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MEMORANDUM AND ORDER

The Court is calleduponinthis caseto determ nethe effect of
t he Uni f ormCommer ci al Code on acreditor's security interest inoil
and gas properties. Specifically, the Court nust deci de whet her
assignnents of the debtor's workinginterestsinoil and gas | eases
gi ven as security for | oans to t he debtor were required to be perfected
as security interests under the Uni formComerci al Code and, if so,
whet her recordi ng of the assignnents inthe real estate records of the
county where the well s were | ocat ed gave the creditor a perfected
security interest in oil produced fromthe | eases as well as in
accounts resulting fromsal e of the oil and i n equi pnent used on t he
| ease properties.
From1979 to 1981, t he debtor, Henry Ful | op, execut ed assi gnnents
of fractional workinginterestsincertainoil and gas | eases to Sal em
Nat i onal Bank ("Bank") to serve as col |l ateral for | oans nade to t he

debtor. The Bank recorded t hese assignnents inthe county real estate



records and subsequently received paynents

of the oil runs attri butable tothe assigned working interests through
transfer and di vi sion orders executed wi th t he pi pel i ne conpany at the
debtor's direction.

On Sept enmber 30, 1985, the debtor filed a Chapter 11 bankruptcy
proceedi ng, which was converted to a proceedi ng under Chapter 7 in
January 1989. In March 1988, whil e t he Chapter 11 case was pendi ng,
Ful | op, as debtor-in-possession, conmenced an adversary proceedingto
avoi d t he Bank' s security interest inoil and gas col |l ateral assigned
t o t he Bank by t he debtor. The conpl aint all egedthat the Bank fail ed
toproperly perfect its securityinterest inthe assignedoil interests
under t he Uni formCommer ci al Code and t hat the trustee, as hypot heti cal
liencreditor under 11 U.S.C 8544(a), was entitledto recover paynments
fromthe oil runs that had been made t o t he Bank since the filing of
t he debtor's bankruptcy petition.?

The relevant facts, stipulated to by the parties, concern
docunent ati on of the transacti ons between t he debtor and t he Bank. On
February 1, 1985, the debtor executed two prom ssory notes in the
amount of $207, 194. 59 and $488, 098. 33, whi ch were renewal s of prior
not es. Both not es contai ned | anguage granting the Bank a security
interest in property assigned to the Bank by the debtor and
specifically made reference to security agreenents executed by the

debt or on Sept enber 30, 1982, and Decenber 29, 1982. The notes further

The Chapter 7 trustee was substituted as plaintiff in the
adversary proceeding follow ng conversion of the case to a proceeding
under that chapter.



granted a security interest in "assignnents of various oil and gas
| eases nowowned or hereafter acquiredinthe possession of the Bank."
The security agreenents referenced in the notes each grant a
security interest in"assignments of thefollow ng oil and gas | eases, "
l'isting numerous oil | eases by nanme and | ease nunber. To give effect
tothe security agreenents, the debtor executed and deliveredtothe
Bank a series of assignnments of working interests owned by himin
varying amounts i n the naned oi | and gas | eases. Transfer and di vi si on
orders were executed with the pi peline conpani es that purchased oi
fromthe particul ar | easehol ds, directing the paynent of proceeds
attributable to the debtor's interest tothe Bank for the debtor's

account . 2

The assignment and transfer orders for the Eti enne Community #1
| eases in White County, Illinois, are typical of these transactions.
In relevant part, the assignnent states:

KNOW ALL MEN BY THESE PRESENTS: That the
under si gned, Henry Fullop, of Carm, Illinois
62821, hereinafter called Assignor, for and in
consi deration of Ten and no/ 100 dol |l ars
($10.00) and ot her val uabl e consideration,
...does hereby sell, assign, transfer and set
over unto SALEM NATI ONAL BANK for Account of
Henry Full op, hereinafter called Assignee, a
1/8th working interest in and to the foll ow ng
descri bed oil and gas | eases, covering |ands
situated in Wiite County, Illinois, towt:

1. Ol & Gas Lease dated April 10, 1980, from
Bur nedi ne Eti enne and Richard Etienne, her
husband. .., Lessors, to Henry Fullop, Lessee,
recorded in Book 145, Pages 493-495 of the
records of the White County Recorder

and

| NSOFAR as the above | eases cover the follow ng
descri bed | and;



The Bank recorded t he assi gnnents of the debtor'sinterestsinthe

various |l eases inthe recorder's office of the county where the | eases

The Sout heast Quarter of the Northwest
Quarter (SE 1/4 NW 1/4) of Section Twenty
(20), Township Three (3) South, Range Ei ght
(8) East, containing forty (40) acres, nore
or |ess;

together with the rights incident thereto and
t he personal property thereon, appurtenant
thereto, or used or obtained in connection
therew th.

This Assignnment shall be effective as of
Sept enber 1, 1981.

EXECUTED this 30th day of Septenber, 1981.

s/ Henry Fullop

The transfer order to Rock I|Island Refining Corporation, dated
Decenmber 8, 1981, showed Henry Fullop as "transferor" and stated:

We, the undersigned, hereby certify and warrant
that we have transferred, as indicated bel ow,
oi |l production fromthe ETI ENNE COW #1

| ocated in the County of White, State of
Il1linois described as foll ows:

SE 1/4 NW 1/ 4 Section 20-3S-8E, White County,
I11inois

Ef fective Septenmber 1, 1981, and until further
witten notice fromeither party, Rock Island
is authorized to purchase, ... the oil produced
fromthe above | ease and nake paynments therefor
as follows:

To whom transferred:
Sal em Nati onal Bank A/ C Henry Full op

Di vision of Interest:
. 09570313 [Working Interest].
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were | ocated. On Decenber 27, 1979, the Bank fil ed a UCC-1 fi nanci ng
statenment inthe office of the Secretary of State of Illinois, which
i sted machi nery and equi pnment used in oil and gas production, and
filed a UCC-3 continuation statenent on Decenber 17, 1984. The Bank
made no other filings in the Secretary of State's office.

O | produced fromthe | eases covered in the assignnents was
pur chased at t he wel | head by t he respecti ve pi pel i ne conpani es, and
proceeds attributabletothe debtor'sinterests were paiddirectlyto
t he Bank pursuant to the transfer and di vi sion orders executed withthe
pi pel i ne conpani es. Prior tothe debtor's bankruptcy, the Bank applied
these funds to the debtor's notes and rem tted any bal ance to the
debtor. Subsequent to the bankruptcy filing, the Bank paid the
proportionat e share of operating expenses of the assigned interests and
applied the balance to the debtor's obligations under the notes.

The trustee's conplaint to avoid |iens under 8544(a) seeks to
recover the anounts paidtothe Bank fromthe debtor’'s oil runs since
t he debtor fil ed his bankruptcy petition. The trustee concedes that
t he Bank has a valid and perfected |lien on the debtor's | easehold
interests prior to production to the extent that such | easehol d
interests constitute real property subject toreal estate recording
statutes. The trustee argues, however, that once oil is brought tothe
surface and extracted fromthe real estate through normal production
nmet hods, it becones personal property subject to the perfection
requi renments of Article 9 of the UniformComercial Code ("UCC")
(I'l'l.Rev. Stat. ch. 26, f9-101et seq). Thetrustee asserts that the

Bank failed to conply with the UCC and sois unperfected astoits
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al |l eged security interest in oil and gas foll owi ng producti on and
pl acenment i n hol di ng t anks, accounts arising fromsal e of the oil, and
machi nery and equi pnment pl aced on the | eases and used i n t he production
of oil and gas.

Inresponsetothe trustee's conpl aint, the Bank asserts that,
under Illinois law, rights to oil production are derived froman
owner'sinterest intheoil and gas | easehol d, areal property interest
t o whi ch t he UCC has no application. The Bank contends that al t hough
extracted oil and gas is classifiedas personal property inlllinois,
it retainsits character as real estatefor title purposes sothat a
security interest insuch productionis perfected by recordi ng under
the real estate statutes. The Bank argues, inthe alternative, that if
the UCCis applicabletothe security transactions here, its recording
of the debtor's assi gnnments of working i nterest was sufficient to
conply with UCC provisions relating to perfection of interests in
extracted oil and gas.

Application of the UCC

The present version of Article 9 of the UCChas beenineffect in
I1'1inois and ot her jurisdictions since 1972, yet thereislittle case
| awconcerningits applicationto security interestsinoil and gas
collateral. G ven the hybrid character of oil and gas interests
i nvol vi ng bot h real and personal property, the |l awthat has devel oped
i s under st andabl y anbi val ent. The UCC, whil e di scl ai m ng any ef fect on
security interestsinreal property, expressly governs perfection of
security interests in tangible and intangible personalty. Its

provi sions, therefore, nust be confrontedtothe extent oil and gas
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col l ateral constitutes personal property.
As a general ruleinlllinois, oil and gas in place constitutes
| and or real estate and bel ongs to the owner of thelandsolongasit

remai ns under theland. Mller v. Rdgley, 2111. 2d 223, 117 N. E. 2d

759 (1954); see 26 I.L.P. Mning, O1l, and Gas, 812 (1956). An

Il1linois oil and gas | ease, while not grantingtitletotheoil itself,
grantstothe lesseetheright toenter uponthe surface of theland

andtoreduce the oil and gastothe |l essee's possession. Chio G 1 Co.

v. Daughetee, 240 111. 361, 88 N. E. 818 (1909). Because such a | ease

concerns theright tooil prior toextraction, Illinois courts classify
an oi |l and gas | easehol d as a freehold or real estate interest subject

toreal estatelaw. Inre Hanson Gl Co., Inc., 97 B.R 468 ( Bankr.

S.D. Il1. 1989).
Once oil reaches the surface and i s reduced to possession, it is

consi dered personalty and its sal e and di sposition is governed by

personal property law. Palunbov. Harry M Quinn, Inc., 323111 . App.
404, 55 N. E. 2d 825 (1944); see Nation O 1 Co. v. R C._Davoust Co., 51

[11.App. 2d 225, 201 N. E. 2d 260 (1964): oil punped out of the ground
and storedintanks is personal property. Thus, while an oil and gas
| ease itself conveys areal property interest, transactions concerning
oi |l after extractioninvolve personal property interests subject to
rul es of personal property | aw.

Section 9-104(j) excludes fromapplication of Article 9 "the
creation or transfer of an interest in or lien on real estate,
including alease or rents thereunder[.]" Ill.Rev. Stat. ch. 26, 9-

104(j). Under this provision, oil and gas | easehol d transactions are
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excl uded fromcoverage under Article 9to the extent they invol ve oil
in place prior to extraction. The definition of "goods"” to which
Article 9 applies enphasi zes this point. Section 9-105(1)(h) states

t hat "goods” i ncludes "all things which are novabl e at thetinethe

security interest attaches..., but does not include...mnerals or the
i ke (includingoil and gas) before extraction.” 11l.Rev. Stat. ch. 26
19-105(1)(h) (enphasis added). The Illinois Code Comment to 89-

105(1) (h) notes that the exclusion of pre-severance m nerals fromthe
definition of "goods" is significant only in states that regard
m neral s as personal ty before severance, whereas, inlllinois, mnerals
bef ore extracti on are deenmed to be real property towhich Article 9
does not apply. I1ll.Ann.Stat. ch. 26, 19-105(1)(h) (Smth-Hurd 1974),
at 61.°3

By negative i nplication, 89-105(1)(h) indicates that m nerals
fol |l owi ng extraction whi ch constitute personal property under state | aw
cone within the definitionof "goods" towhich Article 9is applicable.

See MBank Abilene v. Westwood Energy. Inc., 723 S.W 2d 246 (Tex.

3The 1972 amendnents to Article 9 evidence a like intent to
exclude mnerals prior to extraction fromcoverage. A reference in
the 1962 version of 89-203(1)(b) concerning the requirenents for
attachnment of a security interest in "oil, gas or mnerals to be
extracted" was deleted in the 1972 version "because revised Article 9
does not recognize a security interest in [such collateral] until it
has been extracted fromthe land.” [Illinois Code Conment,
I1l.Ann. Stat. ch. 26, 19-203(l) at 107. Simlarly, the 1972 version
of 89-204 governing after-acquired property and future advances
elimnated a provision of the 1962 Code that a debtor "has no
rights...in oil, gas or mnerals until they are extracted[.]" Here,
again, the reason for the change was that this provision was
"unnecessary and possibly confusing” and raised issues concerning the
classification of mnerals that were best left to the courts. See
O ficial Reasons for 1972 Change, 3 Uniform Commercial Code (U. L.A),
§9-204, at 280 (1981).



Q. App. 1986); B. dark, The Lawof Secured Transacti ons Under t he UCC

113-03[1], at 13-8 (2d ed. 1988) (hereafter Clark, Secured

Transactions). In one of the few decisions addressing the

applicability of the UCCto oil and gas i nterests, the Kansas Suprene

Court inlngramv. Ingram 214 Kan. 415, 521 P. 2d 254 (1974), not ed

that the UCCseens "clearly intended to keep under the real estate

recordi ng |l aws any type of security interest relating tounextracted
oil and gas." 521 P.2d at 260 (enphasis in original). The court
st at ed:

The oil and gas situation presents an unusual
problem G| and gas are consideredto be a part
of thereal estate until they are extracted; then
they immediately change from realty to
personalty. 1t is upon extractionthat thelaw
pertaining to security interests in personal
property cones into play.

Id. (enphasis added). Because the |easehold interest in lngram
involved oil in place prior to extraction, the court found that
assi gnnent of the | easehol d for security purposes was not subject to
t he UCC. No issue was rai sed inlngramconcerning priority of security
interests in oil follow ng extraction.

The court's observation i nlngramthat t he UCC becones appl i cabl e
tosecurityinterestsinoil uponextraction finds support anong UCC
schol ars who have considered the issue. Inhistreatise on secured
transacti ons under the UCC, Professor Barkley Clark di scusses the
various types of oil interests that may be used as col |l ateral, e.qg.,
royalty interests, oil and gas | easehold or working interests,
overridingroyalty interests, production paynments, and net profits

interests. Wilenotingthat thelawof real estate nortgages should
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govern securityinmmnerals prior toextraction, the author states: "It
is clear that the oil and gas nortgage intersects with Article 9
insofar as it seeks to pursue the m nerals and their proceeds after
extraction, when they beconme personal property."” Clark, Secured

Transactions, 913.01, at 13-3. Thus,

[e]ven though interests inunextracted m nerals
are generally excluded from Article 9, the
typi cal oil and gas nortgage chases the m neral s
out of the ground and extends to t he proceeds of
sal e at the wel | head; t hese proceeds are known i n
the industry as "the runs.” The oil and gas
financer will al so seek to i ncl ude the equi pnent
on the site as part of the total package. Wth
respect tothese personal property el enents of
the nortgage, Article 9 applies with avengeance.

Id., 9¥13.02[5], at 13-7to 13-8. See also 3 R Nimer, Commerci al

Asset - Based Fi nanci ng, 8823: 07, 23:11-14 (1988) (hereafter N nmer

Asset - Based Fi nanci ng).

The UCC makes express reference to oil and gas follow ng
extraction as coll ateral subject to Article 9 perfection requirenents.
Subsection (5) of 89-103, governing the perfection of security
interestsinmultiplestatetransactions, isentitled"Mnerals" and

provi des as foll ows:

Perfection and the ef fect of perfection or non-
perfection of a security interest which is
created by a debtor who has an interest in
m nerals or the like (including oil and gas)
bef ore extracti on and which attaches thereto as
extracted, or which attaches to an account
resulting from the sale thereof at the
wel | head. ..are governed by the law. ..of the
jurisdiction wherein the well head...is | ocated.
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II'l. Rev. Stat. ch. 26, 19-103 (5) (enphasi s added).* Cenerally, a
securityinterest inArticle 9 collateral is perfected by the execution
of a security agreenent (Ill. Rev. Stat. ch. 26, 19-203(1)) and the
filing of afinancing agreenment (IIl. Rev. Stat. ch. 26, {9-302).
Section 9-401(1) (b) desi gnat es where a fi nanci ng st at enent covering oi |
and gas shoul d be fil ed, and 88 9-402(1) and (5) set forth the fornal
requi sites for such afinancing statenent. Section 9-403(7) further
statesthe duties of thefilingofficer infilingafinancing statenent
covering mnerals "includingoil and gas.” All of these provisions
refer to "accounts under subsection (5) of Section 9-103(5)" and so
make the filing requirenments for accounts ari sing fromthe sale at the

wel | head the sane as for the oil and gas as extracted.

“The Official Comment explains that 89-103(5) was added by the
1972 amendnents to deal with "problens relating to the financing of
m nerals (including oil and gas) as these products come fromthe
ground. "

In some cases rights in oil and gas in the
ground have been split into a |large variety of
interests. As the oil or gas issues fromthe
ground, it may be encunbered by the group of
persons having interests therein. O the
product may be sold at m nehead or well head and
the resulting accounts assigned.... To avoid
the difficult problens of search thus created,
subsection (5) provides that the place for
filing with respect to security interests in
the mnerals as they issue fromthe
ground...shall be in the state where the

m nehead or well head is |ocated. Section 9-
401 simlarly provides that the place to file
within the state is in the real property
records in the county where the m nehead or
wel | head is | ocated.

O ficial Comment 8, 3 Uniform Comrercial Code (U L.A. ), 8§9-103, at
125- 26.
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The express referenceto Article 9to securityinterestsin oil
and gas upon extraction and the characterization of extracted oil and
gas as personalty under statelas leadthis Court tofindthat Article
9 appliestosecurityinterestsinoil and gas upon extraction andto
accounts arising fromsal e of the oil and gas. Wiilethe Bank's rights
i nthe present case arouse out of the debtor's assi gnnment of wor ki ng or
| easehol d interests which are characteri zed as real estate under
I1linois law, the parties contenplated that the Bank's security
i nterest would continueinthe oil and gas after production andinthe
rights to paynment for its sale, which are personal property interests
subj ect to perfection under the UCC.®> It is not disputed that the
debt or' s assi gnnents, although outright intheir ternms, were i ntended
as security for loans nmade to the debtor. To the extent the
assi gnnent s conveyed t he debtor's interest in oil and gas produced from
t he | easehol ds, they canme wit hinthe broad scope of Article 9, which
applies to "any transaction (regardless of its forn) whichis intended
tocreate a securityinterest in personal property...." I1ll.Rev.Stat.
ch. 26, 19-102(1)(a). Accordingly, the Bank was requiredto conply

with the requirenents of the UCCin order to perfect its security

The Bank argues that oil production attributable to the
debtor's | easehold interest constituted "rents"” belonging to the Bank
as assignee of this real property interest. The nature of oil and
gas as a depleting asset, however, nakes the Bank's analogy to
ordinary rents fromreal estate inapplicable. See In re Hanson Q|
Co., 97 B.R at 470, guoting Central Standard |Insurance Co. V.
Gardner, 17 111. 2d 220, 238, 161 N.E. 2d 278 (1959). Once the oi
has been extracted fromthe ground it cannot be replaced. Thus, it
isS nore appropriate to characterize the extraction of oil and gas as
a "change in form' of collateral securing the loan fromreal to
personal property.
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interest in personal property attributabletothe workinginterests
assigned to it by the debtor

Perfection Requirenments Under the UCC

Article 9 makes special provision for security interests in
m neral s, includingoil and gas, and accounts arising fromsal e of oil

at the wel |l head. See 8 Anderson, Uni formCommerci al Code, 89-103: 30

(1985). Under the 1962 version of Article 9, it was necessarytofile
centrally to perfect asecurityinterest inextracted m nerals and
accounts, just asinthe case of ordi nary "goods" and "accounts.” In
1972, the filing requirenments of 89-401 were anended to all owfor | ocal
filinginthe case of certain "land-rel ated” transactions, including
interests inextracted m neral s and accounts subject to 89-103(5).
Section 9-103(5) applies when the debtor has aninterest inmnerals
bef ore extracti on whi ch attaches tothe mnerals as they are extracted
and to accounts arising fromsal e of the mnerals at the well head.® As
to this special category of "goods," 89-401(1)(b) provides:

(1) The proper placetofileinorder to perfect

ln R. Anderson's treatise on the UCC, he observes that if the
security interest does not attach to mnerals as indicated in
89103(5),

the m neral provisions of the Code do not

apply. For exanple, if the debtor owned a
stockpile of coal and created a security
interest therein, the interest would be treated
as an interest in ordinary goods, and if the
debtor sold sone of such coal and then had an
account for the purchase price, such account
woul d be governed by ordinary account
principles when the debtor created a security

i nterest.

8 Anderson, Uniform Comercial Code, 89-103:30, at 504 (1985).
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a security interest is as foll ows:

(b) whenthe collateral istinber to
be cut or is mnerals or the like
(including oil and gas) or accounts
subj ect to subsection (5) of Section
103, or when...the col lateral i s goods
whi ch are or are to becone fi xtures,
then inthe of fi ce where a nort gage on
the real estate would be filed or
recorded[.]

I1l.Rev.Stat, ch. 26, 19-401(1)(b) (enphasis added).

Under 89-401(1)(b), filing as to oil and gas financed at the
wel | head or the resulting accounts is to be made not nerely in the
of fi ce where real estate nortgages woul d be recorded but inthereal
estate records thenselves.’” It isintendedthat "thesefilings will be
readily di scl osed on any real estate search and t hey can be treat ed
i ke any real estate encunbrance so disclosed.” Oficial reasons for
1972 Change, 3A Uni formComrerci al Code (U.L.A. ), §89-401, at 10. See

al so Ni mer, Asset-Based Financing, 8823:12, 23:13.

‘Section 9-403(7) makes clear that financing statements covering
extracted mnerals or accounts are to be indexed in the real estate
search files rather than with other financing statenments subject to
| ocal filing, such as those covering crops or farm equi pnent (89-
401(1)(a)). This section states that a financing statenment covering
m nerals or accounts subject to 89103(5) shall be indexed under the
names of the debtor and record owner

in the sane fashion as if they were the
nortgagors in a nortgage of the real estate
descri bed, and, to the extent that the |aw..
provi des for indexing of nortgages under the
name of the nortgagee, under the name of the
secured party as if he were the nortgagee

t hereunder, or where the indexing is by
description in the sane fashion as if the
financing statenent were a nortgage of The rea
estate descri bed.

I1l.Rev.Stat. ch. 26, 19-403(7).
14



Section 9-402, providing the formal requisites of financing
statenments, furthers the policy of ensuringthat filings as to real
estate-rel ated col l ateral such as tinber, m nerals, and fi xtures be
made i n the real estate records where a creditor woul d normal Iy | ook
for informati on oninterests created by the debtor. Subsection (1)
states the general requirenments that a financing statenment give the
names and addr esses of the debt or and secured party, be signed by t he
debtor, and contain a statenent i ndicatingthe types, or describingthe
items, of collateral. Ill.Rev.Stat. ch. 26. 9-402(1). It further
provi des t hat when the fi nanci ng statenent covers tinber, mnerals
subj ect to 89-103(5) or fixtures, the statenent nust al so conply with
subsection (5) of 9-402, which requires that the financi ng statenent
"showthat it covers thistype of collateral,...recitethat it isto be
filedinthereal estate records, and...contain a description of the
real estate.” Ill.Rev. Stat. ch. 26, 19-402(5). If the debtor does not
have an interest of recordinthe real estate, the financi ng stat enent
must showt he name of arecord owner sothat the filing officer nmay
index it inthereal estate records to be discoveredin an abstract
search. Ill.Rev.Stat. ch. 26, 119-402(5), 9-403(7).

Under the 1972 revi sion of Article 9, thefiling procedures for
perfecting a securityinterest inoil production and proceeds of sal e
at the well head as personal property closely resenble those for
recording a real estate interest in mnerals in place prior to
extraction. Solongastherequisites of a UCCrecording are net, the
"notice" function of afinancing statenment may be net by filing a copy

of the security docunents covering extracted oil and accounts inthe
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real estate records.® Ill.Rev.Stat. ch. 26, 11402(1); see C ark,

Secured Transactions, Y13.03[1][b]; Ni mrer, Asset-Based Fi nanci ng,

§23:13. If the security includes equipnment used in devel opnment of a
| ease, however, it is still necessary to file centrally in the
Secretary of State's office, as the 1972 anmendnents do not i ncl ude
equi pnment inthe oil and gas col | ateral that may be perfected by | ocal

filing. See AQark, Secured Transactions, 813.04[1]. Thus, the |lender

wi shing to perfect as to all conponents of an oil and gas security
interest will filelocally at the well head for the oil produced and
accounts fromits sale as well as with the Secretary of State for the

| easehol d equi pnent.® Wthregardtobothfilings, it will be necessary

8A | ender financing the production of an oil and gas | ease wl|
typically obtain a nortgage or collateral assignment of the debtor's
| easehol d interest as well as a security agreenment covering the
personal property aspects of the debtor's interest, such as oi
production, accounts fromsale of the oil, and equi pment and fixtures
used in the production process.

In many cases, a single document can be drawn
to qualify as (1) a real estate nortgage
covering the mnerals in place, (2) a security
agreenent covering the mnerals upon extraction
and proceeds, and (3) the original financing
statenent, subject to periodic refiling.

Anot her approach is to incorporate the

nort gage-security agreenent docunment as an
exhibit to the financing statenent.

Cl ark, Secured Transactions, 913.03[1][b], at 13-10; see Ni mrer
Asset - Based Fi nancing, 123.07; see also Northern Trust Co. v. Buckeye
Petroleum Co., Inc., 389 NW 2d 616 (N.D. 1986): debtor's execution
of open-end nortgage, security agreenent, financing statenent and
assi gnment of production gave creditor bank security interest
enconpassi ng both real and personal property aspects of debtor's oil

i nterests.

°By contrast, Oklahoma filing procedures for oil and gas
security interests have been sinplified by the adoption of a
nonuni f orm anendnment that allows for perfection as to all aspects of
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to file continuation statenments every 5 years to maintain the
effectiveness of theoriginal filing. Ill.Rev.Stat. ch. 26, 19-403(1);
cf. Ill.Rev. Stat. ch. 26, 19-403(6): areal estate nortgage filed as a
fixturefiling under 89-402(6) renmains effectiveuntil the nortgageis
rel eased.

Ef f ectiveness of the Bank's Filing Under the UCC

Whi | e t he Bank argues that its recordi ng of the assi gnnments from
t he debtor were effectiveto perfect itslienonoil produced fromthe
assi gned | easehol ds even under the UCC, the trustee asserts that the
Bank's filing was defectiveintwo major respects. First, thetrustee
contends t hat the Bank' s security agreenments were thensel ves i nadequat e
to give the Bank a security interest in extracted oil and gas,
accounts, and equi prent fromthe debtor' s | easehol ds because t hey nade
no nmenti on of theseitens of collateral. Second, the trustee notes
t hat no financing statenents at all were filed by the Bank with regard
to the extracted oil and accounts. The Bank responds that the
operative docunments for purposes of perfection here were not the

security agreenents but the actual assignments of working interests,

the oil and gas collateral, including equipnent used in | ease

devel opment, by a single filing in the real estate records. See
Okla. Stat. tit. 12A, 889-401(1)(b), 9-402(5) (1981). Under this
amendnent, a nortgage on realty interests muy al so secure persona
property such as extracted oil and gas, accounts receivable, and
equi pnent. When perfection is made by such filing, no continuation
statement is required to be filed, and perfection continues so |ong
as the nortgage is effective as to the real estate interest. See
Harrell & Dancy, Gl and Gas Fi nancing Under Uniform Commercial Code

Article 9, 41 Ckla. L. Rev. 53 (1988); Note, Uniform Commercial Code-
-89-401--Perfection of Security Interests in Mnerals, Including Gl
and Gas, Requires Real Estate Filing in Oklahompn, 17 Tulsa L.J. 171
(1981).
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which were recorded in the real estate records as required by
89401(1)(b) pertaining to extracted m nerals and accounts.

It goes wi t hout saying that the Bank's position coul d have been
greatly i nproved by nore careful docunentation and that its procedures
wer e not a nodel of conpliance with the UCC. However, the Court nust
determ ne "after the fact" whet her the Bank' s docunent ati on devi at ed so
far fromthe requirenents of the UCCas to be fatally defective or
whet her t he docunents relied on by the Bank fulfilledthe functions
prescribed by the UCC.

As the trust ee observes, the security agreenents execut ed by t he
debt or in Septenber and Decenber 1982 descri be the coll ateral as
"assignnments" of listed oil and gas | eases and do not specifically
refer tooil productionfromthese | eases or accounts and equi prment
associated with the | eases. Likew se, the prom ssory notes executed in
February 1985 contain |anguage granting a security interest in
assi gnnments of various oil and gas | eases in the possession of the
Bank.

The assi gnnents t hensel ves, however, describe the coll ateral as
fractional "workinginterests” inspecifiedoil and gas | eases. The
term"working interest” has a settled nmeaning in the oil and gas
i ndustry as enconpassing theright toshare in production or revenues

fromthe producing venture. |lllinois National Ol & Gas Co. v.

Sinclair, 373 111. 581, 27 N. E. 2d 450 (1940); Hamrer v. Sanders, 6
I11.App. 2d 346, 127 N. E. 2d 492 (1955), cert. deni ed, 352 U S. 878;

see 26 I .L.P. Mning, G 1, and Gas, 899, at 695. Specifically, the

wor ki ng i nterest consi sts of afractional share of production after
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paynment of the royalty reservedto the |l essor and paynent of operating

expenses. 8 Wl lianms & Meyers, G| and Gas Law, Manual of G| and Gas

Terns, at 1086 (1987). Thus, "an assi gnment of athree-fourths working
i nt erest nmeans the assi gning of three-fourths of the portion of the oil
and gas t hat nmay be produced fromthe prem ses after theroyalty for

the share paidtothelandlordis first deducted.” [llinois National

Ol &Gas Co. v. Sinclair, 373111. at 582. As hol der of an operating

i nterest, the workinginterest owner al so has rights to a proportionate
share of equi pnent used in devel opnent of the | ease. See C ark,

Secured Transactions, 113.04, at 913-15.

Because of t he general |l y under st ood neani ng of the ter m"worKki ng
interest” asreferringto productionandrights associatedw ththe
devel opnent of an oi |l and gas | ease, the Court finds the description of
collateral as the debtor's "[fractional] workinginterest” inspecific
| eases to be sufficient togrant a securityinterest inextractedoil,
accounts, and equi pnent fromthese | eases. The requirenent i n §9-203
that a security agreenment contain a description of the coll ateral
serves a statute of frauds function and is designed to mnimze
di sput es over whet her a particular itemof collateral is covered. 11I.

Rev. Stat. ch. 26, 19-203(1)(a); see Wite & Sumers, Uniform

Commerci al Code, 823-3, at 787-88 (1972). In additionto descri bing
t he i nterest conveyed by neans of a commonly accepted terminthe oil
i ndustry, the parties here executed division and transfer orders
directing paynent to the Bank for the oil runs fromthe particul ar

| eases, and it cannot be seriously contended that rightstothe oil
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production were not includedinthe collateral assignedtothe Bank.

Wth regard to the trustee's second contention that the Bank
failed to perfect its security interest in the extracted oil and
accounts by filing financing statenents, the Bank is correct that the
noti ce functi on of a financing statenent may be fulfilled by filingthe
security docunents thensel ves so |l ong as the requi sites of a financing
statenment are net. See IIl.Rev. Stat. ch. 26, 11402(1). The
i nstrunents creatingthe security interest here, the assignnents of the
debtor's working interest, werefiledinthe real estate records of the
county where the | eases were | ocat ed as requi red by 89-401(1)(b) for
| and-rel ated col |l ateral consisting of oil soldat the well head and
accounts arising fromthe sal e. These assi gnnents i ndi cated t hat they
covered fractional workinginterests in specificoil and gas | eases and
contai ned al egal descriptionof the real estate as required by §9-
402(5). Wiile the assignnents did not recite that they were to be
filedinthereal estate records, they were in fact recordedthere so
t hat t he purpose of this requirenment was net. To t he extent, then,
t hat t he i ndi vi dual assignnments nmet the requirenents for financing
statenents general |l y--in that they contai ned the nanes and addr esses of
t he debtor and secured party and were signed by the debtor--they

sufficed as fi nanci ng st at enents under §9-402, and t he Bank properly

%Executi on of a division order provides notice to the oi
purchaser to pay proceeds of an oil interest directly to the secured
creditor. As such, the division order constitutes an agreenent under
89-502(1) of Article 9, which allows the secured creditor to notify
an account debtor to make direct paynment prior to default if the
parties so agree. See Clark, Secured Transactions, 113.03[2][c], at
13-14; Ni nmer, Asset-Based Financing, 823:29.
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perfectedits securityinterest inthe extracted oil and accounts by
filing in the real estate records.

The assi gnnents submtted as exhibits inthis case vary somewhat
informand content. The mgjority of the assignnments contain the nane
and addr ess of the debtor and t he nane of the Bank as secured party and
are signed by the debtor. Some additionally include the Bank's
address. These assignnents are for | eases desi gnated as the Venters-
St at on Conmuni ty #1, the Kennet h Short #1, the Carl Short #1 &2, the
Thel ma Worrel | #1, the King-Mattingly and King Carrier, the Robi nson
#2, the Eti enne Community #1, the Koontz, the Ral ph English #1, and t he
Carl Short #3 and 4. Findi ng the om ssion of the Bank's address to be
amnor error that i s not seriously msleading (seelll.Rev. Stat. ch.
36, 19-402(8)), the Court rules that these assignnments neet the
requi rements of 89-402 for financing statenents. Wthregardtothe
assi gnnment of the Carl Short #3 & 4 | eases, however, the filing has
| apsed because it was recorded nore than five years prior to the
debt or' s bankruptcy and no conti nuati on statenent has beenfiled. See
IIl.Rev.Stat. ch. 26, 19-403(2).

The remai nder of the assignnents submtted as exhibits were
execut ed by parties other than the debtor. No expl anati on has been
givenastotherelationship of the debtor tothesethird parties or
t he reason these entities executed assi gnnents to the Bank for the
debtor's account. Curiously, another assignment submtted as an
exhi bit appears to be a reassi gnment of the debtor's working interest
fromt he Bank back to the debtor (the Ri ster Community #1). The Court

wi || not speculate as towhy these latter assignnents were submttedin
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connectionwith the present case but finds that they do not suffice
ei ther as security agreenents or as financi ng statenents to perfect the
Bank's security interest in collateral belonging to the debtor.

The Bank makes no argunent with regard to perfection of its
security interest inequi pnment associated with the particul ar | eases.
The Bank's financing statenent, while properly filedw ththe Secretary
of State, does not adequately identify what equi pment the secured party
claims aninterest in, asit nmerelylists several itens of equi pnent
withnoreference to specificleases or other identifyinginformation.
Accordingly, the Court finds that the Bank' s |i en on equi pnent used on
t he | easehol ds i n questi on was unperfected and nay be avoi ded by t he
trustee.

Because of the Court's rulingthat the Bank properly perfectedits
security interest as to the specifiedleases by filinginthe real
estate records where the | eases were | ocated, it i s not necessary to
address t he Bank' s argunent that the trustee's conpl ai nt was barred by
| aches. For the reasons stated, the Court finds that the Bank's Iien
on | easehol d equi prent owned by t he debtor i s voi d agai nst the trustee
under 8544(a). The Court further finds that the Bank has a perfected
security interest inextractedoil and accounts attri butabletothe
debt or' s working i nterest froml eases desi gnat ed as t he Vent er s- St at on
Communi ty #1, the Kenneth Short #1, the Carl Short #1 &2, the Thel na
Worrell #1, the King-Mattingly and King Carrier, the Robi nson #2, the
Eti enne Community #1, the Koontz, and t he Ral ph Engli sh #1. The Bank's
security interest inextracted oil and accounts attri butabletothe

debtor's workinginterest inthe Carl Short #3 & 4 | eases i s voi d as
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unperfected, and the Bank i s ordered to account to the trustee for
payments made to it fromthese | eases as of the date of filing of the
debtor's petition.

I T 1S SO ORDERED

/sl Kenneth J. Meyers
U. S. BANKRUPTCY JUDGE

ENTERED: Septenber 4, 1990
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