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	Investment in and Purchase of Volumetric Production Payment from St. Mary’s Production, LLC—Legal Risk Rating:  1.5
	





[bookmark: StartHere][bookmark: SUBJECT]ECT Merchant Investments Corp. (“EMIC”) is making an equity investment of approximately $570,000 in a newly formed limited liability company, St. Mary’s Production, LLC (the “Company”), and purchasing a $44.8MM volumetric production payment from the Company.
The Company is an affiliate of Preston Exploration Company, L.P.  William Preston and Arthur Preston will each own a 47.5% membership interest and will serve as managers of the Company.  EMIC will own a 5% membership interest.  The equity investment is being made to accommodate a related party sale by Preston Exploration and a like-kind exchange transaction that provide significant tax benefits to the Prestons.  After January 1, 2003, the Prestons will have the right to acquire EMIC’s membership interest for $780,000, providing a 17% rate of return on EMIC’s capital contribution.  After June 30, 2003, EMIC will have the right to put its membership interest to the Prestons for its fair market value but not less than $455,000. 
The Company will use proceeds from the sale of the VPP and approximately $11.4MM in capital contributions to acquire oil and gas properties in the Northwest Myette Point field in St. Mary and St. Martin Parishes, Louisiana, from which the VPP will be conveyed.  The VPP provides for delivery of specified volumes of gas and oil over a 31-month term.  Hunt Oil Company operates the properties subject to the VPP.  Each of the Prestons is providing a $1MM guaranty of certain obligations of the Company under the Production and Delivery Agreement relating to making capital expenditures required to maintain production.
We obtained title opinions from Liskow & Lewis covering the properties.  No significant title defects were noted.
Pilko & Associates performed an environmental review.  They reported that the properties and equipment were well maintained, and no significant environmental issues were noted.  The properties do contain some naturally occurring radioactive materials (NORM).  Pilko reported that Hunt, the operator, does not have any current plan to clean the affected equipment until it is removed from service.  They do not expect the cleanup to be difficult, and the estimated cost at the present time for the cleanup is $100,000.
Gordon Arata opined that the VPP should constitute a “production payment” under Section 541 of the Bankruptcy Code and a real right under Louisiana law.  Baker Botts provided the corporate and enforceability opinions.
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