  This Exploration Work Commitment is a firm commitment by the Purchasers and should the Purchasers fail to satisfy the $50 million Exploration Work Commitment by December 31, 2007 for any reason other than events of Force Majeure, the Purchasers shall make a cash payment to the State, as liquidated damages, for the full amount of any shortfall in expenditures relative to the $50 million Exploration Work Commitment. 

This $50 million Exploration Work Commitment is an incremental exploration expenditure commitment for exploration in the gas-prone Foothills area.  These exploration monies are dependent upon securing the right to purchase sufficient volumes of the State’s ANS Royalty Gas.  Without such rights to purchase sufficient volumes of the State’s ANS Royalty Gas, the Purchasers’ natural gas based exploration in the Foothills would be at substantial risk of discontinuation.

This $50 million Exploration Work Commitment is also in addition to the substantial in-State investments that the Purchasers have undertaken and will continue to undertake for exploration and development in the oil-prone plays along the Barrow Arch and elsewhere in the State.  For instance, Anadarko’s North Slope campaign this winter includes shooting seismic in multiple locations, drilling our 100% Altamura No. 1 well in the NPR-A, and participating in an expected seven other exploratory wells.  In total, Anadarko is participating in North Slope exploration operations this winter with expected expenditure levels of $70 million, exclusive of exploration expenditures in the gas-prone Foothills region.  

Over the next four years, Anadarko’s in-State exploration and development expenditures, on a gross basis, are expected to be on the order of $1.1 - $1.6 billion. 

In addition AEC plans to participate in three North Slope non-gas drilling prospects in 2002, subject to regulatory approval.  AEC’s share of the Exploration Work Commitment will be performed by AEC Oil & Gas (USA) Inc. or its successor in interest.  

Although the Purchasers’ projected exploration and development expenditures for the oil-prone Barrow Arch are cited above, we do not believe that exploration and development expenditures in oil-prone areas are germane to this RIK sales offer process.  

6.
Explanation of Call Rights:

The Purchasers shall have the right to call upon 70% of the State’s ANS Royalty Gas for an initial five (5) year period ending on the fifth (5th) anniversary of the date that the ANS Gas Pipeline is placed into full, normal service.  The Purchasers’ call on the State’s ANS Royalty Gas shall, at the Purchasers’ election, be for all or any portion thereof, upon providing requisite prior notices to the State.  As set forth in Section 13 below, for additional consideration, the Purchasers may elect to extend the term of their call rights for additional five (5) year periods, but for no longer than the term of the underlying transportation contracts.

7.
State’s Obligation to Exercise its Royalty In-Kind Rights:

The State shall exercise its royalty in-kind rights pursuant to its leases for which ANS Royalty Gas is to be produced in the quantities equal to those called for by the Purchasers as set forth in Section 6 above and Sections 9 and 12 below.  The State shall provide its lessees with the proper take in-kind notices and other requirements as set forth in the subject State leases.  

8.
Purchase Price Calculation:

During the Primary Term of the Agreement, for each MMBtu of the State’s ANS Royalty Gas volume purchased pursuant to the Purchasers’ call, payment shall be made in an amount equal to the Base Price, plus a $0.02 per MMBtu Price Premium.  If the Purchasers exercise their right to extend the term of the Agreement, for each five-(5) year term extension, the Price Premium shall be increased by $0.02 per MMBtu. 

The purchase payment calculation above shall be computed separately for AEC and Anadarko as the ANS Royalty Gas volumes purchased by each company may differ.

The pricing calculation shall be undertaken for each calendar month that the State’s ANS Royalty Gas is purchased pursuant to the Purchasers’ call option.

9.
Contract Quantity:

The Purchasers shall have a call on 70% of the State’s ANS Royalty Gas volumes during the term of this arrangement. 

The Purchasers agree to negotiate with the State as to quantity provisions along the lines of the concepts set out in the Final Finding and Determination. 


The Purchasers’ nomination notice to the State shall provide the State with a breakout of the nominations between Anadarko’s purchase quantity and AEC’s purchase quantity.  It is recognized herein that Anadarko’s and AEC’s nominations may not be equal.    

10.
Point of Delivery:
The definition of the Point of Delivery shall be negotiated between the State and the Purchasers.  The State shall warrant clear title to the gas delivered at the Point of Delivery.  The gas shall be free and clear of all encumbrances. 

11.
Firm Transportation Service:

The Purchasers shall secure and maintain firm transportation service on the ANS Gas Pipeline for the purchase and transportation of the ANS Royalty Gas volumes purchased hereunder.  Transportation service levels to markets downstream of the southern terminus of the ANS Gas Pipeline shall be at the Purchasers’ discretion.

The Purchasers’ obligation to secure firm transportation service on the ANS Gas Pipeline is subject to the Purchasers’ successfully bidding for capacity at the initial open season for the Pipeline.  To the extent that the Purchasers are unable to secure firm transportation services for all of the State’s ANS Royalty Gas volumes made available under this RIK sales process, the Purchasers agree to release the State from the call option contemplated hereunder as to the difference between the quantity of firm transportation secured and the full quantity of the State’s ANS Royalty Gas volumes made available under this RIK offer process.

In addition, if the Purchasers are unable to secure a sufficient volume of firm transportation service on the ANS Gas Pipeline to achieve an economic threshold for their natural gas exploration and production initiatives, the Purchasers may terminate the Agreement upon written notice to the State.  The Purchasers’ termination rights pursuant to this clause must be exercised within 180 days of the awarding of firm transportation capacity on the Pipeline.  Upon such termination, neither the State nor the Purchasers shall be liable to the other for any further obligations. 

  12.
Source of Gas:

The Purchasers and the State recognize that different circumstances exist with respect to production related costs (“Field Costs”) for the different fields from which the State receives ANS Royalty Gas.  Under existing lease and settlement terms between the State and the lessees, the State currently bears such Field Costs as to certain leases if its ANS Royalty Gas is taken in-kind that the State would not have to bear if the ANS Royalty Gas were taken in-value rather than in-kind.  

The State agrees to first source the volumes to be sold hereunder from those leases for which Field Costs are payable by the State regardless of whether such royalty volumes are taken in-kind or in-value.  If, in order to meet the volumes nominated by the Purchasers hereunder, gas volumes must be taken from leases in which the State would have to bear Field Costs that would not be borne in the royalty in-value mode (“High Cost Gas”), the State shall advise the Purchasers of the quantity and a good faith estimate of the Field Costs associated with such volumes.  The Purchasers shall then have the right to adjust their purchase nominations to avoid or minimize the purchase of such High Cost Gas.  

If, however, the Purchasers do elect to purchase such High Cost Gas, the Purchasers shall reimburse the State for the incremental Field Costs borne by the State relative to the costs, if any, the State would have borne had such gas been taken in-value. 

In the event the State enters into ANS Royalty Gas sales agreements in addition to this sale, whereby the sale of High Cost Gas via a take in-kind election is unavoidable, the State shall allocate High Cost Gas pro rata between all ANS Royalty Gas purchasers so as to treat all purchasers equitably as to the allocation of such High Cost Gas sources.  Again, the Purchasers shall have the right to individually adjust their purchase nominations to avoid or minimize the purchase of this High Cost Gas.  

In recognition that the transportation commitment undertaken by the Purchasers for this ANS Royalty Gas purchase obligation is likely to be for a period of time in excess of 15 years, the Purchasers would like to include a call on future State ANS Royalty Gas volumes attributable to other North Slope fields (in addition to Prudhoe Bay and Point Thomson) to the extent such volumes are required in order to maintain an available volume of 350,000 Mcfd.  Such a call on supplemental sources of the State’s ANS Royalty Gas would still be restricted to the 70% limitation proposed by the State.  This concept would seem equitable and consistent with the intent of the Final Finding and Determination.  Therefore, the Purchases would like to preserve discussions of this concept during negotiation of the Agreement. 

The Purchasers believe the above terms are consistent with the directive and intent given in the Final Finding and Determination.  Nevertheless, if the State objects to the above concepts, the Purchasers are open to negotiating this provision.

13.
Term:


The Purchasers’ call on the State’s ANS Royalty Gas volumes shall be for a term ending on the fifth (5th) anniversary of the date that the ANS Gas Pipeline is placed into full, normal service (“Primary Term”).  Partial start-up, line-fill operations, and testing of the Pipeline shall not constitute full, normal service startup.

At the Purchasers’ election, the Agreement may be extended for subsequent terms of five (5) years’ duration commencing the first day following the end of the Primary Term and each applicable extension term.  The Purchasers’ shall provide the State formal written notice of their election to extend the term of the Agreement for such subsequent terms at least 14 months prior to the end of the then current term.  Term extensions shall require the payment of the Option Price payments, Price Premium escalations, and the Reservation Fee as set forth in Section 4 above.  

In no event, however, shall the Purchasers have the right to extend the Agreement beyond the term of the underlying transportation agreements under which the State’s ANS Royalty Gas is transported on the Pipeline. 

14. Reservation of ANS Royalty Gas for In-State Use:
Provided the Purchasers are awarded the right to purchase up to 70% of the State’s ANS Royalty Gas volumes and the available volumes exceed 350,000 Mcfd, the Purchasers agree to afford in-State usage a priority call on all available volumes exceeding 350,000 Mcfd that would otherwise be available to the Purchasers.  

That is, if the State notifies the Purchasers that a priority in-State usage of its ANS Royalty Gas is required, the Purchasers agree to reduce their call on the State’s ANS Royalty Gas for any quantities in excess of 350,000 Mcfd up to an amount equal to such in-State usage. 

If such new in-State usage is for petrochemical manufacturing or NGL extraction, the Purchasers shall have the option, in lieu of releasing their call on such gas volumes, of entering into a gas processing arrangement with such petrochemical or NGL extraction plant (for appropriate consideration from the plant owners), such that the petrochemical and/or NGL extraction plant(s) receive their desired feedstock of NGLs, while allowing the Purchasers to retain title and possession of the residue gas attributable to the ANS Royalty Gas processed at such plant or plants.  

In addition, to the extent that the Purchasers desire, such released in-State usage gas shall be transported on the Purchasers’ transportation capacity on the Pipeline and the State shall reimburse the Purchasers for the actual costs of transporting such gas to the off take point on the Pipeline where such gas is consumed for in-State usage.   

The intent of this provision is to afford the State flexibility to utilize its ANS Royalty Gas to encourage and facilitate new in-State gas consuming industries, while preserving the Purchasers the maximum reasonable call on the State’s ANS Royalty Gas.

15.
Natural Gas Liquids Processing:

Title to and processing rights related to natural gas liquids (“NGLs”) contained in the stream of ANS Royalty Gas shall pass to the Purchasers at the Point of Delivery.  Payments to the State relative to the value of extracting NGLs, if any, shall be in the form of the Base Price to be paid hereunder.  That is, the weighted average royalty in-value price to be used as the Base Price is anticipated to reflect any and all value associated with the processing of the State’s ANS Royalty Gas sold in-value.    

The Purchasers commit to a preference for in-State processing of the gas purchased hereunder, as well as for any gas discovered in conjunction with the Exploration Work Commitment hereunder.  The Purchasers agree to negotiate in good faith with any third-party contemplating the construction of an in-State NGL extraction and/or petrochemical plant as to an acceptable gas processing agreement.  Provided such in-State facility can provide the Purchasers with commercial terms and other relevant conditions that are at least equivalent to the Purchasers’ other out-of-state processing alternatives, the Purchasers shall give the in-State option preference.  Such preference shall also be subject to satisfaction of the Purchasers’ policies on credit, environment, health and safety, and other relevant corporate policies.

Notwithstanding the above, should the Purchasers elect to install in-State gas processing and/or petrochemical facilities themselves, they shall not be under any obligation to enter into a processing agreement with any third-party in lieu of pursuing such investments themselves.    

16.
Re-Opener Clause:

Either Party may petition the other to re-open the terms of the Agreement in the event of a material change in the market conditions.  Such change must be material and have a substantial adverse effect on the Party seeking re-opening of the terms and conditions of the Agreement.  In the event of such a re-opener notice, the Parties shall meet and modify the Agreement so as to maintain the original intent and effect of the terms when the Agreement was first executed.  The Parties shall be under a good faith obligation to reach mutual agreement of such modifications necessary to maintain the original intent and effect of the terms when the Agreement was first executed.  

In the evaluation of whether a material change in market conditions has occurred and in the negotiation of modifications required, the Parties shall give weight to the terms and conditions of this Offer; the definitive agreement incorporating the terms of this Offer; and the Exhibit “C” attached hereto, entitled “Representations”. 

17. Early Termination Rights:

Either Party may terminate the Agreement if any of the following occur: (i) the Royalty Board and the Legislature have not approved the definitive Agreement by August 31, 2002; (ii) no Pipeline open season has occurred by March 31, 2005; or (iii) the ANS Gas Pipeline is not in service or State Royalty Gas has not been delivered by July 31, 2012.

In the event of an early termination under this provision, refunds, if any, shall be handled in accordance with Section 20 below.  Any remaining outstanding non-cash Special Commitment obligations shall be waived in the event of (i), (ii), or (iii) above. 

18. Gas Quality:

The gas sold and purchased hereunder shall, upon delivery at the Point(s) of Delivery, be of merchantable quality and in compliance with all of the ANS Gas Pipeline’s quality specifications; including temperature, pressure, and CO2 content.  However, the Parties recognize that under certain circumstances the Point of Delivery may be such that the Purchasers will have to take custody of the gas prior to conditioning and potentially prior to other field services.

Under such circumstances, if requested by the Purchasers, the State shall assist the Purchasers in obtaining access to third-party conditioning and treating facilities and to help ensure access is obtained at on a nondiscriminatory basis and at fair and reasonable costs.      

19. Field and Conditioning Costs:

The Purchasers shall reimburse the State or bear directly the field costs and conditioning costs attributable to those ANS Royalty Gas volumes purchased by the Purchasers for which the State would not have borne such costs had the gas been sold by the State in the royalty in-value mode.  

The Parties recognize that under certain circumstances the Point(s) of Delivery may be such that the Purchasers will take custody of the gas prior to conditioning and potentially prior to other field services.  In such cases where the Purchasers take custody of the Gas prior to the occurrence of such services and the Purchasers incur the costs of such services directly, the Purchases shall be entitled to deduct such costs from the remittances to the State for all such ANS Royalty Gas volumes that the State would have incurred such costs in the royalty in-value mode.      

20. Offer Payment Refunds:

Per the Final Finding and Determination, if the Purchasers’ Offer is not accepted by the State, the Minimum Cash Bonus will be refunded, without interest.  Further, all bonus and other cash payments made by the Purchasers will be refunded, without interest, if any of the following occur: (i) the Royalty Board and the Legislature have not approved the definitive Agreement by August 31, 2002; (ii) no Pipeline open season has occurred by March 31, 2005; or (iii) the ANS Gas Pipeline is not in service or State Royalty Gas has not been delivered by July 31, 2012.

Any remaining outstanding non-cash Special Commitment obligations shall be waived by the State in the event of the occurrence of events described (i), (ii), or (iii) above. 

21. Environmental Impact:

This Offer in and of itself should have no adverse environmental impact on the State.  The Exploration Work Commitment will entail ingress and egress on and off of public and private lands.  However, all operations will be conducted in compliance with State and Federal environmental laws and in close coordination with the appropriate State and Federal agencies having jurisdiction.

With respect to potential gas development operations, the Purchasers will incorporate industry “best practices” standards in order to minimize both the footprint as well as the overall environmental impacts.  One of the Purchasers, Anadarko Petroleum Corporation, is a partner in the recently developed Alpine Field which serves as the Alaskan and the petroleum industry’s current model for minimizing both field development footprints and efforts to mitigate and minimize overall environmental impacts as they relate to petroleum developments. 

22. Social Impacts:

As set forth in the Northern Economics Study attached hereto as Exhibit “D”, this Offer has the potential to provide the State with extraordinarily positive social impacts in terms of employment creation for both the State and the North Slope Borough.  The financial contribution to both the State’s general fund and permanent fund will provide incremental revenue sources to fund the State’s overall social initiatives.  In addition, if the Foothills exploration initiatives result in a commercial gas discovery, substantial property taxes accruing to the North Slope Borough will provide funding for the Borough to continue initiatives to provide both financial support and infrastructure development for the benefit of its citizens.    

23. Separate Contracts:

Anadarko and AEC are submitting this Offer in combination seeking an equal share as to the call option for the State’s ANS Royalty Gas volumes set out above and are each obligated to 50% of the consideration and obligations set out under this Offer as such relate to the Purchasers.  

However, given the diverse exploration activities that Anadarko and AEC have undertaken within the State, Anadarko’s and AEC’s management and exercise of their respective call options and elections may differ.  Therefore, we propose that the definitive agreement incorporating the terms and conditions of this Offer be jointly negotiated, but that separate Agreements be executed between the State and Anadarko and between the State and AEC. 

24.
Other Terms and Conditions:  

The definitive agreement contemplated herein shall include the above terms and conditions as well as the remaining terms and conditions typically contained in a natural gas purchase and sales contract, including but not limited to: indemnities, risk of loss, assignment, payment terms and conditions, Force Majeure, and governing law. 

25.
Indirect Benefits to the State:

Exercise of the Purchasers’ call on the State’s ANS Royalty Gas early in the five-year term of this arrangement could result in early expansion of the ANS Gas Pipeline.  Assuming the Purchasers require most, if not all of the State’s ANS Royalty Gas initially, all of the gas flowing through the pipeline will likely originate from the Prudhoe Bay Unit or a combination of the Prudhoe Bay and Point Thomson Units.  This will result in added financial benefits to the State through the premiums paid for RIK gas.  If the Purchasers ramp-up production from their own fields in the latter part of the five-year term of this arrangement, they will be backing out the State’s ANS Royalty Gas from the Prudhoe Bay and Point Thomson Units.  However, the RIK gas will be replaced with new gas production subject to severance, property, and corporate income taxes, as well as potential State royalties.    

As the Purchasers reduce their State ANS Royalty Gas purchases, the State will notify the Prudhoe Bay and Point Thomson Unit working interest owners that the State is rescinding its royalty in-kind election and reverting to royalty in-value.  The Prudhoe Bay and Point Thomson Unit working interest owners will be faced with debottlenecking the ANS Gas Pipeline, expanding the Pipeline, or curtailing their production.  Confronted with potential curtailment, the Prudhoe Bay and Point Thomson Unit working interest owners will have direct economic incentive to debottleneck or expand the Pipeline. 

Through use of the State’s royalty in-kind and royalty in-value elections, the State can minimize the impact on the State’s revenues if the Prudhoe Bay and/or Point Thomson Units’ gas production becomes curtailed by virtue of the Purchasers’ gas production volumes.  

In order to maximize their cash flow and avoid curtailing gas production, the working interest owners in the Prudhoe Bay and/or Point Thomson Units would be motivated to ensure prompt pipeline debottlenecking or expansion.

Under this scenario the State could actually realize an increase in royalties paid.  If the Pipeline were to be promptly expanded and the State held all or part of the mineral rights underlying the Purchasers’ new gas field, the State’s royalty volume/value would increase by as much as 43,750 Mcfd (12.50% of 4.35 Bcfd verses 12.50% of 4.0 Bcfd).  State severance taxes, property taxes, and corporate income taxes would also increase with the incremental 350,000 Mcfd of natural gas sales.  In addition, if the Pipeline expansion required the installation of physical assets, such as compressor stations, the State would also realize increased property taxes from the pipeline expansion and increased State income taxes from the Pipeline related to the increased throughput.   

26. Open to Negotiation:

The Purchasers believe the terms of this Offer accurately reflect the principles and intent of the Final Finding and Determination.  The Purchasers also believe this Offer to be fair and reasonable to both the State and the Purchasers.  If the State believes certain terms may not properly capture the principles in the Final finding and Determination, the Purchasers are prepared to negotiate mutually acceptable amendments to such terms. 

Upon the Purchasers’ Offer being successfully awarded, the State and the Purchasers shall negotiate a definitive agreement based upon the terms outlined in this Offer.

Exhibit “B” – Economic Impact Without Exploration Success

           Thousands of Dollars

Offer Element        Years 1 – 5          6 –10
     11 –15         16 –20           Total
Cash Bonus
                        $350                $0
            $0
       $0
             $350

Option Payment
             $2,000         $2,000
     $2,000
$2,000
          $8,000

Price Premium 
           $12,775       $25,550
   $38,325      $51,100       $127,750

Special Commitments   $40,000                $0
           $0
       $0
        $40,000

Totals
                       $55,125       $27,550
  $40,325      $53,100
      $176,100

Exhibit “C” – Representations

The intent of this Agreement is to assist the Purchasers in exploring for and developing  non-associated natural gas in the Foothills of the Brooks Range region of northern Alaska.  If successful, the State will benefit from new incremental proven and developed natural gas reserves, plus a more stable and higher State royalty revenue (i.e. lessening the State’s dependence on oil revenue and its associated natural gas).  Production and sales of non-associated natural gas would also allow the continued use of existing natural gas for enhanced oil recovery projects, thereby ensuring maximum oil recovery from existing oil reservoirs.

Through this Agreement, the State has provided the Purchasers an option to purchase ANS Royalty Gas in return for compensation and other socioeconomic benefits that will result if the Purchasers are successful in exploring for and developing non-associated natural gas. 

The Purchasers will purchase the State’s ANS Royalty Gas at a fair market value, plus the Price Premiums specified within this Agreement.  The fair market value for ANS Royalty Gas will essentially be the netback gas price on the ANS Gas Pipeline for similar gas from the same supply area.  The netback price is expected to reflect the royalty in-value prices realized for gas marketed on the ANS Gas Pipeline.  The gas purchase price under this Agreement will yield the State a price in excess of the royalty in-value price that it could have otherwise received for its gas had the gas been sold in-value via the ANS Gas Pipeline.  The royalty in-value price used as the Base Price under this Agreement shall not include any non-gas costs or adjustments.

The Purchasers are actively exploring for natural gas in the Foothills of the Brooks Range.  However, the Purchasers will not have proven gas reserves by the end of 2002.  The Alaska Gas Producer Pipeline Team (“AGPPT”) has stated that an open season for nominating capacity on an ANS Gas Pipeline could occur as early as the first quarter of 2002.  Therefore, bidding for firm capacity in the open season is extremely risky for the Purchasers from a financial exposure standpoint and is the primary reason for seeking this purchase option.

There are over 30 Tcf of proven gas reserves on the North Slope.  Assuming a 4 Bcfd capacity pipeline, this pipeline would be full for nearly 20 years.  Both the Purchasers and the State have a concern that if the Purchasers do not obtain firm transportation service in the initial open season, they may not be able to acquire capacity on the pipeline within a reasonable timeframe.  Without some assurance concerning pipeline capacity, continued investment in new Alaska natural gas exploration is unlikely.

New natural gas exploration and this ANS Royalty Gas sale would help counter the dominant market position held by the relatively few major North Slope natural gas reserve holders.  Three (3) companies own practically all of Alaska’s proven North Slope natural gas reserves.  These three companies have the power to influence:

a. future exploration and development of new gas resources in Alaska, and

b. the rates, terms and conditions of pipeline service, whether as owners of the proposed ANS Gas Pipeline or as the anchor-shippers.

The ANS Royalty Gas sales process takes time and requires legislative approval.  Legislative approval is only available from January to May of any given year, restricting the timeframe that a royalty in-kind sale could be approved.  Initiating the royalty in-kind process and finalizing the awarded sales contracts as soon as possible is critical for current and future natural gas exploration within Alaska.

At the ANS Gas Pipeline capacities currently contemplated, no new natural gas exploration is likely to occur within the State of Alaska for the next 20 years absent an arrangement along the lines of this Agreement.  New entrants will not likely be able to obtain access to the Pipeline.  As for the three dominant North Slope natural gas reserves holders, they will not need to explore for new incremental gas reserves for ten years or more after the start-up of the Pipeline.  By providing ANS Royalty Gas to explorers like the Purchasers, the State can ensure exploration will continue to take place in areas that would otherwise remain unexplored for possibly decades to come.

Through this Agreement, the State is leveraging its royalty gas volumes of tomorrow to support natural gas exploration projects today and into the immediate future.  The State has no risk under this arrangement, as the ANS Royalty Gas sales price agreed to herein is at a Price Premium to the State’s alternative sales option (i.e. royalty in-value).  If the Pipeline does not proceed, the State would have no obligation to deliver contracted future ANS Royalty Gas volumes under such circumstances and is afforded early termination rights under the Agreement.

Additional fundamental intents and representations are also contained in Section 2 (Mutual Benefits Discussion) above. 

� Based upon the assumption of 350,000 Mcfd of State ANS Royalty Gas for the five (5) year Primary Term.  Total royalty volume assumed is 639 Bcf (638,750,000 Mcf).
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