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Alejandro “Alex” E. Villarreal, 111
Partner Attorney

PERSON CWHITWOR TH
BORCHIRS MORALES

WITORAEYS AT LAW

Alex attended St. Mary’s University receiving a BBA in Accounting in
1977 and St Mary’s University School of Law receiving his JD in 1980.

He joined the Law Firm as an Associate immediately upon taking the
Bar Exam in July of 1980 and has remained with the Law Firm since. Alex
became the first Associate to be made a Partner in 1987. For 30 years Alex
practiced in the areas of residential and commercial real estate
development and at the same time representing South Texas National
Bank, The Laredo National Bank and Compass Bank in the area of
commercial real estate lending. His experience in the field of Bankruptcy is
primarily in the Southern District of Texas covering Houston, Victoria,
Laredo and Brownsville. Alex represented the firm’s land and royalty
owners in the GHR Energy and TransAmerican Natural Gas Bankruptcies
in South Texas. After 30 years of Bankruptcy and practicing before three
(3) Bankruptcy Judges who have retired, Alex left the Bankruptcy Court
vowing never to return.

Over the last 5 years, Alex has continued his representation of
Residential and Commercial Land Developers and represents numerous
landowner clients in a wide range of energy related transactions, including
oil and gas leases, pipeline rights-of-way, and surface use agreements.

During this period Alex has found the time to become licensed as a
Texas General Certified Real Estate Appraiser working for the City of
Laredo and the City of Laredo Airport as an expert witness in real property
negotiations and condemnation.

Trinity Mineral Management ~ Profitable Mineral Management Breakfast Seminar
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Te a nif mmer i | ection . 43
e.9 . | N A INT TS: E URIT INT E RFE TED
WIT UT I'IN ;: TA LI . () Thi cti r id sasecurit inter tin
fa or fin est n rs, as se p rti s, s cur th li tion o the first
pu sr lad spo cti ,a ebtr,t p the rh ic. An
aut nti t or ivih teitret a i ht de real r per |
prte a rit r me rate n rti cha er. h of h irt
pur haserin i nin an gree ntt pur h oil rga producti ,ini in
division rd r,ori aki g n hrvIiu ryc municationtot i t restowner
ran g ernmental agenc r ¢ nizin th inter st wner' right op r tes as a
a t entic tion f ecurit agree nt in acc rd nce wi h Se tion 3(b) for

ur os s fthisc a ter.

(b) The securit interest provided y this section is perfe ted automatically
without the filing of a financing s atement. If the interest of the ecured part is
e i ncedbya eed, mineral deed, r servationin either,o0il r slease,as ignment,
or any other su hrecord rec r ed in the real pr pert records of a county clerk, that
record is effecti e as a filed financing statement for purpo es of this chapter, but no
feeisre uir de ept ee ha is otherwise required by the county clerk, and there
is no requir ment of refiling fi e earsto intain effectivene s of the filin .

() The e urit interes exists in oil nd gas production, and also in the
i entifiable proc ds of that r ductio wn d b, re ei ed by, r due to th first
purchaser:

(1) f ran unlimite time if:

(A) the proceeds are oil or a r ucti n, inv ntory of raw,
refin d, or man factured il or a production, or ri hts to or products f an of
th se, altho h he al o th se pr ceeds b a fir urch ert abuyeri the

rdin ry o rse of usi ess as ro ided in Sub e tion (e) uts off the ecurit
interestinth e p oceeds;

) the proce s ar accounts, ¢ ttel pa er, i strume t ,
docu ents, or ment intangibles; or

()th r eedsarecash roc eds, sdefi edinSecti n ;
and

2 for the | ngth f time pr i ed i Section or |l other

proc ed .



(d) hi etion ete lie t t ecuresth yment of all taxes t at r

rs ul be ith I r i b th firt urc aserand lienthatse r st ri hts
fan rs who | eentitle toase ri intere t nder ection ( )e cept
frli f a ptino a curit aree ent y hefir tp rcha eroralac
s sin rr ui e cin frth ri intresttob
nfor e le.
(e) Thes wuri ite ts n lie ceated ythi ecin ri rity
an rhas r hoi uerin e rinar c urse f h first purchas r'
uin s, t re ut thes | rrom h firt r has rwhoi inth
rinary ure ft fir urc ser si essund rS ction (a). Butineit er
caew t ror ot heb yer fro t e first pur aserisino inar ou , a

s curity i terest will conti u inth pr eeds of the sale th fir t pur haser as
pr vi edinSu ectio (c).
() Th s curity i terest a all liens reated b this section hav the
follo ing priorities over oth r Chapt r security interests:
(1) A security interestcreate byt i s cti nistreatedasa rchase-
oney security interest for purpos s of det rmining its relative pri rit under S ction
over othe securit inere ts not r vided for b this section. holder f a
security interest crea ed under this sec ion is no required to ive the written n tic
very fiv year a provided in ection (b)(3) to have purchase-money priorit
ver sec rity intere t ith a priorfi an i g statement cov ring inventory.
() A statutor li nis s bordin te to Il other p rfected hapter
s curity interest and has pri rity o er unperfected Chapter se urity interests and
t e lien creditors, buyers, nd trans eree mentioned in ection
(g) The security interests a d lie s created by this section have the ollowing
pri rities among hemselves:
(1) if arecord effecti as afile fina cing ate entun er ubs ction
( )e ists,the securityi terests e ece b t trecor avepri rityo eras urity
int rest automatically erfec ed withou fili g under ubsection (b). If ev ral
security interes s perfected by rec rds xist, they have the same priority among
te sele as tablis e yreal rpe | for'nt estsi o a dgasinplace. If
re | pro ertylawe ablishe o ri rity m n them, they h re riority pro rata.
(2) A ecurity int r t per ected automatically with ut filin unde
u ection (b) has priori o er lie create und r ub ection (d).
(3) A onta lien u der ubsection (d) has pri rit o erali n r at
unde th t ubsecti that ur s the paymento ta es.



()T e rioriti fo tu or lie e tt ne inS ction on tap |

t an secrit i trstor tu r li cr td thi e ion. B tif a pip line
¢ mon rrier asastat t r tariff lien tha is eff ctive n no ble gains
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G A uriyintres r t utorylin r ed thi s ction remain

effe ive int he ebtrad rfect a int h detor' rei rs e enif

signd,re ar lessof hterteas i nmenti pe cte a ainstt e assign r's

cre itors. If e , mineral ed,a sign e tof ila d asle se, or other ch

r cord evidencing the assignment is filedi e real propert re ords of the county,

it will h the sa e e ectas filin an ame ded financing sta ment under Sectio

(k) This se ti n do s not impair an p r tor' rightt et-off or withhold
funds fr m ot er interest owner a se rity f r or in satisfaction of any e t or
s curit interest. | case fa di ute between n operator nd an th r interest
owner, a goo faith tender of funds by anyone to t e person who the operator and

th rinterest ownera reeon,to per onwho othe iseshows hims If or herself to
b theon entitl dt t ef nd ,ort ac urtofc mpetentjurisdiction in the event of
litig tio rbankruptc operatesa aten erofthef nd to oth.

() Afirstpurchas rw actsin od faith may terminate an interest ow er'
se urity interest or statutory lie under thi ection by pa ing, r by making and
keepin open a tender f, the amount the irst purchaser believes to be due to the
interest owner:

(1) if th intere t owner's rights are t il or gas produ tion or its
roceeds, eithertot o eratoralone,i w ‘ch event the operator is consid re he
first purcha er,ort some combinati n fthei terestownerand the oper t r, as the
first purch ser chooses;
() tever he at eo t epro ction o 1c t interest ner
ha ri hts,t the person thatthe intere ow eragre dtoora uiescedin; or
(3) to court of c mp tent jurisdiction int e e ent f li igation or

bankruptcy.



(m) ro w u fr al tpur aer ensur t atth er n

b r dcl ar anineret nr s wurit i tr stor tatutoylien n rt i
ec ion:

(1) b uinginth rdina c ure f irt r haser'sb iness
fr e fir t purchaser un er ction ();

(2) b b ini itetre wnr c¢c en th sle r ti

(a)(1);
( nsri th teirst urhs h i intres onr
r iddt t io i inol d, r heintres wner ss r r

a uwes , ns ringt tth first urhsrhspi h intrest ner's

operator; r
) b uri g tha th er on or the first purcha er or some oth r
erson a wihheld fund suficie ttopaya untsin ispute and has m int ine
at nder ofthose fund towhoe ersho shimself rher el tobethe ers nentile .

(n) If a tender under Subsection (m) (4) that is vali th reafter f ils, the
securit interest and liens govern dby hi s io remain effective.

(o) In additi n to the usual re edy of sequestratio vaila let ecured
parties, and the remedie given in Subchapter , the h Iders of ecurity interests and
lie s create by thi section have avail hlet t e ,tot e e tent con it tionally
permi ted, t e remedies of r ple in, attachment, and arnishmentt as ist them in
realizing upon their rights.

(p) Th rights any ersonclaimingun er se urity interest or lien created
by this section are g verned y the other ro isi ns of this hap er e cept to the
e tent that this secti n nece sari displaces thos provisions. This section d es
not invalidate or othe i e affect the interests of an per on in an real roperty

ef re e erance of n oil or gas producti n.

(q) The se rity interest created under ubsection (a) and (b) do no apply
op ceeds of as r ductiont a ve en ithheld,i cashoracco ntf rm, by
a purch ser under ecti n (c), Ta Code.

(r) Int is ection:

(1) 'Oila dgas prod t n"meansa yoil, at al a ,conden ate of

either, n tur | as liquids, other ga e us, li ui , or dissolve h dr c rbons, sulfur,
r helium, or other substance produc d a a b -produc r djun t o their

pr du tion, ra com inti ofthese,wic is e r , tr ted, rpr duc d
fr mthe round the ea ed, or other submerg lands wi hin the jurisdiction of this
s ate. Any uch substance, i cludin recoverable or rec ver d natural g s li uid ,
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KeyC'te Yellow F ag - egat've Treatment
D clinedto endby reEnronNo A ericaCorp.
S.D.N.Y., July 22, 2004
253 B.R. 808
United States Bankruptcy Court,
S.D. Texas,
Houston Division.

In re TRI-UNI N DEVELOPMENT
CORPORATION, Debtor.

No. 00-32498-H4—11.
I

Oct. 4, 2000.

Motion was filed, in Chapter 11 case of bankrupt operator
of oil and gas wells, for payment of prepetition royalties
with respect to oil and gas leases in Texas and California.
The Bankruptcy Court, William R. Greendyke, J., held
that: (1) debtor was “first purchaser,” within meaning of
provision of Texas oil and gas law which provides for
security interest in favor of interest owners to secure
obligations of first purchaser of oil and gas production for
payment of purchase price; (2) statutory liens accorded
under Texas law, to royalty and working interest owners
in cash or account proceeds of oil and gas production
were not susceptible to being cut off by bona fide
purchaser under Texas law, and thus were not subject to
avoidance; (3) under California law, royalty owners were
not accorded any statutory liens to secure payment of
unpaid royalties; and (4) debtor would be allowed to
make payment on secured claims of Texas royalty and
working interest owners prior to confirmation of plan.

Granted in part and denied in part.

West Headnotes (9)

M “sad i als
g tsan liabi ities as to th™ d perso s

Provision of Texas oil and gas law, which
provides for security interest in favor of interest
owners to secure obligations of first purchaser of
oil and gas production for payment of purchase
price, was enacted to protect unpaid interest
owners who would otherwise be accorded mere
general unsecured claims in event that operator

Ao
§ o)
(R R

T

thom
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13

{4

or oil and gas purchaser filed for bankruptcy
relief by creating security interests in favor of
such interest owners to secure payment of
purchase price. V. .C.A,, s. C.§93 9.

as st tcitet is ea ote

ines a ier s
ig tsa d ia iitiesasto h' dperso s

Ability of royalty owner to rely on provision of
Texas oil and gas law, which provides for
security interest in favor of interest owners to
secure obligations of first purchaser of oil and
gas production for payment of purchase price,
does not depend either upon existence of written
agreement for attachment of lien or upon filing
of financing statement. T. A, s. & C §
9.31 .

1 Casest atcitet is e dnote

i esan ine als
ig tsa dliabilitiesast t ird erso s

Royalty owner may rely on provision of Texas
oil and gas law which provides for security
interest in favor of interest owners to secure
obligations of first purchaser of oil and gas
production for payment of purchase price, as
long as there is (1) a writing which gives interest
holder a right under real estate law; and (2) act
of first purchaser making a voluntary
communication to interest owner acknowledging
his or her rights to oil and/or gas property or its
proceeds. 5. .§ 309

3 sestat ite s ea te

ies d "~ rls
tsandli iitiesa to ird ers n
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5]

16l

Debtor was first purchaser, within meaning of
provision of Texas oil and gas law which
provides for security interest in favor of interest
owners to secure obligations of first purchaser of
oil and gas production for payment of purchase
price, to extent that debtor, in its capacity as
operator of oil and gas wells received
production proceeds on behalf of royalty owners
from third party purchasers. V. .C. us. &
.§93 9.

2 Casest atcitet is ea ote

ines d “erls
ig tsand li bilities as tot ird perso s

Term “interest owner,” as used in provision of
Texas oil and gas law that provides for security
interest in favor of interest owners to secure
obligations of first purchaser of oil and gas
production for payment of purchase price, is to
be given expansive definition, and would seem
to clearly include all royalty and working
interest owners. .CA,B s .§93 9.

Cases atcitet is ead ote

a kr ptcy
Sta tory Lie s
‘nes and in rals

ig ts and liabi itiesastot ir erso s
Statutory liens that were accorded, under Texas
law, to royalty and working interest owners in
cash or account proceeds of oil and gas
production, in order to secure debtor’s
obligation as operator of oil and gas wells, for
payment of purchase price, were not susceptible
to being cut off by bona fide purchaser under
Texas law, and thus were not subject to
avoidance pursuant to bankruptcy statute dealing

with statutory liens. Bankr.Code, SC .§
5452 - .T.CA., us. .§9.319.
1 ases at itet ishead ote

171

18]

151

ines nd in rals
‘g tsa d i biities

Statutory liens that are accorded, under Texas
law, to royalty and working interest owners in
production of oil and gas wells run in favor of
all interest owners, and not just interest owners
inkind. V.T. .,Bs. & .§9.31.

C ses atcitet is e ote

ier s
d ia iities

ms n
ig s

Under California law, royalty owners with
respect to oil and gas leases are not accorded
any statutory liens to secure payment of unpaid
royalties; rather, royalty owners’ one recourse
for unpaid royalties is through litigation.

Casest atcitet is ea ote

a rupcy
a e ;i eri aw rds
a krupte
as Collateral, seo

Chapter 11 debtor in its capacity as operator of
oil and gas wells would be allowed to make
payment on secured claims of Texas royalty and
working interest owners prior to confirmation of
plan of reorganization; debtor’s payments, from
cash collateral that it was statutorily required to
segregate for benefit of royalty and working
interest owners, were in nature of abandonment
of cash collateral in which it had no equity, and
whose retention would be burdensome to estate.

Casest atcitet is ead ote

Attorn ysand L irm
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* 0 Mr. Joe ay, Sheinfeld, aley & Kay, Houston
TX, for Debtor.

E

WILLIAM R. GREENDYKE, Bankruptcy Judge.

This matter came before the Court on May 17, 2000, on
the above-styled Motion. At the conclusion of the hearing
the Court entered an Interim Order which authorized the
payment of the prepetition royalties with respect to
Louisiana oil and gas leases and prepetition royalties with
respect to the Lohse oil and gas lease in California. The
remaining aspects of the Motion requesting payment of
prepetition royalties with respect to oil and gas leases in
Texas and the other oil and gas leases in California were
taken under advisement.

FA TUAL BAC UND

The Debtor operates oil and gas wells in Texas
Louisiana, California and offshore Texas and Louisiana.
Its properties are the subject of over 1,000 oil and gas
leases which are to be construed in accordance with the
law of the State in which the property is located (with the
exception of the offshore leases, which are governed by
federal law and administered by the Minerals
Management Service). The Debtor has represented to the
court that prior to March 14, 2000, the date of filing of the
Chapter 11, the Debtor was generally current” in the
payment of all royalty and working interest obligations.
Unfortunately, in the course of payment, approximately
950 checks issued between September 1999 and March 1,
2000 had not been presented for payment prior to the
date of filing. These unpaid checks total $296,961.13.
Further, as of the petition date, the Debtor had received
proceeds of oil and gas production which had not been
processed through Debtor’s accounting system for final
payment. These proceeds totaled $201,271.13. Debtor
now seeks permission to pay these prepetition claims.
Althou h several creditors and the Unsecured Creditors
Committee objected to the Debtor’s motion upon
hearing the parties consented to payment of the
prepetition royalties with respect to the Louisiana oil and
gas leases and the Lohse oil and gas lease in California.
The Debtor withdrew its request to pay prepetition
working interest owners. An interim order was then
entered to implement the agreements made, subject to the

@ cl

Court’s ruling herein.

With respect to the Texas leases the general question
presented to the Court was whether these royalty interest
owners * 11 hold a security interest. This question
requires an examination of sectio 9.319 of e T xas

usi ess o ece ode, which provides for: “a
security interest in favor of interest owners (as secured
parties) to secure the obligations of the first purchaser of
oil and gas production (as debtor) to pay the purchase
price.” The specific issues presented are whether 1) the
debtor qualifies as a first purchaser and if so, 2) does the
statute cover all royalty owners’ claims that is both those
royalty owners who take their royalty in kind as well as
those who are paid money for their royalty?

The debtor argues that it is indeed a “first purchaser” as
that term is defined and that the royalty owners hold an
automatically perfected security interest in the oil and gas
production and also in the proceeds of such production
currently being held by the debtor.

The Creditor’s Committee argues that sectio 9.3 9 does
not apply to all royalty owners but instead to royalty
owners who take their production in kind. The Committee
argues since the statute only “secure[s] the obligations of
the first purchaser of oil and gas production to pay the
purchase price,” this would cover only the first purchaser
incurring an obligation to pay the “purchase price.” Thus

the security interest should only be in favor of the party
actually selling the production. Royalty owners typically
agree to let the operator sell the oil or gas at the well head
for their account. Since such a royalty owner is not selling
anything, it is argued that the security interest should not
attach in such situations. A royalty owner who takes in
kind however, would receive a security interest, since
they are receiving production which in turn is sold by the
royalty owner to a third-party “first purchaser.”

DI CUS I

21 Bl [ Resolution of these issues requires an
examination of the reasons for the existence of sectio

93190of e exas usiess d o erce o e. Prior
to 1983, the Texas version of the U.C.C. did not contain a
sectio 9.319. However, the Texas Legislature responded
to the (first) “oil and gas bust” of the early ‘80’s by
enacting the non-standard language we now know as
secto 9. 1 . The bankruptcies of several large oil and
gas operators and purchasers had a considerable impact
on Texas royalty and non-operating working interest
owners and the new provisions were designed to protect

3
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those interests. In the absence of a statute such as sectio
9.31 , the breach of contract or tort cause of action of an
unpaid royalty owner would become a general unsecured
claim in the bankruptcy of the operator or oil and gas
purchaser. The new statute was designed to change this
result through the creation of a security interest in favor of
interest owners to secure the obligation of the first
purchaser of oil and gas production to pay the purchase
price® The ability of the royalty owner to rely upon
section 9.31 does not depend upon the existence of either
a written agreement for attachment of the lien or the filing
of a financing statement. There merely has to be: 1) a
writing which gives the interest holder a right under real
estate law (i.e. a deed, oil and gas lease, mineral
assignment, etc.); and 2) the act of the first purchaser
making a voluntary communication to the interest owner
acknowledging his or her rights to the oil and or gas
property or its proceeds.

In the case at bar, there has been no assertion that any of
the ostensible royalty owners fail to possess sufficient
written evidence or muniment of title. Similarly, * 1 the
evidence at trial was that the Debtor receives “100 percent
division orders” from its oil and gas purchasers. That is to
say, with the exception of a few royalty owners who take
in kind, the Debtor receives the income attributable to
100% of the production, with the concomitant duty to
disburse to its working interest and royalty interest
owners. The facts of this case squarely place these royalty
owners within the protective terms of sec ion 9.319 of the
Te as siessad o erce o e.

The “in kind only” argument propounded by the
Creditor’s Committee may have been plausible as the
statute was originally written. However, in 1987, the
Texas Legislature amended the definition of first
purchaser so that it would include: “... an operator that
receives production proceeds from a third-party purchaser
who acts in good faith under a division order or other
agreement signed by the operator under which the
operator collects proceeds of production on behalf of
other interest owners.” The 1987 amendments went
further to provide that the operator acting on behalf of
interest owners would be the first purchaser to the extent
it had received proceeds from the down-stream buyer, but
that if the operator was unpaid at the time of insolvency,
etc., then the downstream buyer would continue to be the
first purchaser, so that the interest and royalty owners
would continue to have a lien. Clearly, the Legislature
intended to protect those royalty owners ho typically
allow their royalties to be paid by the operator in funds
rather than in kind.

The Court concludes that the debtor is a “first purchaser”

©®

as that term is defined in sectio 9.319(q)(3). The debtor
clearly falls within this section to the extent it acted as an
operator who received, on behalf of royalty owners
production proceeds from third party purchasers.
Similarly, all royalty owners, whether taking in kind or in
funds, would enjoy the protection of a lien in production
or proceeds.

11 The Court now turns to the next question of who
exactly is covered by the term “interest owner.” The
answer to this question seems clear from the reading of
the statute. The first sentence grants a security interest in
favor of “interest owners.” Sectio 9.3 9(q)(2) broadly
defines “interest owner” as a person owning an entire or
fractional interest of any kind or nature in oil or gas
production at the time of severance, or a person who has
an express, implied, or constructive right to receive a
monetary payment determined by the value of oil or gas
production or by the amount of production.” As one
commentator has written, “[o]wners of unleased mineral
interests, working interests, royalty interests, overriding
royalty interests and most forms of production payments
are clearly included within those persons having
‘ownership’ interests. The second part of the definition is
very broad and therefore should be given an expansive
interpretation.” The Court is in agreement with the author
that the definition should be given an expansive
definition. Consequently, this definition would seem to
*813 clearly include all royalty and working interest
owners.

6] The Committee also asserts that, arguendo, even if the
Texas royalty owners did have secured claims by virtue of
sectio .3 9 then the liens would be avoidable under 1
.S C. § 545(2) because the royalty lien is a statutory lien
and as such is not effective against purchasers in the
ordinary course of business. Sectio 545(2 of e
a tcy Code provides that: [the Debtor] may avoid
the fixing of a statutory lien on property of the debtor to
the extent that such lien ... (2) is not perfected or
enforceable at the time of the commencement of the case
against a bona fide purchaser that purchases such
property, whether or not such a purchaser exists;....” The
Committee points out that ectio 9.3 9(c)(1)(A) provides
that the “sale of such proceeds” by a first purchaser to a
buyer [of the proceeds] in the ordinary course will cut off
the security interest in the proceeds which otherwise
would inure to the benefit of the interest holder. The
implication of the argument is that the sale of oil and gas
by Tri Union to an oil and gas purchaser in the ordinary
course would cause the forfeiture of the royalty owners
lien position under state law. Consequently, because
Bankruptcy law supplies this hypothetical good faith
buyer then the liens if any of the royalty owners would

.G
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be avoidable by the trustee (debtor in possession). The
first and most obvious flaw in this argument is that the
debtor has prudently chosen not to attempt to avoid these
royalty liens it is seeking to adequately protect not only
the collateral interests of the royalty owners, but also its
own image by filing this motion to pay. Second, and more
importantly, the subsection of sectio 9.3 9 relied upon
relates to the duration of the security interest in proceeds
and not the validity of the lien in the first instance.

Taken out of context, the clause cited by the Committee
seems to support the argument it makes. However, when
subsection (c) is viewed as a whole, it becomes apparent
that the security interest which is at risk of being lost to a
bona fide purchaser arises only when the oil and gas
production has been converted or traded for other “oil or
gas production, inventory of raw, refined, or
manufactured oil or gas production, or rights to or
products of any of these, ..” When, however, the
proceeds are either accounts or cash proceeds, the security
interest exists “for an unlimited time.” The Committee’s
statutory * 14 lien argument is inapposite because of this
construction of sectio 9.319. Simply stated, under
sectio 9.3 9, the liens of the royalty and working interest
owners in the production of its cash or account proceeds
were perfected and enforceable as of the date of filing and
were not susceptible to being cut off by a bona fide
purchaser under state law or sectio 545 of he
B tcy Code.

['1 The Court can find no distinction in the statute between
an interest holder who receives a share of production in
kind and one who receives only cash proceeds. The
security interest runs in favor of all interest owners (as
defined) and not just interest owners in kind. Comment 5
to the statute discusses the lack of distinction between
takers in production and takers in proceeds. “People in the
business of dealing with operators and ‘first purchasers’
are substantially aware that royalty owners and the like
always exist and have a claim to the production. No unfair
surprise will result if their claim also extends to
proceeds.” The Court declines to read the statute so
narrowly as suggested by the Committee. A narrow
construction would go against the “expansive
interpretation” which the statute seems to require.
Accordingly, the Court finds that the Texas royalty
owners hold security interests in production and proceeds
thereof.

18 Turning to the remaining California oil and gas leases
the Court can find no statutory authority which would
provide a lien or other security interest for royalty and
working interest owners. It seems that California does not
provide statutory liens for royalty owners with respect to

©

oil and gas leases. California royalty owners have only
one recourse for unpaid royalties and that is through
litigation, which is stayed in the case due to the operation
of 11 8. .§362.!

11 The final question to be addressed is the propriety of
the debtor making payment of any of the royalty or
working interest claims prior to confirmation of a plan of
reorganization. The Fifth Circuit, in the case of In the
Matter of Oxford Management Inc., specifically held
that the payment of a prepetition claim prior to
confirmation of a Chapter 11 plan was contrary to the
provisions of the Code. Indeed, this Court in the context
of other Chapter 11 cases has ruled that it is improper
under the current Code and caselaw for the debtor,
pre-confirmation, to cross-collateralize or “refinance and
re-collateralize” a prepetition secured debt secured by
substantially all of the debtor’s assets. In the context of
this case, however, the facts bear some distinction. First
all of the interests in question are cash collateral in nature.
To that extent, the debtor is under a statutory obligation to
segregate and account for the collateral of the royalty and
working interest owners. Second, the debtor cannot use
the cash for any other purpose without court order and
without affording adequate protection *815 for the
interests of the royalty and working interest owners. If
the oil and gas interest owners had filed a motion to lift
the stay to allow them to retake the funds and the debtor
did not object, the Court would grant the motion. In this
case the debtor has proposed this result and, except for
the objection of the Committee that the interest owners
may not be secured creditors under state law, there is no
objection to the relief requested with respect to the Texas
royalty owners and the Louisiana and limited California
interests made the object of the Interim Order. The Court
assumes, therefore, that the cash collateral is not
necessary to the effective reorganization of the debtor
that there is no equity in the cash collateral for the benefit
of the estate and that further retention of the funds would
be burdensome to the estate and as such they can be
abandoned (read: “paid”).

To conclude, since Texas provides for a security interest
in favor of interest owners (as that term is defined), the
Debtor is authorized to pay the prepetition royalties with
respect to the Texas oil and gas leases. As California does
not provide its royalty owners with a lien, there is no
authority for the debtor to pay these unsecured royalty
interest owners at this time. They must wait to receive any
distribution until after a plan has been proposed and
confirmed.

By separate form of order, the Court shall finalize the
interim order, grant Debtor’s motion as to the Texas

5
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royalties and deny the motion as to the California All Citations
royalties not dealt with in the interim order.

253 B.R. 808, 150 Oil & Gas Rep. 159

Footnotes

10

i1

See Cynthia C. Grinstead, The Effect of Texas U.C.C. Section 3.19 on Oil and Gas Secured Transactions, 63 TEX.
L.REV. 311 (1984).

See id. at 317.

See id. at 323.

See TEX. BUS. & COM. CODE § 9.319(a)(1991).
TEX. BUS. & COM. CODE § 9.319(q)(3)(1991).
See id.

This section, in complete form, defines “first purchaser” as “[A]n operator that receives production proceeds from a
third-party purchaser who acts in good faith under a division order or other agreement signed by the operator under
which the operator collects proceeds of production on behalf of other interest owners. To the extent the operator
receives proceeds attributable to the interest of other interest owners from a third-party purchaser who acts in good
faith under a division order or other agreement signed by such operator, the operator shall be considered to be the first
purchaser of the production for all purposes under this section, notwithstanding the characterization of other persons
as first purchasers under other laws or regulations...."

Terry Cross, Oil and Gas Product Liens-statutory Security Interests for Producers and Royalty Owners under the
Statutes of Kansas, New Mexico, Oklahoma, Texas and Wyoming, 50 CON. FIN. L.Q. REP. 418 (1996).

Subsection 9.319(c) in its entirety reads:
The security interest exists in oil and gas production, and also in the following proceeds of such production owned
by, received by, or due to the first purchaser:
(1) for an unlimited time if:
(A) the proceeds are oil or gas production, inventory of raw, refined, or manufactured oil or gas production, or
rights to or products of any of these, although the sale of such proceeds by a first purchaser to a buyer in the
ordinary course of business as provided in Subsection (e) will cut off the security interest in those proceeds;
(B) the proceeds are accounts, chattel paper, instruments, and documents; or
(C) the proceeds are “cash proceeds” as defined in Section 9.306 of this code; and
(2) for the length of time provided by Section 9.306 of this code as to all other proceeds.

TEX. BUS. & COMM. CODE § 9.319(c)(1)(A)(1991).

TEX. BUS. & COMM. CODE § 9.319(c)(1) (1991). Indeed, it is again apparent from the Legislature’s response to
“current events” such as adverse judicial rulings that it clearly intends for royalty and working interest owner’s security
interests in proceeds to remain inviolate. In the case of In re The Prudential Energy Company, 58 B.R. 857
(Bankr.S.D.N.¥.1386), a New York Bankruptcy Judge found that saction 9.306 of the Texas Businass and Commerca
Code limited the secured party’s interest when the proceeds of the royalty were commingled with the other funds of the
debtor, to the maximum amount of the royalty funds received by the debtor within the last ten days before the entry of
the order for relief under Title 11 of the United States Code. In that case, the royalty owners either were unable or
failed to prove the amount of royalty proceeds received within 10 days and their claims were held to be unsecured. The
Texas Legislature responded by amending section 9.305 ta add subsection 9.306(d)(5), which had the apparent effect
of excluding section 9.319 liens from the general provisions of section 9.306 relative to insolvency proceedings. The
9.319 liens now extend to all cash and deposit accounts of the debtor in which royalty or working interest proceeds
have been commingled. In the case at bar, no argument has been made about the commingling of funds, the
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applicability of 9.306, or the need for trac'ng of funds. Consequently, any potential statutory ien argument which could
arise in such a situation simply does not confront us today.

12 TEX.B S.&C MM. CODE § 9.319 [comm. 5] (1991).

13 For an example of other states which have enacted oil and gas lien statutes, see the Oil & Gas Products Lien Act, . .
STAT.A . § 48-9-1— § 48-9-8 (Michie 1978); Oil & Gas Owners’ Lien Act, OKLA. STAT. ANN. tit. 52 §§ 548-548.6

est 1988); . STAT. ANN. § 55-201- § 55-229 (1994).

14 See Chiasson v. J. Louis atheme Assoc. (I t e Mafterof ford gmt. | c.,4 F.3d 1329 (5th ir.1993).

15 See Shapiro v. Saybro k Mfg. C . Inc. (In the atter of Saybrook fg. Co. Inc.), 963 F.2d 1490 (11th Cir.1 92)

16 11 .S.C. § 363 (1994)

17 11 U.S.C. § 363 (1994)

18 11 .S.C. § 362 (1994)

End of Docu ent © 2016 Thomson Reuters. No claim to original U.S. Government Works.
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KeyCite Yellow Flag - Negative Treatment
Distinguished by Farm Credit of Northwest Florida, ACA v.
Easom Peanut Co., Ga.App., November 3, 2011

407 B.R. 82
United States Bankruptcy Court,
D. Delaware.

In re SEMCRUDE, L.P., et al., Debtors.
Mull Drilling Company, Inc., et al., Plaintiffs,
V.

SemCrude, L.P., et al., Defendants.

Bankruptcy No. 08-11525 (BLS).

Adversary No. 08—51446.
|

June 19, 2009.

Synopsis

Background: Kansas oil and gas producers brought
adversary proceeding for declaratory relief in Chapter 11
cases of debtors-first purchasers, seeking determinations
as to their rights, status, and relative priority of interests in
crude oil and natural gas sold to debtors prepetition and
proceeds thereof. Parties filed cross-motions for summary
judgment.

Holdings: The Bankruptcy Court, Brendan Linehan
Shannon, J., held that:

[l ynder Kansas law, as predicted by court, subsection of
Kansas statute creating security interest in oil and gas
production and proceeds thereof that addresses filing of
affidavit of production gives parties the same rights they
would have had if they had filed financing statement
covering “as-extracted collateral” under state law;

12l under Kansas law, as predicted by court, general rules
regarding purchase money security interests (PMSIs) are
not displaced by statute creating security interests in oil
and gas production and its proceeds;

Bl Delaware’s choice of law rules regarding perfection
and priority of security interests applied to producers’
claims;

4l Jaw of the location of relevant debtor governed
perfection of producers’ claimed security interests to the
extent that, as of petition date, debtor had possession of

oil and gas originating from producers or proceeds
therefrom in the form of exchanged oil or gas;

Bl Jaw of the location of relevant debtor governed
perfection of producers’ claimed security interests in oil
and gas proceeds held in form of accounts receivable;

1 Oklahoma law governed perfection of producers’
claimed security interests in cash proceeds; and

M as a matter of first impression, security interest
perfected only in Kansas pursuant to Kansas statute will
be subordinate to a security interest that was duly
perfected against debtors in the appropriate state.

Motions for summary judgment granted in part and
denied in part.

West Headnotes (36)

1 Mines and Minerals
Requisites and validity

Mineral rights may be severed from the fee
simple absolute ownership of property and thus
owned separately from the surface interest under
Kansas law.

Cases that cite this headnote

2l Declaratory Judgment
~Mature and scope of remedy
Declaratory Judgment
~Mature and elements in general

Declaratory relief is available to settle actual
controversies before they ripen into violations of
a law or a breach of duty, and is appropriate
where there is a substantial controversy,
between parties having adverse legal interests,
of sufficient immediacy and reality.

Cases that cite this headnote
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1

[

18]

Federal Courts
Inferior couris
Federal Couris
Anticipating or predicting state decision

When a federal court sets out to predict state
law, it sits, in effect, as a state supreme court,
and any relevant decisions of that state’s own
lower courts must be researched thoroughly and
given great weight, at least in the absence of
convincing evidence showing that the state
supreme court would not follow them.

1 Cases that cite this headnote

Federal Courts
-State constitutions, statutes, regulations, and
ordinances

When deciding issue of state law, federal court
employs state’s rules of statutory construction.

1 Cases that cite this headnote

Statutes
-‘Language

Under Kansas law, fundamental rule governing
statutory interpretation is that the intent of the
legislature governs if that intent can be
ascertained, and the legislature is presumed to
have expressed its intent through the language of
the statutory scheme it enacted.

Cases that cite this headnote

Statites
Plain language; plain, ordinary, common, or
liternl menning

LAW © 2016 Thoms:

17}

181

19

Under Kansas law, when the language of a
statute is plain and unambiguous, court need not
resort to statutory construction.

Cases that cite this headnote

Statutes
~Plain language; plain, ordinary, common, or
literal meaning

Under Kansas law, when the language of a
statute is plain and unambiguous, an appellate
court is bound to implement the expressed
intent.

Cases that cite this headnote

Statutes
~~In general; factors considered

Under Kansas law, if the face of a statute leaves
its construction uncertain, the court may look to
the historical background of the enactment, the
circumstances attending its passage, the purpose
to be accomplished, and the effect the statute
may have under the various constructions
suggested.

Cases that cite this headnote

Statutes

‘Giving effect fo entire statute and its parts;
harmony and superfluousness
Statutes

Unintended or unreasonable results;
absurdity

Under Kansas law, courts should generally
construe statutes to avoid unreasonable results
and should presume that the legislature does not
intend to enact useless or meaningless
legislation.
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Cases that cite this headnote

Statutes

Construing together; harmony
Statutes

Superfluousness
Statutes

Conflict

Under Kansas law, court must determine the
legislature’s intent behind particular statutory
language from a general consideration of the
entire act, and effect must be given, if possible,
to the entire act and every part thereof; to this
end, it is the duty of the court, as far as
practicable, to reconcile the different provisions
so as to make them consistent, harmonious, and
sensible.

Cases that cite this headnote

Statutes
General and specific statiites

If, under Kansas law, a general and a specific
statute cannot be construed in harmony, the
specific statute will control unless it is clear that
the legislature wanted the general statute to
control.

Cases that cite this headnote

Mines and Minerals
Rights and liabilities as to third persons

Perfected security interest arising under Kansas
statute creating security interest in oil and gas
production and proceeds thereof to secure first
purchaser's payment obligation does not require
actual written security agreement or filing of
actual financing statement, and, instead, the
security interest arises upon either (1) an
agreement to purchase oil or gas production, (2)
the issuance of a division order, or (3) any other

[13])

[14]

voluntary communication meeting statutory
requirements, and is perfected upon the filing of
an affidavit of production or its equivalent.
K.S.A. 84-9-339a(a).

Cases that cite this headnote

Mines and Minerals
Riglits and liabilities as to third persons

Under Kansas law, as predicted by Delaware
bankruptcy court, subsection of Kansas statute
creating security interest in oil and gas
production and proceeds thereof to secure first
purchaser’s payment obligation which states that
filing of affidavit of production “is effective as a
financing statement covering as-extracted
collateral” indicates that filing of affidavit of
production gives parties the same rights that
they would have had if they had filed financing
statement covering “as-extracted collateral”
under state law, and does not limit security
interest granted by statute to security interests
arising in as-extracted collateral. K.S.A.
84-9-339%a(b), 84-9-501.

Cases that cite this headnote

Mines and Minerals
Rights and liabilities as to third persons

Under Kansas law, as predicted by Delaware
bankruptcy court, general rules regarding
purchase money security interests (PMSIs) set
forth in state statute governing priority of PMSIs
are not displaced by provision of Kansas statute
creating security interest in o0il and gas
production and proceeds thereof to secure first
purchaser’s payment obligation which indicates
that security interests created under such statute
are to be treated as “purchase money security
interests for purposes of determining their
relative priority” under PMSI priority statute,
and therefore general rules under PMSI priority
statute govern statute creating security interest
in oil and gas production. K.S.A. 84-9-324,
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[15)

[16]

117]

84-9-339a(f)(1).

Cases that cite this headnote

Bankruptcy
Liens
Mines and Minerals
Rights and liabilities as to third persons

Pursuant to Kansas statute governing priority of
purchase money security interests (PMSIs),
PMSI priority granted to Kansas oil and gas
producers under statute creating security interest
in oil and gas production and proceeds thereof to
secure first purchaser’s payment obligation was
limited to inventory on hand at the time Chapter
11 debtor-first purchasers filed their bankruptcy
petitions, any identifiable cash proceeds that
debtors received prior to delivery of oil and gas
production to subsequent purchaser, and certain
chattel paper. K.S.A. 84-9-324(b),
84-9-339a(c), (N(1).

[18]

Cases that cite this headnote

{19]

Secured Transactions
‘Unperfected Security Interests, Priority Over

To the extent that creditors possess unperfected
security interests, they will be subordinate to a
perfected security interest in the same collateral
under priority rules for secured transactions
established by Kansas’s version of Uniform
Commercial Code (UCO). K.5.A,
84-9-322(a)(2). (20]

Cases that cite this headnote

Bankrupicy
~~Subordination
Secured Transactions
Unperfected Security Interests, Priority Over

To the extent that Delaware law governs

perfection and creditors fail to perfect security
interests in Delaware before the relevant debtor
files bankruptcy, such creditors will be
subordinate to a creditor who has a perfected
security interest in the collateral under priority
rules of Delaware’s version of Uniform
Commercial Code (UCC). 6 DelC. §
9-322{a)(2).

Cases that cite this headnote

Secured Transactions
Unperfected Security Interests, Priority Over

An unperfected security interest will be
subordinate to a perfected security interest under
priority rules of Oklahoma’s version of Uniform
Commercial Code (UCC). 12A OKlL.St.Ann. §
1-9-322.

Cases that cite this headnote

Action
“What law governs

When two states have a connection to a case and
an issue arises on which the states’ respective
laws differ, a choice of law must be made.

Cases that cite this headnote

Bankruptcy
Application of state or federal law in general

In the absence of a specific federal policy or
interest dictating the use of federal choice of law
rules, a bankruptcy court faced with the issue of
which substantive state law to apply to a claim
for relief in an adversary proceeding applies the
choice of law rules of the forum state.

Cases that cite this headnote
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[21]

[22]

[23]

Bankruptcy
~Application of state or federal law in general

Given that federal law may not be applied to
questions which arise in federal court but whose
determination is not a matter of federal law,
state choice of law rules must be applied in
adversary proceedings in bankruptcy court.

Cases that cite this headnote

Bankrupicy

Particular cases and problems
Bankruptcy

Liens

As the law of the forum state, Delaware’s choice
of law rules regarding perfection and priority of
security interests under Uniform Commercial
Code (UCC) applied to claims of Kansas oil and
gas producers in adversary proceeding to
determine, inter alia, perfection and relative
priority of producers’ security interests in oil
and gas production and its proceeds; bankruptcy
court was not free to disregard UCC’s choice of
law rules and engage in its own ad hoc
assessment of which states had most significant
contacts. 6 Del.C. § 9-301.

| Cases that cite this headnote

Mines and Minerals

Rights and liabilities as to third persons
Secured Transactions

What Law Governs

Kansas oil and gas producers claimed
consensual security interests that arose by
contract, not statutory liens or similar statutory
interests, in asserting security interests under
Kansas statute creating security interest in oil
and gas production and proceeds thereof to
secure first purchaser’s payment obligation, and

TLAVY © 2016

124]

125]

therefore claimed security interests fell within
scope of secured transactions article of
Delaware’s version of Uniform Commercial
Code (UCC) and were subject to Delaware’s
UCC provision governing choice of law
determinations with respect to non-uniform
UCC amendments regarding perfection and
priority of security interests, such as Kansas
statute. K.S.A. 84-9-339a(a); 6 Del.C. §§
9-109(a)(1), 9-301,

Cases that cite this headnate

Mines and Minerals
Rights and liabilities as to third persons
Secured Transactions
~What Law Governs

Provision of Delaware’s version of Uniform
Commercial Code (UCC) indicating that,
generally, Delaware’s secured transactions
article did not apply to the extent that a statute
of another state, foreign country, or
governmental unit of another state or foreign
country expressly governed creation, perfection,
priority, or enforcement of a security interest
created by the state, country, or governmental
unit addressed only governmental debtors, and
thus did not apply to preclude application of
Delaware’s UCC provision governing choice of
law determinations to Kansas’s non-uniform
UCC provision creating security interest in oil
and gas production and proceeds thereof to
secure first purchaser’s payment obligation. 6
Del.C. §§ 9-109(c)3), 9-301; K.S.A.
84-9-339a(a).

Cases thali cite this headnote

Mines and Minecrals
Rights and liabilities as to third persons
Secured Transactions
-What Law Governs

Delaware’s version of Uniform Commercial

Code (UCC) did not defer to other states’
non-uniform UCC provisions governing oil and
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12¢]

127]

gas production, even though UCC official
comment indicated that uniform solution to such
oil and gas interests was not feasible and was
left to “other legislation,” and therefore
Delaware’s UCC provision governing choice of
law determinations with respect to non-uniform
UCC amendments regarding perfection and
priority of security interests applied to Kansas’s
non-uniform UCC provision creating security
interest in oil and gas production and proceeds
thereof to secure first purchaser’s payment
obligation. & Del.C. §§ 9-301, 9-320(d), 9-320
comment; K.S.A. 84-9-339a.

2 Cases that cite this headnote

Bankrupicy

Particular cases and problems
Mines and Minerals

Rights and liabilities as to third persons
Secured Transactions

What Law Governis

Under choice of law provision of Delaware’s
version of Uniform Commercial Code (UCC),
law of the location of debtor-first purchaser
governed perfection of security interests claimed
by Kansas oil and gas producers under Kansas
statute creating security interest in oil and gas
production and proceeds thereof to secure first
purchaser’s payment obligation to the extent
that, as of date of debtor’s Chapter 11 filing,
debtor had possession of oil and gas originating
from producers or proceeds therefrom in the
form of exchanged oil or gas. 6 Del.C. § 9-301;
K.S.A. 84-9-339a(a).

Cases that cite this headnote

Bankruptcy

Particular cases and problems
Mines and Minerals

Rights and liabilities as to third persons
Secured Transactions

What Law Governs

Under choice of law provision of Delaware’s

28]

129]

version of Uniform Commercial Code (UCC),
law of the location of debtor-first purchaser
governed perfection of security interests claimed
by Kansas oil and gas producers, pursuant to
Kansas statute creating security interest in oil
and gas production and proceeds thereof to
secure first purchaser’s payment obligation, in
proceeds of oil and gas production held in form
of accounts receivable as of date on which
debtor filed its Chapter 11 petition. 6 Del.C. §
9-301; K.S.A. 84-9-339a(a).

Cases that cite this headnote

Bankruptcy
~~Particular cases and problems
Mines and Minerals
~Rights and liabilities as to third persons
Secured Transactions
~~What Law Governs

Pursuant to choice of law provision of
Delaware’s version of Uniform Commercial
Code (UCC), Oklahoma law, as law of the place
of bank office in which cash of Chapter 11
debtors-first purchasers was held as of debtors’
petition date, governed perfection of security
interests in cash proceeds from oil and gas
production held by debtors in bank accounts that
were claimed by Kansas oil and gas producers
pursuant to Kansas statute creating security
interest in oil and gas production and proceeds
thereof to secure first purchaser’s payment
obligation. 6 Del.C. §§ 9-301, 9-304(a, b);
K.S.A. 84-9-339a(a).

Cases that cite this headnote

Bankruptey
~Particular cases and problems
Mines and Minerals
~Rights and liabilities as to third persons
Secured Transactions
What Law Governs

Product of Kansas oil and gas producers did not
fit within definition of “as-extracted collateral™
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1301

[31]

under Delaware’s version of Uniform
Commercial Code (UCC), and therefore
exception, for security interests in as-extracted
collateral, to choice of law provision of
Delaware’s UCC generally governing perfection
of security interests did not apply to producers’
claimed security interests in oil and gas
production sold to Chapter 11 debtors and
proceeds thereof. 6 Del.C. § 9-301(4); K.S.A.
84-9-339a(a).

1 Cases that cite this headnote

Bankruptcy 321

Place and time
Mines and Minerals
Rights and liabilities as to third persons
Secired Transaétions
Place of filing
Secured Transactions
~Financing Statement

Under both Delaware and Oklahoma law,
pursuant to each state’s version of Uniform
Commercial Code (UCC), Kansas oil and gas
producers had to file UCC financing statements
in such state to perfect their security interests in
oil and gas production sold to Chapter 11
debtors as first purchasers, and in proceeds
thereof, pursuant to Kansas statute creating
security interest in oil and gas production and
proceeds thereof to secure first purchaser’s
payment obligation. 6 Del.C. § 9-310(a); 12A
Okl.St.Ann. § 1-9-310(a).

Cases that cite this headnote

Bankruptcy

Liens
Mines and Minerals

Rights and liabilities as to third persons
Secured Transactions

What Law Governs

[33]

Under choice of law provision of Delaware’s
version of Uniform Commercial Code (UCC),
law of the location of debtor-first purchaser

governed determination of priority, as against
competing interests, of security interests claimed
by Kansas oil and gas producers, pursuant to
Kansas statute creating security interest in oil
and gas production and proceeds thereof to
secure first purchaser’s payment obligation, in
proceeds of their oil and gas production held in
form of accounts receivable as of date on which
debtor filed its Chapter 11 petition. 6 Del.C. §
9-301; K.S.A. 84-9-339%a(a).

Cases that cite this headnote

Bankriiptcy

Liens
Mines and Minerals

Rights and liabilities as to third persons
Secured Transactions

What Law Governs

Pursuant to choice of law provision of
Delaware’s version of Uniform Commercial
Code (UCC), under which local law of
jurisdiction in which goods were located
governed priority of nonpossessory security
interest in such collateral, law of the state in
which collateral was located as of date on which
Chapter 11 debtor-first purchaser filed its
bankruptcy petition governed priority of claimed
security interests, under Kansas statute creating
security interest in oil and gas production and
proceeds thereof to secure first purchaser’s
payment obligation, of Kansas oil and gas
producers to the extent that debtor held, as of
petition date, producers’ product or exchanged
oil or gas proceeds. 6 Del.C, § 9-301(3)(C),
K.S.A. 84-9-339a(a).

Cases that cite this headnote

Bankruptcy

Liens
Mines and Minerals

Rights and liabilities as to third persons
Secured Transactions

‘What Law Governs
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134]

135]

Pursuant to choice of law provision of
Delaware’s version of Uniform Commercial
Code (UCC), Oklahoma law, as law of place in
which bank accounts of Chapter 11 debtors-first
purchasers were located, governed priority of
security interests claimed by Kansas oil and gas
producers, pursuant to Kansas statute creating
security interest in oil and gas production and
proceeds thereof to secure first purchaser’s
payment obligation, in cash proceeds from oil
and gas production held by debtors in bank
accounts as of their bankruptcy petition date. 6
Del.C. § 9-304; K.5.A. 84-9-339a(a).

1 Cases that cite this headnote

Bankruptcy

Liens
Mines and Minerals

Rights and liabilities as to third persoris
Secured Transactions

What Law Governs

Assuming that Kansas oil and gas producers that
sold product to Chapter 11 debtors, as first
purchasers, had perfected security interests in
product and proceeds thereof under Kansas
statute creating security interest in oil and gas
production and proceeds thereof to secure first
purchaser’s payment obligation, pursuant to
Delaware’s choice of law rules, Kansas law
governed only priority of producers’ security
interests in product or proceeds in the form of
exchanged oil or gas held by debtors in Kansas
as of debtors’ bankruptcy petition date. K.S.A.
84-9-339a(a); 6 Del.C. §§ 9-301, 9-304.

3 Cases that cite this headnote

Mines and Minerals

Rights and liabilities as to third persons
Secured Transactions

Conflicting Security Interests, Priorities
Among

Security interest perfected only in Kansas
pursuant to Kansas statute creating security

Nn4co | ;
(O Re} 1 I

interest in oil and gas production and proceeds
thereof to secure first purchaser’s payment
obligation will be subordinate to a security
interest that was duly perfected against
debtor-first purchasers in the appropriate state.
K.S.A. 84-9-339%a(a).

Cases that cite this headnote

1361 Bankruptcy
Petition for leave; appeal as of right;
certification

Sua sponte certification for direct appeal from
bankruptcy court to Court of Appeals was
warranted as to issue of whether security interest
in assets of Chapter 11 debtor-first purchasers
held by Kansas oil and gas producers and
perfected only in Kansas were subordinate to
security interests duly perfected against debtors
in appropriate states; there was no governing
law on issue and prompt consideration of appeal
could serve to advance bankruptcy proceedings,
particularly given recently filed plan of
reorganization and debtors’ expressed intention
to seek plan confirmation and emerge from
bankruptcy within less than one year. 28
L1,S.C.A. § 158(d)(2); K.S.A. 84-9-339a(a).

2 Cases that cite this headnote

*88 OPINION !

BRENDAN LINEHAN SHANNON, Bankruptcy Judge.

Before the Court are a number of cross-motions for
summary judgment on a complaint seeking declaratory
relief. These include the Plaintiffs’ Motion for Summary
Judgment on Phase I Issues [Docket No. 161], filed by
certain Kansas producers of oil and gas (the “Kansas
Producers”); Bank of America, N.A.’s Motion for
Summary Judgment on the Threshold Questions of Law
[Docket No. 164], filed by Bank of America, N.A., as
administrative agent for the Debtors’ pre-petition lenders
(the “Banks”); J. Aron & Company’s Consolidated
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Motion for Summary Judgment [Docket No. 152], filed
by J. Aron & Company (“J.Aron”), an intervening party;
and various joinders thereto as reflected on the docket in
this adversary proceeding.

For the following reasons, the Court will grant in part the
Motion of the Banks and deny the Motion of the Kansas
Producers.

I. PRELIMINARY STATEMENT

The key question before the Court in this declaratory
judgment action is whether a security interest perfected
only in Kansas by virtue of the automatic perfection in
K.S.A. § 84-9-339(a) is subordinate to a security interest
that was duly perfected against the Debtors in this case in
accordance with Article 9’s rules regarding perfection.
For the following reasons, the Court finds that, as a matter
of law, such an automatically perfected security interest
will be the junior security interest. Accordingly, summary
judgment will be entered in favor of the Banks.

The Court recognizes that it is ruling today on issues of
great significance to the parties both in economic terms
and as a business reality. There is little doubt that this
ruling will be appealed. In light of these considerations,
the Court will certify this Opinion and Order pursuant to
28 UL.5.C. § 158(d)(2)(A)(i) and (iii) for direct appeal to
the United States Court of Appeals for the Third Circuit.

II. BACKGROUND

A. General Background

On July 22, 2008 (the “Petition Date”), SemGroup, L.P.
(“SemGroup”), and certain direct and indirect subsidiaries
(collectively referred to hereinafter as the “Debtors”) each
filed a voluntary petition for relief under Chapter 11 of
the Bankruptcy Code (the “Code”). Included among these
entities are three companies that allegedly purchased oil
and/or gas (the “Kansas Product”) from the Kansas
Producers: SemCrude, a limited partnership organized
*89 under the law of Delaware (Silverstein Aff., Ex. 6);
Eaglwing, a limited partnership organized under the law
of Oklahoma (/d. at Ex. 8); and SemGas, a limited
partnership organized under the law of Oklahoma (/d. at
Ex. 7). The Debtors’ Chapter 11 cases have been
consolidated for procedural purposes only and are being
jointly administered pursuant to Rule 1015(b) of the
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Federal Rules of Bankruptey Procedure. The Debtors are
authorized to continue to operate their businesses and
manage their properties as debtors in possession pursuant
to sections 1107(a) and 1108 of the Code.

On August 5, 2008, the Office of the United States
Trustee (the “U.S. Trustee”) appointed an Official
Committee of Unsecured Creditors (the “Creditors
Committee”). By Order dated October 15, 2008, the Court
directed the U.S. Trustee to appoint and constitute a
committee to represent the interests of producers of oil
and gas who sold product to the Debtors (the “Producers
Committee”)[Case No. 0811525, Docket No. 1774].
Both the Creditors Committee and the Producers
Committee have retained professionals and have actively
participated in these cases.’

Founded in February 2000, the Debtors engage in a
number of different businesses, each related to the energy
industry. Included among the Debtors are several
corporations which engage in the business of purchasing
various forms of energy products, such as crude oil and
natural gas, from producers and then subsequently
reselling these products to refiners and other resellers in
various types of sale and exchange transactions. Prior to
the Petition Date, SemCrude, Eaglwing and SemGas,
together with other Debtors, maintained a centralized cash
management system in accounts at the Bank of
Oklahoma. Cash collections by the Debtors were
deposited into these accounts (Eaglwing, L.P. First
Amended Schedules/Statements, Sch. B [Case No.
08-11525, Docket No. 1927]; SemCrude, L.P. First
Amended Schedules/Statements, Sch. B [Case No.
08-11525, Docket No. 1926]; SemGas, L.P. First
Amended Schedules/Statements, Sch. B [Case No.
08-11525, Docket No. 1936] ).! The consolidated
revenues of the Debtors during fiscal year 2007 were
approximately $13.2 billion.

Historically, as part of their overall business strategy, the
Debtors sought to establish a margin on their anticipated
purchases of energy products by selling energy products
for physical delivery to customers or by entering into
future delivery obligations under futures contracts on the
New York Mercantile Exchange (“NYMEX”) and
over-the-counter (“OTC”) markets. In the weeks leading
up to the Petition Date, volatile energy prices increased
the Debtors’ margin requirements, causing a negative
impact on the Debtors’ liquidity positions. These cash
flow problems were further exacerbated by catastrophic
trading losses. On July 16, 2008, the Debtors transferred
their NYMEX trading account to Barclays Bank PLC, an
action that converted loss contingencies into recognized
losses that exceeded $2.4 billion. These trading losses and

QO
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increased margin requirements eventually prevented the
Debtors from *90 meeting their margin calls, and
prompted their Chapter 11 filings.*

As of the Petition Date, the Banks asserted secured claims
against the Debtors and their affiliates (as either
borrowers or guarantors) in the aggregate amount of
approximately $2.55 billion. Pursuant to their Amended
and Restated Security Agreement, the Banks assert duly
perfected security interests in substantially all of the
Debtors property.*

B. Factital Background Regarding the Oil and Gas
Industry in Kansas

The parties to this litigation have expended significant
time and effort in educating the Court as to the history
and particulars of oil and gas ownership and production in
Kansas.* While the Court is ruling herein on a discrete
question of law-—the priority between competing security
interests—it is both helpful and necessary to review this
background in order to place this dispute in a proper
framework.

11 Mineral rights may be severed from the fee simple
absolute ownership of property and thus owned separately
from the surface interest. (Ks. Pls. Br., Ex. B at Ex. A,
10). Before extraction, oil and gas are treated as real
property; but upon extraction, minerals become “goods.”
K.S.A. § 84-2a-103(13h. The term “as-extracted
collateral” thus refers to oil, gas or other minerals that are
subject to a security interest before extraction from the
ground. (See Del.Code tit. 6, § 9-301; Kan. Stat. Ann. §
84-9-102(a)(6)).

Mineral owners rarely develop their minerals themselves.
The technology and business of oil and gas exploration
and development is complicated and expensive; few
mineral owners possess the expertise or capital they need
to act on their own. (Ks. Pls. Br., Ex. B at Ex. A { 11).

Mineral owners typically transfer their mineral rights to
an oil company through an oil and gas lease. A fee simple
owner or severed mineral owner who grants a lease is
called a lessor. A lessor typically receives a cash payment
for granting the lease and retains a royalty, a percentage
share of the oil and gas produced, or a percentage share of
the value or revenues of production free of the costs of
production. (/d. § 13).

The person or oil company that receives a lease grant is
called a lessee, and holds thereby the working interest,
which includes the right to search, drill for, develop,
produce, and market from the leased land. Often, a lessee
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will spread the cost of acquiring, evaluating, and
exploring a lease by selling undivided percentages of *91
the working interest to investors. The owners of the
working interest have the right to all of the oil and gas
they produce from the land, other than that which goes to
royalty owners, but must pay all costs of production. (/d.).

Both mineral owners and lessees often create from their
interests additional types of interests in favor of other
parties. These interests include “nonparticipating royalty”
interests, “overriding royalty” interests and *carried”
interests. (/d.  14).

Operators/working  interest owners must obtain
permission to drill from certain state agencies that are
charged with optimizing production of oil and gas. They
require drilling permits from the appropriate agency, and
must comply with spacing rules designed to keep wells
far enough apart to minimize the amount of drainage from
one tract to another. Typically, it is necessary to put
together several leases to have enough acreage to form a
spacing unit. In addition, after wells have produced to the
point that their production levels begin to decline, wells in
several spacing units may be unitized, either voluntarily
by their lessees, or by order of a state conversion agency,
to maximize production from the formation. Unitization
refers to the joint operation of all the leases and spacing
units over a producing formation, usually in conjunction
with enhanced-production techniques, which may
substantially increase the percentage of oil and gas that is
ultimately recovered. (Zd. ] 16).

The lease owners in a spacing unit select one of their
number to act as the unit operator. An operator is
responsible for day-to-day operation of the leases within a
spacing unit. To facilitate decision-making, the operator
and the other working-interest owners in a spacing unit
enter into an operating agreement. An operating
agreement sets out the parties’ agreement with respect to
the appointment of the operator, the operators’ rights and
duties, initial drilling, further development, the sharing of
operations costs and revenues, the marketing and sale of
oil and gas, and accounting. (/d. | 17). As a practical
matter, an operating agreement is designed to set forth a
process by which the well is drilled and the production is
established, and to govern the operations of a productive
well after it has been established. An operating agreement
combines or pools the leases and fractional interests of the
parties for operating purposes so that many leases are
operated as if they were one. (Ks. Pls. Br., Ex. B at Ex. A

q17).

Oil produced from a well by the operator is either
temporarily placed in storage tanks and then transported
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by truck, or placed into a gathering line with other
product to be delivered to a pipeline and transported.
Natural gas is always directed from the well through
gathering lines into a pipeline. Transfer of title for either
oil or gas may take place at a point of transfer on the
spacing unit or at a market center or hub or at any place in
between. (/d. § 20).

Typically, royalty owners do not take their oil and gas in
kind; royalty owners either sell to the operator or the
operator markets their shares. The operators usually act
on behalf of the interest owners and sell for the account of
the other owners of legal interests in the oil and gas. For
example, Kansas production was sold typically to Debtors
by the operators of the Kansas wells, as the party
authorized to market and sell the production from the
Kansas wells. (Ks.Pls.Br.q] 11-12). Less frequently,
purchasers contract directly with the owners of the oil and
gas, but require that the unit operator accept payment on
behalf of all the sellers in the unit and disburse the
proceeds. In either case, *92 the purchaser of oil and gas
usually pays the proceeds of sales to the unit operator,
who in turn distributes the proceeds to the interest owner.
(Ks. Pls. Br., Ex. B at Ex. A ] 22-23).

Those who disburse proceeds of oil and gas sales use
division orders to protect themselves against claims that
they have improperly paid to interest owners. A division
order is a statement executed by all parties who claim a
legal interest in the oil and gas and in the funds generated
by its sale, agreeing how the proceeds of oil and gas sales
are to be distributed to them. Interest owners who sign
division orders and receive payments consistent with the
division orders cannot later complain that they were not
paid properly. (Zd. 24).

In practice, as a result of severance of the mineral estate
from the surface estate and partial sales of the minerals, it
is not uncommon to find hundreds of royalty owners with
interests in a single well. Thus, the task—typically
reserved to operators—of distributing proceeds to royalty
owners is complex.

The industry custom is that purchasers of oil and gas pay
amounts due to the owners on the 20th day of the month
following the delivery of oil and on the 25th day of the
month following delivery of gas. (Ks. Pls. Br., Ex. B at
Ex. A §25).

C. Producer Claims

In the course of their business, several of the Debtors
(specifically, SemCrude, SemGas and Eaglwing) entered
into agreements with a large number of oil and gas

producers located in at least eight different states
(collectively referred to hereinafter as the “Oil and Gas
Producers”) to purchase oil and gas. The Kansas
Producers, a subgroup of the oil and gas producers, are
generally owners of working interests in oil and gas
production from various wells located throughout Kansas,
and many are operators of numerous wells pursuant to
operating agreements with interest owners. As operators,
the Kansas Producers are authorized to market and sell oil
and gas from the wells they operate, attributable to and
for the benefit of their own working interests and for the
benefit of non-operating interest owners and royalty
interest owners. In addition, some of the Kansas
Producers own non-operating interests in numerous wells
that are operated by other parties who sold production to
the Debtors.

During the relevant period (from June 1 through July 21,
2008), the Kansas Producers produced oil and gas from
hundreds of wells situated in Kansas that was purchased
by the Debtors. As noted previously, under general terms
between the parties, the Debtors were obligated to pay for
the Kansas Producers’ production on July 20 and July 25,
2008, for June oil and gas sales, and on August 20 and 25,
2008, for July oil and gas sales.

Historically, the amounts owed on these contracts had
been paid by the Debtors without incident in accordance
with the above payment schedule. The Debtors’ liquidity
crisis and bankruptcy filings in the summer of 2008,
however, changed this pattern. When the Debtors filed
their Chapter 11 petitions on July 22, 2008, the Oil and
Gas Producers, including the Kansas Producers, had yet to
receive payment for the oil and gas they had sold to the
Debtors between June 1, 2008 and the Petition Date.

The failure to pay the amounts owed on these contracts
left over a thousand Oil and Gas Producers, including
many in Kansas, looking for payment and seeking to
determine in this Court what rights, if any, they had in the
oil and gas they had sold to the Debtors (or the proceeds
from *93 the Debtors’ sale of such product) between June
1 and the Petition Date under the laws of their respective
states. Within the month following the Petition Date
alone, hundreds of reclamation demands were made upon
the Debtors. Many separate adversary proceedings
relating to these reclamation demands or purported liens
on the oil and gas in question were commenced. A
number of emergency motions, seeking either injunctive
relief to prevent the sale or disposition of the oil and gas
in question or a lifting of the automatic stay to proceed
against it, also were filed in this Court within weeks of the
Petition Date.

5 Thomson Reuters. No claim to original U.S. Government Works
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D. Producer Claims Procedures Orders

In an attempt to prevent a multiplicity of actions and
preserve the resources of the Debtors and the Court, the
Debtors filed a motion for authorization to establish
omnibus procedures for, inter alia, the resolution of the
rights and priorities of the Oil and Gas Producers’ claims
pursuant to sections 105(a) and 362 of the Code and Riile
9019(a) of the Federal Rules of Bankruptcy Procedure
[Case No. 08-11525, Docket No. 600]. Following the
filing of this motion, representatives of certain Oil and
Gas Producers met with representatives of the Debtors to
discuss the procedures that could be utilized in such a
structure. Through these extensive negotiations, the
Debtors and the Oil and Gas Producers reached agreement
on a set of procedures that could be used to resolve these
issues, and presented this structure to the Court for
approval on September 17, 2008. The Court has entered
two orders (the *Producer Claims Procedures Orders™)
adopting this proposed structure [Case No. 08-11525,
Docket Nos. 1425; 1557].

The structure approved by the Court calls for the Oil and
Gas Producers to initiate one adversary proceeding
against the Debtors for each state in which the Oil and
Gas Producers sold oil or gas to the Debtors, a total of
eight states. The purpose of these adversary proceedings
is for the Oil and Gas Producers to obtain a declaratory
judgment establishing (i) what rights, if any, are afforded
by each respective state’s law to a producer of oil or
natural gas who sells oil or natural gas to a first purchaser,
such as the Debtors here, and (ii) the priority of these
rights relative to the Banks’ asserted security interests in
the Debtors’ existing and after-acquired inventory. All of
the Oil and Gas Producers were free to participate in this
litigation, and the Producer Claims Procedures Orders
expressly provided that the results of the litigation would
be binding upon the Oil and Gas Producers irrespective of
whether they actually participated in this process.

As may be apparent from the foregoing description, the
claims of the Kansas Producers involve many individual
transactions. Accordingly, the actual calculation and
allowance of individual Kansas Producers’ claims is not
presently before the Court. Likewise, the determination of
the extent, validity and priority of the Banks’ security
interests is not presently before the Court (but is reserved
for further proceedings), such that for purposes of this
Opinion, the Court and the parties are presuming the
validity and perfection of these asserted security interests.

In the present case, the Court will determine the rights,
status, and relative priority of the interests of the Kansas
Producers in the crude oil and natural gas they sold to the

Debtors between June 1, 2008 and July 22, 2008 and the
proceeds thereof.

This matter has been fully briefed. The Court has
conducted two full days of oral argument on these and
related motions in May, 2009. It is ripe for decision.

*94 II. JURISDICTION AND VENUE

The Court has jurisdiction over this matter pursuant to 28
U.S.C. §§ 1334 and 157(a) and (b)(1). Venue is proper in
this Court pursuant to 28 U.S.C. §§ 1408 and 1409.
Consideration of this adversary proceeding constitutes a
core proceeding under 28 L1.5.C. § 157(b)(2)(A), (B), (K),
and ().

1II. STANDARD OF REVIEW

The parties have filed cross-motions for summary
judgment on the Kansas Producers’ claim for declaratory
relief. The Court notes that “the standards under which to
grant or deny summary judgment do not change because
cross-motions are filed." in re U.S. Wireless Corp., Inc.,
386 B.R. 556, 560 (Bankr.[>.Del.2008).

Summary judgment is only appropriate “if the pleadings,
the discovery and disclosure materials on file, and any
affidavits show that there is no genuine issue as to any
material fact and that the movant is entitled to judgment
as a matter of law.” Fed.R.Civ.P. 56(c); Fed. R. Bankr.P,
7056. In doing so, the Court must view all facts and any
reasonable inferences that might be drawn from them in
the light most favorable to the nonmoving party. fn re
Elrod Holdings Corp., 394 B.R. 760, 763
(Bankr.D.Del.2008).

In order to avoid summary judgment, the nonmoving
party must come forward with specific facts showing that
there is a genuine issue for trial. {.S. Wireless, 386 B.R.
at 559. An issue of material fact is genuine if the
factfinder could return a judgment for the nonmoving
party on the disputed issue. Elrad Holdings, 394 B.R. at
763. If the nonmoving party fails to present facts
establishing a genuine issue for trial, the moving party is
entitled to summary judgment. Thus, the Court must ask:
“(1) is there no genuine issue of material fact and (2) is
one party entitled to judgment as a matter of law?” Gray
v. York Newspapers, Ine., 957 F.2d 1070, 1078 (3rd
Cir.1992) (quoting Country Floors, Inc. v. Gepner, 930
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F.2d 1056, 1060 (3d Cir.1991)).

21 Tn this case, the underlying claim on which both sides
seek summary judgment is one for declaratory relief. It is
well-settled that declaratory relief is available “to settle
actual controversies before they ripen into violations of a
law or a breach of duty.” United States v. Fisher—Otis
Co., 496 F.2d 1146, 1151 (10th Cir.1974); see Step-Saver
Data Sys., Inc. v. Wyse Tech., 912 F.2d 643, 647 (3d
Cir.1990). Such relief is appropriate where “there is a
substantial controversy, between parties having adverse
legal interests, of sufficient immediacy and reality.”
Armstrong World Indus., Inc. by Wolfson v. Adams, 961
F.2d 405, 411 (3d Cir.1992) (quoting Md. Cas. Co. v.
Pacific Coal & Qil Co., 3 12 U.S. 270, 273, 61 S.Ct. 510,
85 L.Ed. 826 (1941)).

IV. DISCUSSION

Presently before the Court are cross-motions for summary
judgment on a complaint seeking declaratory relief. As
detailed at length below, the parties dispute not only
which state law or laws govern this dispute, but also the
application of those respective laws.

A. The Parties’ Posifions

The Kansas Producers assert in their motion for summary
judgment that, pursuant to Kansas § 9-339a, they are the
holders of perfected, purchase money security interests
(“PMSIs”) in all Kansas Product sold to the Debtors and
any resulting proceeds held by the Debtors. As such, the
Kansas Producers argue that their rights are prior to the
Banks’ security interest.’

*95 The Banks contend that perfection of the security
interests claimed by the Kansas Producers pursuant to
Kansas § 9-339a are governed by either Delaware or
Oklahoma law, depending upon the relevant Debtor and
its place of incorporation pursuant to the choice of law
provisions in Article 9 of the UCC. These provisions were
adopted uniformly by each state (including Kansas) at
issue in this adversary proceeding. To the extent that the
Kansas Producers did not perfect their Kansas § 9-339a
security interests in either Oklahoma or Delaware before
the Petition Date, the Banks contend that the Kansas
Producers possess unperfected security interests
subordinate to the security interest of the Banks.

The Banks also make two arguments in the alternative.
First, they argue that Kansas § 9-339a only provides for
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perfecting a security interest in “as-extracted collateral,”
and that none of the collateral at issue in this case fits the
Kansas UCC’s definition of “as-extracted collateral.”
Accordingly, the Banks contend, the Kansas Producers
have unperfected security interests even if Kansas law
were to govern perfection. Second, the Banks assert that
even if Kansas law governs and provides the Kansas
Producers with perfected security interests, Kansas law
limits the Kansas Producers’ special PMSI priority arising
pursuant to Kansas § 9-339(a) to (i) the remaining oil and
gas inventory of the Debtors as of July 22, 2008, the day
the Debtors filed bankruptcy, and (ii) any proceeds from
the sale of such oil and gas that the Debtors received on or
before delivery of the Kansas Product. The relative
priority of any security interests not falling into either of
these two categories, the Banks argue, is instead governed
by the “first to file or perfect” rule found in Kansas §
9-322.

B. Analysis

The Court finds summary judgment appropriate in this
case because the parties are seeking declaratory relief
regarding purely legal questions. Consequently, as
described at length below, there is no genuine issue of
material fact that precludes the granting of summary
judgment.

In addressing the dispute before it, the Court is faced as a
threshold matter with choice of law questions involving
security interests. Given the uniformity found in most
states’ versions of Article 9 of the UCC, choice of law
issues regarding security interests are rarely litigated.
Because Kansas § 9-339a is a non-uniform amendment to
Kansas’ version of the UCC, however, the Court’s
resolution of the instant summary judgment motions will
differ significantly based on what state law(s) govern
perfection of the Kansas Producers’ purported security
interests, as well as what state law(s) govern the effect of
that perfection or nonperfection, and the priority among
multiple perfected security interests. An overview of each
relevant states’ respective law follows.

1. Kansas law

Bl As a preliminary matter, the Court notes that there is no
case law, state or *96 federal, construing Kansas §
9-339a. As such, in interpreting the statute the Court is
obliged to predict state law. See generally Packard v.
Provident Nat. Bank, 994 F.2d 1039, 1049 (3d Cir.1993)
(discussing the role of a federal court when predicting
state law). When a federal court sets out to predict state
law, it sits, in effect, as a state supreme court.
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Commissioner v. Estate of Bosch, 387 11.S. 456, 465, 87
S.Ct. 1776, 1783, 18 L.Ed.2d 886 (1967). Any relevant
decisions of that state’s own lower courts must therefore
be researched thoroughly and given great weight, at least
in the absence of convincing evidence showing that the
state supreme court would not follow them. See Fideliiy
[/nion Trust Co. v, Field, 311 L1.S. 169, 177-78, 61 S.Ct.
176, 178, 85 L..Ed. 109 (1940).

141 151 161 [7) 8] In so doing, this Court employs Kansas’ rules
of statutory construction. When Kansas courts are called
upon to interpret statutes, “the fundamental rule
governing that interpretation is that ‘the intent of the
legislature governs if that intent can be ascertained. The
legislature is presumed to have expressed its intent
through the language of the statutory scheme it enacted.” ”
In re Adoption of G.L.V. and M.J.V., 286 Kan. 1034, 190
P.3d 245, 251-52 (2008) (quoting State ex rel. Stovall v.
Meneley, 271 Kan. 355,22 P.3d 124, 143 (2001)). It is for
this reason that, “when the language of a statute is plain
and unambiguous, courts ‘need not resort to statutory
construction.” ” fd. (quoting fn re K.M H.,, 285 Kan. 53,
169 P.3d 1025, 1042 (2007)). That is, “ ‘[w]hen the
language is plain and unambiguous, an appellate court is
bound to implement the expressed intent.” ” Id (quoting
State v. Manbeck, 277 Kan. 224, 83 P.3d 190 (2004)). But
if “ ‘the face of the statute leaves its construction
uncertain, the court may look to the historical background
of the enactment, the circumstances attending its passage,
the purpose to be accomplished, and the effect the statute
may have under the various constructions suggested.
[Citation omitted.]’ ” Id. (quoting Robinett v. The Haskell
"o, 270 Kkan. 95, 12 P.3d 411, 416 (2000}).

91 110] (111 Additionally, Kansas courts should generally
“construe statutes to avoid unreasonable results and
should presume that the legislature does not intend to
enact useless or meaningless legislation.” fd. (quoting
Hawley v. Kansas Dept. of Agriculture, 281 Kan. 603,
132 P.3d 870, 889 {2006)). Kansas courts must determine
the legislature’s intent behind particular statutory
language “ ‘from a general consideration of the entire act.
Effect must be given, if possible, to the entire act and
every part thereof. To this end, it is the duty of the court,
as far as practicable, to reconcile the different provisions
so as to make them consistent, harmonious, and sensible.
[Citation omitted.]” ” Jd. (quoting {n re Marriage of Ross,
245 Kan. 591, 783 P.2d 331, 334 {1989)). Moreover, if a
general and specific statute cannot be construed in
harmony, the specific statute will control unless it is clear
that the legislature wanted the general statute to control.
State ex rel. Tomasic v. Unified Gov't of Wyandotte
Countw/Kansas City, 264 Kan. 293, 955 P.2d 1136, 1152
(1998).
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a. Perfection and covered collateral
As noted above, the Kansas Legislature enacted Kansas §
9-339a as a non-uniform amendment to Kansas’ version
of the Uniform Commercial Code. Subsection (a) of
Kansas § 9-339a provides for the creation of a security
interest in favor of “interest owners”:

This section provides a security
interest in favor of interest owners
(as secured parties) to secure the
obligations of the first purchaser of
oil and gas production *97 (as
debtor) to pay the purchase price. A
signed writing giving the interest
owner a right under real estate law
operates as a security agreement
created under article 9 of chapter
84 of the Kansas Statutes
Annotated, and  amendments
thereto. The act of the first
purchaser in signing an agreement
to purchase oil or gas production,
in issuing a division order, or in
making any other voluntary
communication to the interest
owner or any governmental agency
recognizing the interest owner’s
right operates as an authentication
and adoption of the security
agreement in accordance with
K.S.A. 84-1-201(39), and
amendments thereto.

K.S.A. § 84-9-339a (a).

The term “interest owner™ is defined as “a person owning
an entire or fractional interest of any kind or nature in oil
or gas production at the time of severance, or a person
who has an express, implied or constructive right to
receive a monetary payment determined by the value of
oil or gas production or by the amount of production.” Id.
at § 9-339a(p)(2). A “first purchaser,” meanwhile, is
defined as “the first person that purchases oil or gas
production from an operator or interest owner after the
production is severed, or an operator that received
production proceeds from a third-party purchaser who
acts in good faith under a division order or other
agreement signed by the operator under which the
operator collects proceeds of production on behalf of
other interest owners.” Id. at § 9-33%9a(p)(3).* An
“operator” is “a person engaged in the business of
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severing oil and or gas production from the ground,
whether for the operator alone, for other persons alone or
for the operator and others.” Id. at § 9-339a(p)(4).

As noted above, the statute treats an agreement to
purchase oil or gas production, the issuance of a division
order, and “any other voluntary communication” from the
operator or first purchaser to the interest owner or any
governmental agency recognizing the interest owner’s
rights as the authentication and adoption of a security
agreement. /d. at § 9-339a(a). Unlike in some states with
similar statutes, however, this security interest is not
automatically perfected in Kansas. Instead, § 9-339a(b)
provides that:

In order for any interest owner to
claim the security interest provided
by this section, an affidavit of
production must be filed as
prescribed by K.S.A. 55-205, and
amendments thereto, which
affidavit must show that a well or
wells capable of producing in
paying quantities have been
completed on the pertinent oil and
gas lease or leases and lands
covered thereby. This filing is
effective as a financing statement
covering as-extracted *98 collateral
as provided by K.S.A. 84-9-501,
and amendments thereto, and the
security interest provided by this
section is perfected as of the date of
recording, There is no requirement
of refiling every five years to
maintain the effectiveness of the
filing.

Id. at § 9-339a (b).

121 Thus, a perfected security interest arising under
Kansas § 9-339a does not require an actual written
security agreement or the filing of an actual financing
statement. Instead, the security interest arises upon either
() an agreement to purchase oil or gas production, (ii) the
issuance of a division order, or (iii) “any other voluntary
communication” that meets the requirements set forth
above, and is perfected upon the filing of an affidavit of
production or its equivalent.

The security interests created by Kansas § 9-339a
encumber: (i) oil and gas production in the possession of
the first purchaser, and (ii) proceeds thereof received by
or due to the first purchaser. Id at § 9-339a(c). These
© 2016 1 Mo claim
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security interests exist “for an unlimited time™" if:

(A) The proceeds are oil or gas production, inventory
of raw, refined or manufactured oil or gas
production, or rights to or products of any of these,
although the sale of such proceeds by a first
purchaser to a buyer in the ordinary course of
business as provided in subsection (e) will cut off the
security interest in those proceeds;

(B) the proceeds are accounts, chattel paper,
instruments and documents; or

(C) the proceeds are cash proceeds.
Id. at § 9-339a (c)(1)(A), (B), and (C).

Section 9--102(a)(9) defines “cash proceeds” as “proceeds
that are money, checks, deposit accounts, or the like.” Id.
at § 9-102(a)(9). Otherwise the security interest exists
“for the length of time provided by K.S.A. 84-9-315, and
amendments thereto, as to all other proceeds.” Id. at §
9-339a(c)(2). Kansas § 9-339a recognizes the historic
practice of allowing full payment from a buyer in the
ordinary course to ultimately discharge the interest
owner’s security interest, however. See id. at § 9-339a

(e).

Moreover, Kansas § 9-339a(j) provides that a security
interest created by the statute “remains effective against
the debtor and perfected against the debtor’s creditors
even if assigned, regardless of whether the assignment is
perfected against the assignor’s creditors. If a deed,
mineral deed, assignment of oil or gas lease, or other such
writing evidencing the assignment is filed in the real
estate records of the county, it will have the same effect as
filing an amended financing statement under K.S.A.
84-9-515, and amendments thereto.” /d. at § 9-339a (j).

In addition to, and not to be confused with the interest
owners’ security interests in oil and gas and resulting
proceeds, Kansas § 9-339a provides for the creation of a
statutory lien that “secures the payment of all taxes that
are or should be withheld or paid by the first purchaser,
and a lien that secures the rights of any person who would
be entitled to a security interest under subsection
(c)(1)(A) of this section except for lack of any adoption of
a security agreement by the first purchaser or a lack of
possession or writing required by K.S.A. 84-9-201 or
84-9-203, and amendments thereto, for the security
interest to be enforceable.”” Id. at § 9-339a(d).’

131 As noted briefly above, the Banks argue that Kansas §
9-339a(b)’s language *99 stating that the filing of an
affidavit of production is required to perfect the security
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interests asserted by the Kansas Producers, and that such a
filing “is effective as a financing statement covering
as-extracted collateral as provided by K.S.A. 84-9-501”
indicates that Kansas § 9-339a only provides a security
interest in as-extracted collateral. This argument is
significant, because both sides acknowledge that Kansas’
definition of “as-extracted collateral” would exclude the
Kansas Producers. K.S.A. § 84-9-102(a)(6) defines
“as-extracted collateral” as:

(A) Oil, gas, or other minerals that are subject to a
security interest that:

(i) Is created by a debtor having an interest in the
minerals before extraction; and

(ii) attaches to the minerals as extracted; or

(B) accounts arising out of the sale at the wellhead or
minehead of oil, gas, or other minerals in which the
debtor had an interest before extraction.

Id. at § 9-102(a)(6).

The Kansas Producers, meanwhile, argue that the phrase
“effective as a financing statement covering as-extracted
collateral” means that the filing of an affidavit of
production gives a party the same rights they would have
if they filed a financing statement covering “as-extracted
collateral” under Kansas law.

This Court believes that, were it to consider the issue, the
Kansas Supreme Court would embrace the Kansas
Producers’ reading on this point, based on the plain
language of the statute. In so holding, the Court finds that
the language of Kansas § 9-339a(b) cannot be read as
limiting the security interests provided by Kansas §
9-339a to security interests arising in as-extracted
collateral. Moreover, the structure of Kansas § 9-339a
counsels against the reading espoused by the Banks as
well. Subsection (b), in which the disputed language
appears, is the subsection governing perfection. Were the
Bank’s reading correct, such language would most likely
be found in subsection (a) or (c), each of which address
the scope of the security interest created by Kansas §
9-339%a.

b. Priority

(141 Subsection (f)(1) of Kansas § 9-339a provides that
“[s]ecurity interests created by this section shall be treated
as purchase money security interests for purposes of
determining their relative priority under K.5.A.
84-9-322, 84-9-323 or 84-9-324, and amendments

Wi AW © 2016 1 - iter o clai

thereto; holders of these security interests are not required
to give the written notices as provided by K.S.A,
84-9-324, and amendments thereto, to enjoy purchase
money priority over security interests with a prior
financing statement covering inventory.”” Id. at §
9-339a(f)(1). Sections 9-322 and 9-323 are the Kansas
UCC’s general priority and future advances sections,
respectively. The last section referred to, Kansas § 9-324,
is the Kansas UCC’s section governing priority of
purchase money security interests.

Of particular importance to the instant dispute are the
provisions of Kansas § 9-324(a) and (b):

(a) Except as otherwise provided in subsection (g), a
perfected purchase-money security interest in goods
other than inventory or livestock has priority over a
conflicting security interest in the same goods, and,
except as otherwise provided in K.S.A. 84-9-327
and amendments thereto, a perfected security interest
in its identifiable proceeds also has priority, if the
purchase-money security interest is perfected when
the debtor *100 receives possession of the collateral
or within 20 days thereafter.

(b) Subject to subsection (c) and except as otherwise
provided in subsection (g), a perfected
purchase-money security interest in inventory has
priority over a conflicting security interest in the
same inventory, has priority over a conflicting
security interest in chattel paper or an instrument
constituting proceeds of the inventory and in
proceeds of the chattel paper, if so provided in
K.S.A. 84-9-330 and amendments thereto, and,
except as otherwise provided in K.S.A. 84-9-327
and amendments thereto, also has priority in
identifiable cash proceeds of the inventory to the
extent the identifiable cash proceeds are received on
or before the delivery of the inventory to a buyer, if:

(1) the purchase-money security interest is
perfected when the debtor receives possession of
the inventory;

(2) except where excused by K.S.A. 84-9-340,
and amendments thereto, the purchase-money
secured party sends an authenticated notification
to the holder of the conflicting security interest;

(3) the holder of the conflicting security interest
receives any required notification within five years
before the debtor receives possession of the
inventory; and

(4) the notification states that the person sending
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the notification has or expects to acquire a
purchase-money security interest in inventory of
the debtor and describes the inventory.

Id. at § 9-324(a), (b).

The parties vigorously dispute just how Kansas §
9-339(f)(1) interacts with Kansas § 9-324, § 9-324(b).
The parties all acknowledge that Kansas § 9-339a(o)
provides that “[t]he rights of any person claiming under a
security interest or lien created by this section are
governed by the other provisions of [Article 9] except to
the extent that this section necessarily displaces those
provisions.” But the parties disagree regarding the
question of whether Kansas § 9-339a, including but not
limited to subsection (f)(1), necessarily displaces Kansas
§ 9-324. The Kansas Producers argue that it does. The
Banks argue that it does not.

The Banks contend that Kansas § 9-339a(f)(1)’s language
dictating that the security interests created by Kansas §
9-339a(a) “shall be treated as purchase money security
interests for purposes of determining their relative priority
under K.S.A. 84-9-322, 84-9-323 or 84-9-324, and
amendments thereto” means just what it says. That is, the
Banks contend that the PMSI priority created by Kansas §
9-339a(f)(1) is no more or less broad than any other
PMSI in inventory would be, and is thus subject to the
same cutoff rules as all other PMSIs in inventory. This is
the case, they contend, because nothing in any part of
Kansas § 9-339a expressly provides otherwise.
Consequently, the general rules regarding PMSIs in
Kansas § 9-324 are not displaced by Kansas § 9-339a,
and, as per Kansas § 9-339a(o), the general rules
therefore govern the terms of the PMSI created by Kansas

§ 9-339a (f)(1).

By contrast, the Kansas Producers posit that Kansas §
9-339a was intended to be, and is, a self-contained
statutory provision that completely governs the rights of
interest owners with respect to the security interests
provided therein in oil and gas and resulting proceeds. In
support of this argument, the Kansas Producers cite
examples of other provisions of Kansas § 9- *101
339a—distinct from subsection (f)(1)—contradicting
other provisions of Kansas’ Article 9.

The Kansas Producers also argue that Kansas § 9-324 is
directly displaced by Kansas § 9-339a(c), when read in
conjunction with Kansas § 9-339a(a). Kansas § 9-339a(c)
provides that the security interest granted to the Kansas
Producers by the remainder of Kansas § 9-339a

exists in oil and gas production, and also in the
following proceeds of such production owned by,
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received by, or due to the first purchaser:
(1) For an unlimited time if:

(A) The proceeds are oil or gas production,
inventory of raw, refined or manufactured oil or
gas production, or rights to or products of any of
these, although the sale of such proceeds by a first
purchaser to a buyer in the ordinary course of
business as provided in subsection (€) will cut off
the security interest in those proceeds;

(B) the proceeds are accounts, chattel paper,
instruments and documents; or
(C) the proceeds are cash proceeds."

Id. at § 9-339a (c)(1).

Finally, the Kansas Producers argue that the operation of
the oil and gas industry supports construing those entitled
to PMSI priority under the Kansas statute broadly. Put
simply, they contend that, as a practical matter, the oil and
gas industry works in such a manner that PMSI priority
would, under Kansas § 9-324(b), always be limited to
inventory still in the hands of a first purchaser (or, in the
case of bankruptcy, inventory still in the hands of a first
purchaser on the day the bankruptcy petition is filed). The
Kansas Legislature, they argue, must have intended for
the PMSI priority to extend more broadly. "

On this point, the Court believes that the Kansas Supreme
Court would adopt the Banks’ reading based on the plain
language of Kansas § 9-339a. In so doing, the Court
holds that the general rules regarding PMSIs in Kansas §
9-324 are not displaced by Kansas § 9-339a and
therefore serve to govern Kansas § 9-339a.

To embrace the Kansas Producers’ argument that Kansas
§ 9-339a is a self-contained statutory provision would
essentially read Kansas § 9-339a(0)’s directive regarding
when the section is governed by other Article 9 provisions
out of the statute. Moreover, the Kansas Producers’
examples where other parts of Kansas § 9-339a, which
are unrelated to Kansas § 9-324’s language regarding
PMSI priority, displace other sections of Kansas’ version
of Article 9 are irrelevant to the issue of whether Kansas §
9-324 is displaced by Kansas § 9-339a. Displacement of
Article 9 by Kansas § 9-339a is not an all-or-nothing
proposition; Kansas § 9-339a can displace some sections,
but not others.

What is relevant is whether specific language in Kansas §
9-339a necessarily displaces Kansas § 9-324’s rules
regarding PMSI priority in inventory, and the only
language offered by the Kansas Producers is insufficient
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to support the proposition. The Kansas Producers
essentially argue *102 that when Kansas § 9-339a(a), (b),
(c), and (f) are read together, they state that the security
interest “provided by this section” shall be “treated as
purchase-money security interests” in dealing with other
security interests not provided by § 9-339a, and shall
continue “[flor an unlimited time” in most forms of
proceeds. Put another way, the Kansas Producers argue
that Kansas § 9-339a(c)’ s “unlimited time” language
necessarily displaces Kansas § 9-324(b)’s limitations on
the life of a PMSI in inventory.

The main problem with this reading, however, is that it
overlooks exactly what it is that continues for an
unlimited time under Kansas § 9-339a(c): the Kansas
Producers’ security interest, not the Kansas Producers’
PMSI priority. Had the Kansas Legislature wanted the
Kansas Producers’ PMSI to continue for an unlimited
time, it could have expressly stated as much, but it did
not. Instead, it gave the Kansas Producers a security
interest that continues for an unlimited time in most forms
of proceeds, and it provided that this security interest is
“treated as” a PMSI. To see what type of priority a PMSI
enjoys under Kansas law (and to what collateral it
attaches), however, the Court must look to Kansas §
9-324, including Kansas § 9-324(b) in the case of
inventory. Otherwise, the Court would be at a loss for
how to treat the Kansas Producers’ security interests as
PMSIs.

51 Thus, the Court holds that, pursuant to Kansas §
9-324(b), the Kansas Producer’s PMSI priority is limited
to inventory on hand at the time the Debtors filed
bankruptcy, any identifiable cash proceeds that the
Debtors received prior to delivery of the oil and gas
production to the subsequent purchaser, and certain
chattel paper. Id. at § 9-324(b).

But the Kansas Producers who meet the requirements set
forth in Kansas § 9-339a could still be granted a security
interest if Kansas law governs perfection in this adversary
proceeding, even if they do not qualify for PMSI priority,
and these security interests could prove quite valuable. As
noted above, subsection (a) of Kansas § 9-339a provides
for the creation of a security interest in favor of interest
owners and provides that “[a] signed writing giving the
interest owner a right under real estate law operates as a
security agreement created under [Article 9].” K.5.A, §
84-9-339a(a). Subsection (b) of Kansas § 9-339a,
meanwhile, provides for perfection of this security
interest by the filing of an affidavit of production and,
more importantly, dictates that such a filing “is effective
as a financing statement covering as-extracted collateral
as provided by K.S.A. 84-9-501, and amendments

thereto, and the security interest provided by this section
is perfected as of the date of recording. There is no
requirement of refiling every five years to maintain the
effectiveness of the filing.” Id. at § 9-339a(b). Moreover,
Kansas § 9-339a provides that a security interest (or
statutory lien) created by the statute “remains effective
against the debtor and perfected against the debtor’s
creditors even if assigned, regardless of whether the
assignment is perfected against the assignor’s creditors.”
Id. at § 9-339a(j). If a deed, mineral deed, assignment of
oil or gas lease, or other such writing evidencing the
assignment is filed in the real estate records of the county,
it will have the same effect as filing an amended financing
statement under K.S.A. 84-9-515, and amendments
thereto. Id.

Section § 9-322 of Kansas' version of Article 9 provides
that “conflicting perfected security interests ... rank
according to priority in time of filing or perfection.
Priority dates from the earlier of the time of a filing
covering the collateral is first *103 made or the security
interest ... is first perfected.” Id. at § 9-322(a)(1). For
purposes of subsection (a)(1), “[t]he time of filing or
perfection as to a security interest in collateral is also the
time of filing or perfection as to a security interest in
proceeds.” Id. at § 9-322(b)(1).

In practice, any given Kansas Producer may have filed an
affidavit of production in the applicable county clerk’s
office before the Banks’ financing statement was filed.
Accordingly, under the “first to file or perfect” rule, the
Kansas Producers’ security interests in collateral such as
oil and gas production, accounts, cash, exchanged oil and
gas, and the like, which extend for an unlimited time
pursuant to § 9-339a(c), would take priority under Kansas
law over the Banks’ competing Article 9 security interest
in the same collateral to the extent that such affidavits of
production benefiting the Kansas Producers were filed
prior to the Banks’ financing statements covering the
same collateral.

(161 To the extent that creditors possess unperfected
security interests, however, they will be subordinate to a
perfected security interest in the same collateral under
Kansas’ Article 9 priority rules. This is because Kansas §
9-322(a)(2) provides that “[a] perfected security interest
or agricultural lien has priority over a conflicting
unperfected security interest or agricultural lien.”

Z. Delaware law

Delaware’s version of Article 9 applies to, inter alia, “a
transaction, regardless of its form, that creates a security
interest in personal property or fixtures by contract.” 6
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Del. C. § 9-109. In this regard, the scope of Delaware’s
Article 9 is identical to Kansas § 9-109, and 12A OKkl. St.
Ann. § 1-9-109.

As noted above, Kansas § 9-339a is a non-uniform
amendment to Kansas’ version of Article 9 of the UCC.
Delaware’s version of Article 9 does not contain a similar
provision providing for automatic perfection of a security
interest to producers of oil and gas. Instead, oil and gas
producers seeking to perfect a security interest under
Delaware law are left to do so via Article 9’s traditional
methods of perfection. These include filing a financing
statement, taking possession of the collateral, and, when
appropriate, obtaining “control’* over the collateral.

17l To the extent that Delaware law governs perfection
and certain creditors, such as the Kansas Producers, fail to
perfect security interests in Delaware before the relevant
debtor files bankruptcy, these creditors will be
subordinate to a creditor who has a perfected security
interest in the collateral in question under Delaware’s
Article 9 priority rules. See id. at § 9-322(a)}(2).

3. Oklahoma law

18] Tjke Delaware’s version of Article 9, Oklahoma’s
UCC does not contain a provision similar to Kansas §
9-339a."” Thus, producers of oil and gas who wish to
perfect an Article 9 security interest under Oklahoma law
must either file a financing statement in Oklahoma, take
possession of the collateral in question, where allowed, or
obtain control over the collateral in question, again where
allowed, in order to do so. To the extent producers fail to
properly perfect their security interest via one of these
methods, any security interest *104 they possess will be
unperfected under Oklahoma law. Just as in Delaware and
Kansas, an unperfected security interest will be
subordinate to a perfected security interest under
Oklahoma’s Article 9 priority rules. See 12A OKl.St.Ann.
§ 1-9-322.

4. Choice of law

The issues before this Court with respect to the claims of
the Kansas Producers are: (i) whether, under applicable
choice of law principles, Kansas law governs the
perfection and/or priority of the Kansas Producers’
claimed security interests against the Debtors; and (ii) if
Kansas law applies and if the Kansas Producers have
perfected security interests thereunder, whether and to
what extent the Kansas Production and the proceeds
thereof have priority over the competing Article 9 security
interests of the Banks.

VWEST LAW
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a. Governing law of perfection

(191 “YWhen two states have a connection to a case and an
issue arises on which the states’ respective laws differ, a
choice of law must be made.” PHP Liquidating, LLC v.
Robbins (in re PHP Healthcare Corp.), 128 Fed.Appx.
839, 843 (3d Cir.2005). See also Hiiber v. Tavior, 469
F.3d 67, 74, 76 (3d Cir.2006) (where there is “a true
conflict between ... potentially applicable bodies of law”
it is necessary “to examine the law of all the relevant
jurisdictions”) (emphasis in original). Here, Kansas §
9-339a is a non-uniform amendment to the UCC, which
differs from the standard UCC rules regarding the
perfection and priority of security interests. Accordingly,
this Court must determine which states’ laws govern (i)
perfection of the Kansas Producers’ alleged security
interests in the Kansas Product and the proceeds thereof
and (ii) whether the Kansas Producers’ claimed security
interests in the Debtors’ assets have priority over the
Bank’s conflicting security interest in the same assets.
The fact that Kansas enacted non-uniform provisions of
the UCC concerning Kansas oil and gas does not end the
inquiry as to whether the security interests claimed by the
Kansas Producers have priority over the competing
security interests of the Banks in assets of the relevant
Debtors—a Delaware entity and two Oklahoma entities.

[201 211 Tn the absence of a specific federal policy or
interest dictating the use of federal choice of law rules, it
is well settled in this Circuit that a bankruptcy court faced
with the issue of which substantive state law to apply to a
claim for relief in an adversary proceeding applies the
choice of law rules of the forum state. PH/P Liquidating,
128 Fed.Appx. at 843 (3d Cir.2005); Robeson Indus.
Corp. v. Hartford Accident & Indemn. Co., 178 F.3d 160,
164-65 (3d Cir.1999). Charan Trading Corp. v
Uni-Marts, LLC (In re Uni-Marts, LLC), 399 B.R. 400,
414 n. 4 (Bankr.D.Del.2009); Pickett v. Integrated Health
Servs., Inc. {In re Integrated Health Services, Inc.), 304
B.R. 101, 106 (Bankr.D.Del.2004), aff’d, 233 Fed.Appx.
115, 118 n. 2 (3d Cir.2007). Because Klaxon v, Stentor
Elec. Mfg. Co., 313 11.S. 487, 496, 61 S.Ct. 1020, 85
[..EEd. 1477 (1941), “make[s] clear that federal law may
not be applied to questions which arise in federal court
but whose determination is not a matter of federal law,”
In re Merritt Dredging Co., 839 F.2d 203, 206 {(4th
Cir.1988), state choice of law rules must be applied in
adversary proceedings in bankruptcy court.

(221 The Kansas Producers argue that in deciding the
choice of law question here, this Court should not apply
Delaware’s choice of law rules and should instead assess
which state has the “most significant contacts and
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relationships.” (See Ks. Pls. Opp. Br. at 10 (adopting
Texas Producers’ *105 choice of law argument); Tex. Pls.
Opp. Br. at p. 20). However, while Vanston Bondholders
Pratective Comm. v. Green, 329 1.S. 156, 67 S.Ct. 237,
91 L.Ed. 162 (1946), on which Plaintiffs rely, “contains
some broad statements that may be read to suggest that
bankruptcy courts should not adopt the choice of law
rules of the forum state,” the Court did not hold that
federal choice of law rules apply to state law claims in
adversary proceedings in bankruptcy courts. Bianco v.
Erkins {In re Gaston & Snow), 243 F.3d 599, 60607 (2d
(Cir.2001). Thus, the holding in Fanston does not conflict
with the Bank’s position here that the forum’s choice of
law principles apply.

In sum, applicable Third Circuit precedent makes clear
that Delaware’s choice of law rules regarding perfection
and priority of UCC security interests apply to the claims
of the Kansas Producers in these adversary proceedings.
This Court is not free to disregard Article 9°s choice of
law rules and engage in its own ad Aoc assessment of
which states have the most significant contacts here."

In resolving choice of law questions, Delaware courts
apply the Restatement (Second) of the Law Conflict of
Laws (“Restatement”). Travelers Inde. Co. v. Lake, 594
A.2d 38, 46-47 (Del. 1991}; Qliver B. Cannon & Son, Inc.
v. Dorr—Oliver, Ine, 394 A.2d 1160, 1166 (Del.1978).
Under the Restatement, a court “will follow a statutory
directive of its own state on choice of law.” Restatement §
6(1). As the Comment to this Restatement section states,
“[tlhe court must apply a local statutory provision
directed to choice of law provided that it would be
constitutional to do so. An example of a statute directed to
choice of law is the Uniform Commercial Code which
provides in certain instances for ... the application of the
law of a particular state.” Section 9-301 of the Delaware
UCC, Del.Code Ann. tit. 6, § 9-301 (Delaware § 9-301),
titled “Law governing perfection and priority of security
interests,” is precisely such a statutory directive.
Delaware § 9-301 governs choice of law determinations
with respect to non-uniform amendments to the UCC
regarding the perfection and priority of security interests,
such as Kansas § 9-339a. Delaware § 9-301 must be
applied as written.

23] There is no merit to the contention of the Kansas
Producers that Delaware § 9-301 does not apply here.
Citing § 9-109(a)(1) of the Delaware UCC, they have
asserted that Delaware’s UCC, including § 9-301, is
inapplicable because the “purchase money security
interests” they claim are created by statute, and thus are
statutory liens, not Article 9 UCC security interests that
arise “by contract.” (See Ks. Pls. Opp. Br. at 10)(adopting

Texas Producers’ choice of law argument)."

Kansas § 9-339a makes clear that it creates a security
interest that can arise only by contract and that is within
the scope of both Kansas’ and Delaware’s version of
Article 9. Plaintiffs rely on subsection (a) *106 of
Kansas § 9-339a, which creates “a security interest in
favor of interest owners (as secured parties) to secure the
obligations of the first purchaser of oil and gas production
(as debtor) to pay the purchase price.” But the statute
specifically provides that “[a] signed writing giving the
interest owner a right under real estate law operates as a
security agreement created under article 9 of chapter 84 of
the Kansas Statutes Annotated, and amendments thereto.”
See Kansas § 9-339a(a). It also states that:

[t]he act of the first purchaser in signing an agreement
to purchase oil or gas production, in issuing a division
order, or in making any other voluntary communication
to the interest owner or any governmental agency
recognizing the interest owner’s right operates as an
authentication and adoption of the security agreement
in accordance with K.S.A, B84-1-201(39), and
amendments thereto.
Id
When asked to interpret a similar statute, Texas § 9.343,
the court in fn re Exron North Anierica Corp., 312 B.R.
27 (S.D.H.¥.2004), stated that the Texas law “was
designed to ‘mirror[ ] the creation of a consensual
security interest by deeming that certain standard
conveyancing and marketing instruments fulfill the
documentation requirements imposed by article 9 [of the
UCC].’ ” Id. at 31 (quoting {n re Enron Corp., 302 B.R.
455, 459 (Bankr.S.D.M.¥.2003)). Kansas § 9-339a,
which was modeled after the Texas statute and tracks its
language to a great extent, is structured the same way.
Therefore, this Court concludes that the Kansas Producers
claim consensual security interests that arise by contract,
not statutory liens or similar statutory interests, and
considers the choice of law issue in this context.

1241 The Kansas Producers argue that, even if the Delaware
UCC were to govern, that it defers to a statute such as
Kansas § 9-339a in two separate instances. The first such
instance is Delaware § 9-109(c)(3), which provides that
Delaware’s version of Article 9 does not apply to the
extent that “a statute of another State, a foreign country,
or a governmental unit of another State or a foreign
country, other than a statute generally applicable to
security interests, expressly governs creation, perfection,
priority, or enforcement of a security interest created by
the State, country, or governmental unit.” 6 Del, C, §
9-109(e}(3). It is well-settled, however, that this
languages only addresses governmental debtors. See id. ai
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§ 9-109 official cmt. § 9. Thus, it is inapplicable to this
case.

1251 The second instance is no more persuasive. The
Kansas Producers cite Official Comment 7 to Delaware §
9-320. This Comment states, in the context of a
discussion of Delaware § 9-320(d}, that:

Under subsection (d), a buyer in
ordinary course of business of
minerals at the wellhead or
minehead or after extraction takes
free of a security interest created by
the seller. Specifically, it provides
that qualified buyers take free not
only of Article 9 security interests
but also of interests “arising out of
an encumbrance.” ... This issue is
significant only in a minority of
states. Several of them have
adopted special statutes and
nonuniform amendments to Article
9 to provide special protections
*107 to mineral owners, whose
interests  often  are  highly
fractionalized in the case of oil and
gas. See Terry 1. Cross, Qil and
{fas  Prodict  Liens—Statutory
Security Interests for Producers
and Royvalty Owners Under the
Statutes of Kansas, New Mexico,
Oklahoma, Texas and Wyoming, 50
Consumer Fin. L.Q. Rep. 418
(1996). Inasmuch as a complete
resolution of the issue would
require the addition of complex
provisions to this Article, and there
are good reasons to believe that a
uniform solution would not be
feasible, this Article leaves its
resolution to other legislation.

6 Del. C. § 9-320(d) official cmt. § 7 (emphasis added).

The Kansas Producers argue that the language
emphasized above indicates that the Delaware UCC
defers to these nonuniform UCC provisions governing oil
and gas production. Putting aside the fact that this
language is from an Official Comment, and not from
statutory text, the Court holds otherwise. Stating that a
“uniform solution” to such oil and gas interests “would
not be feasible” and is therefore left to “other legislation”
does not mean that Delaware law defers to such “other
legislation.” Rather, this language, which was adopted

1w i ALAS

from model Article 9, merely recognizes that some states
will enact non-uniform UCC amendments on the subject
governed by Delaware § 9-320(d). The Court’s
interpretation of Comment 7 is further supported by the
fact that the Comment does not accompany one of
Delaware’s choice of law provisions, but rather a
provision governing the extinguishment of security
interests in oil and gas by a buyer in the ordinary course.

Application and enforcement of Article 9’s choice of law
rules here would also further a “primary goal” of the
UCC, i.e., “ ‘to promot[e] certainty and predictability in
commercial transactions.” ” Shell (il v. HRN, Inec., 144
S.W.3d 429, 435 (Tex.2004) (quoting Am. Airlines
Employees Fed Credit Union v. Martin, 29 S.W.3d 86,
92 (Tex.2000}). “One of the principal purposes of the
2001 changes in Article 9 of the UCC was to require that
all UCC security interest filings for a given corporation be
made in the corporation’s state of incorporation.” In re
Aura  Systems, Inc, 347 B.R. 720, 724
(Bankr.C.D.Cal.2006),

Original Article 9 provided that the state where collateral
was located was usually the proper location for perfecting
a security interest. See UCC 9-301 official cmt. | 4. This
law was unsatisfactory to the American Law Institute
(ALI) and the Uniform Law Commission of The National
Conference of Commissioners on Uniform State Laws
(NCCUSL), the entities responsible for the drafting of
Revised Article 9, for two reasons. See id First, lenders
seeking a security interest in a corporation’s collateral
would have to examine the filings in all states where the
corporation had collateral to make sure that there was no
outstanding encumbrance in such collateral, and they
were required to file financing statements in every state
where such collateral was located. See id. This process
was deemed overly burdensome on commerce, and
consequently Revised Article 9 “reduces the number of
filing offices in which secured parties must file or search
when collateral is located in several jurisdictions.” Id.

Second, personal property is frequently moved from state
to state. Under original Article 9, “a secured creditor
could lose its security interest if it did not adequately keep
track of the location of its collateral and take appropriate
subsequent steps, within an appropriate time frame, to
maintain its secured status by filing in the new state or
states where the collateral came to rest.” Aura Systems,
347 B.R. at 724 (citing UCC § 9-103 (1972) (amended
effective *108 July 1, 2001)). “In addition, a secured
creditor would have to investigate the provenance of
collateral to find out if it was subject to a prior perfected
security interest in another state.” fd.
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As has been noted elsewhere, “[t]he goal of the 2001
amendments here at issue was to make a UCC security
interest filing permanent and easy to find.” /d. This is in
keeping with the longstanding goal of Article 9 “to create
a simple and clear notice filing system.” First Agri Serv.,
Inc. v. Kahl, et al., 129 Wis.2d 464, 385 N.W.2d 191, 196
n. 9 (Ct.App.1986). For an Oklahoma corporation, for
instance, a potential creditor now can simply examine the
UCC filings in Oklahoma to determine whether there is a
financing statement covering any collateral belonging to
the corporation anywhere in the United States.! Ignoring
Article 9’s choice of law rules would not only
compromise this system and unravel a national,
notice-filing system, but also would ignore the enactment
of UCC 9-301 by each state legislature that is in any way
even remotely involved in this adversary proceeding,
including Kansas.

Thus, this Court will apply Delaware § 9-301 to
determine which states’ substantive laws govern
perfection and priority of the security interests claimed by
the Kansas Producers. The general rule of Delaware (and
Kansas and Oklahoma) § 9-301 is that the location of the
debtor governs perfection. Del.Code Ann. tit. 6, §
9-301(1). As Official Comment 4 to Delaware § 9-301
states, “the law governing perfection of security interests
... is the law of the jurisdiction of the debtor’s location, as
determined under Section 9-307.” Section 9-307(e)
provides that the location of a registered organization is
the state in which the entity was organized. Thus, the
locations of SemCrude, Eaglwing and SemGas are
Delaware, Oklahoma and Oklahoma, respectively. None
of these three Debtors is “located” in Kansas.

126] 271 UJnder Delaware § 9-301, the law of the location of
the relevant Debtor governs perfection of the Kansas
Producers’ claimed security interests to the extent that, as
of the Petition Date, that Debtor had possession of the oil
and gas originating from the Kansas Producers or
proceeds thereof in the form of exchanged oil or gas. The
law of the location of the relevant Debtor also governs
perfection of proceeds of the Kansas Product held in the
form of accounts receivable as of the Petition Date. See
id. at § 9-301 official cmt. 3, Example 1.

281 Under Delaware § 9-301, the only relevant exception
to the general rule that the law of the location of the
Debtor governs perfection is Delaware § 9-304(a). That
section provides, with respect to cash proceeds of the
Kansas Product held by the Debtors in bank accounts as
of the Petition Date, that “[t]he local law of [the] bank’s
jurisdiction governs perfection.” A “bank’s jurisdiction
for purposes of this” provision means, in general, the law
that the bank and the debtor or customer agreed would
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apply or, if there is no such agreement, the law of the
place where the office in which the account is located. /d.
at § 9-304(b). Schedules filed by the Debtors in these
cases show that their cash, as of the Petition Date, was
held in a bank located in Oklahoma. (Eaglwing, L.P. First
Amended Schedules/Statements, Sch. B [Case No.
08-11525, Docket No. 1927]; SemCrude, L.P. First
Amended Schedules/Statements, Sch. B [ *109 Case No.
08-11525, Docket No. 1926]; SemGas, L.P. First
Amended Schedules/Statements, Sch. B [Case No.
08-11525, Docket No. 1936] ). Therefore, the perfection
of security interests in cash proceeds of Kansas Product is
governed by Oklahoma law, not Delaware or Kansas
law. "

121 The Court also acknowledges that Delaware §
9-301(4) provides that “[t]he local law of the jurisdiction
in which the wellhead or minehead is located governs
perfection, the effect of perfection or nonperfection, and
the priority of a security interest in as-extracted
collateral.” As noted above, the Kansas Producers who
have filed an affidavit of production in Kansas are
deemed to have filed a financing statement covering
as-extracted collateral. To the extent that this language
transforms the Kansas Product into “as-extracted
collateral,” it does so only under Kansas law. Because the
Kansas Product does not fit within Delaware’s definition
of “as-extracted collateral,”” however, the rule in Delaware
§ 9-301(4) is not triggered. That is, the Kansas Product is
not considered to be as-extracted collateral under
Delaware law, thus the exception for as-extracted
collateral in Delaware § 9-301(4) does not apply,.

B9 Consequently, Kansas § 9-339a does not govern in
deciding whether the Kansas Producers’ claimed security
interests were perfected. Rather, Delaware law or
Oklahoma law govern perfection. Under either Delaware
law, Del.Code Ann. tit. 6, § 9-310(a), or Oklahoma law,
Okla. Stat. tit. 12A, § 1-9-310(a), the Producers would
have had to file UCC financing statements in those states
to perfect their security interests in the Kansas Product
and the proceeds thereof. Thus, the Court concludes that
unless the Kansas Producers can show in Phase II of this
litigation that they have properly filed financing
statements in Delaware or Oklahoma, as applicable, they
do not have perfected security interests in the Kansas
Product, or the proceeds thereof.

b. Governing law of priority

Assuming, arguendo, that the Kansas Producers properly
filed UCC financing statements with respect to the Kansas
Product and proceeds thereof prior to the Petition Date,
the law governing the priority of the Kansas Producers’
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claimed security interests relative to competing Article 9
security interests would also be determined by Delaware §
9-301.

Bl Pursuant to Delaware § 9-301, priority is decided
under the law of the Debtor’s location unless one of the
exceptions enumerated in Delaware § 9-301 applies.
Here, as set forth below, the Kansas Producers’ alleged
security interests in Kansas Product and proceeds thereof
in the form of exchanged oil and gas and cash are all
exceptions to the general rule. Only the priority of the
Kansas Producers’ claimed security interest in proceeds
of the Kansas Product held by Debtors in the form of
accounts receivable as of the Petition Date is determined
under the law of the Debtor’s location, be it Delaware or
Oklahoma.

B2l One applicable exception to the general rule of
Delaware § 9-301 is set forth in § 9-301(3)(C), which
provides that “while ... goods ... [are] located in a
jurisdiction, the local law of that jurisdiction governs ...
the priority of a nonpossessory security interest in the
collateral.” Under this exception, to the extent that the
Debtors held, as of the Petition Date, Kansas Product or
exchanged oil or gas *110 proceeds, the law of the state in
which the collateral was located as of the Petition Date
would determine the priority of the Kansas Producers"
claimed security interests.

331 The other relevant exception concerning priority is
Delaware § 9-304, which prescribes the “[lJaw governing
perfection and priority of security interests in deposit
accounts.” Under Delaware § 9-304, because the
Debtors’ bank accounts were located in Oklahoma,
Oklahoma law governs the priority of the Kansas
Producers’ alleged security interests in cash proceeds held
in Oklahoma deposit accounts as of the Petition Date.
Under Oklahoma law, “[c]onflicting perfected security
interests ... rank according to priority in time of filing or
perfection.” Okla. Stat. tit. 124, § 1-9-322(a)(1).

341 Thus, even if the Kansas Producers had perfected
security interests in the Kansas Product and the proceeds
thereof, Kansas law would govern only the priority of the
Kansas Producers’ security interests in Kansas Product or
proceeds thereof in the form of exchanged oil or gas held
by the Debtors in Kansas as of the Petition Date.

5. Analysis under governing law

Either Delaware or Oklahoma law will govern perfection
of the Kansas Producers’ security interests provided by
K.S.A. § 9-339a. The fact that these security interests
may be entitled to perfection under Kansas Law is not
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dispositive, because Kansas law does not govern
perfection of the Kansas Producers' claims against the
defendants in this adversary proceeding. In order to be
perfected under Delaware and Oklahoma law, the Kansas
Producers must have filed UCC-1 financing statements in
both states, or perfected their security interest in another
proper method under the state’s respective versions of
Article 9, such as by obtaining control over the Debtors’
deposit accounts.

To the extent that the Kansas Producers have failed to
perfect their security interests under Delaware and/or
Oklahoma law, they are the holders of unperfected
security interests, assuming they meet the other
requirements set forth in Kansas § 9-339a. As noted
above, whether the law governing priority of security
interests is that of Kansas, Oklahoma, or Delaware,
unperfected security interests are subordinate to properly
perfected security interests, such as the one claimed by
the Banks in this case. Under Kansas law, K.S.A. §
84-9-322(a)(2) provides that *“[a] perfected security
interest or agricultural lien has priority over a conflicting
unperfected security interest or agricultural lien.” As
noted above, this same language also has been adopted in
all other relevant states.

1351 Accordingly, the Court holds that a security interest
perfected only in Kansas will be subordinate to a security
interest that was duly perfected against the Debtors in the
appropriate state. Consequently, the Kansas Producers’
motion for summary judgment is denied, and the Banks’
motion for summary judgment is granted.'

V. CERTIFICATION FOR DIRECT APPEAL

As noted at the outset of this Opinion, the Court rules
today on a true question of first impression. The Court has
little doubt that this decision will be appealed.

*111 1% Recent amendments to title 28 of the United
States Code afford this Court the option to certify a matter
for direct appeal to the Circuit Court of Appeals,
assuming certain criteria are met; the decision of whether
to take the appeal rests, of course, with the Court of
Appeals. Direct appeals are governed by 28 LI.S.C. §
158(d)(2), which provides, in relevant part, as follows:

(2) (A) The appropriate court of appeals shall have
jurisdiction of appeals described in the first
sentence of subsection (a) if the bankruptcy court,
the district court, or the bankruptcy appellate panel
involved, acting on its own motion or on the

S Government Works 23



In re SemCrude, L.P., 407 B.R. 82 (2009)
171 Oil & Gas Rep. 658, 69 UCC Rep.Serv.2d 212

request of a party to the judgment, order, or decree
described in such first sentence, or all of the
appellants and appellees (if any) acting jointly,
certify that

(i) the judgment, order or decree involves a
question of law as to which there is no controlling
decisions of the court of appeals for the circuit or
of the Supreme Court of the United States, or
involves a matter of public importance;

(ii) the judgment, order, or decree involves a
question of law requiring resolution of conflicting
decisions; or

(iii) an immediate appeal from the judgment,
order, or decree may materially advance the
progress of the case or proceeding in which the
appeal is taken; and if the court of appeals
authorizes the direct appeal of the judgment,
order, or decree.

In the present case, the Court finds that the statutory
criteria are met: there is no governing law on the issue
before the Court, and it appears that prompt consideration
of the appeal may serve to advance these bankruptcy
proceedings. This last point is especially true given that
the Debtors have recently filed a plan of reorganization
and have expressed an intention to seek confirmation of
such plan and emerge from bankruptcy in September,
2009. Accordingly, the Court deems it appropriate to
certify this matter sua sponte for direct appeal to the
United States Court of Appeals for the Third Circuit.

VI. CONCLUSION

For the foregoing reasons, the Court finds that a security
interest perfected only in Kansas by virtue of Kansas §
9-339a will be subordinate to a security interest that was
duly perfected against the Debtors in the appropriate state.

Footnotes

Accordingly, the Court will deny the Kansas Producers’
motion for summary judgment, and grant the Banks’
motion for summary judgment.

An appropriate order follows.

ORDER

AND NOW, this 19th day of JUNE, 2009, upon
consideration of the Plaintiffs’ Motion for Summary
Judgment on Phase I Issues [Docket No. 161], filed by
certain Kansas producers of oil and gas (the “Kansas
Producers”); Bank of America, N.A.’s Motion for
Summary Judgment on the Threshold Questions of Law
[Docket No. 164], filed by Bank of America, N.A., as
administrative agent for the debtors’ pre-petition lenders
(the “Banks”); J. Aron & Company’s Consolidated
Motion for Summary Judgment [Docket No. 152], filed
by J. Aron & Company (“J. Aron™), an intervening party;
and the joinders thereto as reflected on the docket in this
adversary proceeding; for the reasons set forth in the
accompanying Opinion, it is hereby

*112 ORDERED, the Court will grant in part the Motion
of the Banks and deny the Motion of the Texas Producers;
and this matter is

CERTIFIED, for direct appeal to the United States Court
of Appeals for the Third Circuit pursuant to 28 U.S.C. §
158(d)(2)(A).

All Citations

407 B.R. 82, 171 Oil & Gas Rep. 658, 69 UCC
Rep.Serv.2d 212

1 This Opinion constitutes the findings of fact and conclusions of law of the Court pursuant to Federal Rule of Bankruptcy

Procediire 7052.

2 The Court notes that the Producers Committee is, by design, not a party to this litigation.

3 One of the Debtors, SemCrude, also maintained a bank account in Massachusetts with Bank of America, and a de
minimis account with First State Bank in Dumas, Texas. The latter account had a balance of less than $5,000 on the
Petition Date. (SemCrude, L.P. First Amended Schedules/Statements, Sch. B [Case No. 08—11525, Docket No. 1926]

).
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The events giving rise to these bankruptcy proceedings have been the subject of an extensive investigation by a
Court-appointed examiner. (See Final Report of Louis J. Freeh, Bankruptcy Court Examiner, dated April 15, 2009
[Case No. 08-11525, Docket No. 3701] ). The Court’s remarks in Section Il are intended as background only.

The Debtors have stipulated to the extent, validity and priority of the Banks’ security interests. (See Final Order Under
11 LU.S.C. §§ 105, 361, 362, 363(c), 364(c)(1), 364(c)(2), 364(c)(3), 364(d)(1), and 364(e) and Fed. R. Bankr.P.2002,
4001 and 9014(l) Authorizing Debtors to Obtain Postpetition Financing, (I1) Authorizing Debtors to Use Cash Collateral,
and (Ill) Granting Adequate Protection to Prepetition Secured Parties, at 3 [Case No. 08-11525, Docket No. 1420] ).
Pursuant to the Producer Claims Procedures Orders (defined and described infra), final determination of the validity of
the Banks' liens is reserved for further proceedings. At this stage, the parties seek a declaratory judgment regarding
the relative priority of the Banks’ security interests (assuming their validity for the moment) as against the rights of the
Kansas Producers under applicable state law.

The Court's knowledge of this industry is informed by expert reports and affidavits submitted by the parties in support
of their respective summary judgment motions.

Because of the similarity of Kansas § 9-339a and a Texas statute that is currently being interpreted by the Court in a
related, contemporaneously-filed proceeding, styled Arrow Oil & Gas, Inc. v. SemCrude, L.P., Case No. 08-51444, the
Kansas Producers have adopted the arguments and authorities noted in the briefs of the Oil and Gas Producers in that
proceeding, to the extent that they also apply to Kansas § 9-339a. (See Ks. Pls. Opp. Br. at 4). Likewise, at oral
argument the Kansas Producers and the Banks adopted or incorporated by reference relevant points raised in oral
argument in the Texas adversary proceeding. Accordingly, the Court will address these incorporated arguments
throughout this opinion as if they were made by the Kansas Producers, to the extent that they apply to Kansas §
9-339a.

The definition of “first purchaser” also states that:
[tlo the extent the operator receives proceeds attributable to the interest of other interest owners from a third-party
purchaser who acts in good faith under a division order or other agreement signed by such operator the operator
shall be considered to be the first purchaser of the production for all purposes under this section, notwithstanding
the characterization of other persons as first purchasers under other laws or regulations. To the extent the
operator has not received from the third-party purchaser proceeds attributable to the operator’s interest and the
interest of other interest owners, the operator is not considered the first purchaser for the purposes of this section,
and is entitled to all rights and benefits under this section, Nothing herein shall impair or affect any rights otherwise
held by a royalty owner to take its share of oil or gas in kind or receive payment directly from a third-party
purchaser for such royalty owner’s share of oil or gas production with or without a previously made agreement.
Id.

The issue of the Kansas Producers’ rights with respect to the statutory lien provided by Kansas § 9-339a is not
currently before the Court.

Kansas § 9-102(a)(9) defines "cash proceeds” as “proceeds that are money, checks, deposit accounts, or the like.”
K.S.A. § 84-9-102(a)(9).

The Kansas Producers do make one other argument in which they discuss Kansas § 9-324(g), which governs priority
between competing PMSIs in the same collateral. Because the Banks do not have or assert PMS| security interests,
however, the Court need not address this argument.

Oklahoma does have a lien statute that serves a similar purpose, but these liens are separate and distinct from Article
9 security interests, as well as subordinate to perfected security interests under Oklahoma law. See Arkla Exploration
Co. v. Norwest Bank of Minneapolis, 948 F.2d 656, 660 (10th Cir.1991).

The Court also notes that Delaware, Oklahoma and Kansas have each adopted choice of law statutes that are identical
in all material respects: Article 9's standard choice of law provisions.

Lest there be any confusion, the Kansas Producers make this argument with regard to the security interest created by
Kansas § 9-339a(a), not the lien created by Kansas § 9-339a(d). As noted above, interpretation of Kansas §
9-339a(d) is not before the Court at this time. But the presence of subsection (d) does show that the Kansas
Legislature drew distinctions between a lien and a security interest when it enacted Kansas § 9-339a.

Both Kansas and Delaware have adopted the exact same language regarding the scope of their respective versions of
Article 9 in all respects material to this dispute. Accordingly, in order for the Kansas Producers’ security interest to be
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outside the scope of Delaware’s version of Article 9, it would also have to be outside the scope of Kansas’ version of
Article 9. The Kansas Legislature clearly did not intend for this to be the case, given that Kansas Article 9 governs
Kansas § 9-339a to the extent it is not displaced by the statute.

16 Subject to narrow exceptions for property more closely affiliated with real property than normal personal property, such
as fixture filings and, as noted below, security interests in “as-extracted collateral.”

17 No party has asserted that there is an agreement between the Bank of Oklahoma and the Debtors that calls for the
application of any law other than Oklahoma.

18 On account of its ruling regarding choice of law, the Court does not reach the constitutional and other challenges that
the Banks and J. Aron have asserted against Kansas § 9-339a.

End of Document © 2016 Thomson Reuters. Mo claim to original U.S. Government Works.
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