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Interim Report of the Joint Subeommittee
Studylnl Security Interests In Farm Products

To: Honorable Gerald L. Bailles, Governor of Virginia
and

The General Assembly of Virginia

Jaauary, 1188

INTRODUCfION

The joint subcommittee studying secured interests in farm products was established pursuant
to Senate Joint Resolution No. 123 of the 1985 General Assembly. That Resolution reads as
follows:

SENATE JOINT RESOLUTION NO. 123
EstablJslJlng 8 Joint subcommittee to study Title 8.9 01 the Uniform Commercial Code relating to

security bJterests In farm products and equipment.

WHEREAS, buyers of farm proeucts in the ordinary course of businest; take such products
subject to lenders perfected security interest under § 8.9-307 (1) of the Code of Virginia; and

WHEREAS, farmer's selling agents, such as auctioneers, commission merchants and market
operators also take such products subject to lenders' perfected security interest under that
section; and

WHEREAS, the application of § 8.9-307 (1) results in the double payment for farm products
wben the farmer debtor falls to remit the sales price to the secured lender and the secured
lender pursues the farm product buyer or farmer's selling agent for conversion under this
section; and

WHEREAS, farmers farm and sell their farm products in multiple counties and cities; and

WHEREAS, some farm prodUCts are both centrally and locally filed, but others are only
locally flied: and

WHEREAS, farm product purchasers and farmers' selling agents need immediate access to
farm product Den filings if they are to avoid double payment for purchased farm products; and

WHEREAS, the computerized filing of lien information would make that information more
easily accessible to farm product buyers; and

WHEREAS, farmlD& farmer financing, and farm product selling is no longer local in nature
but a matter of statewide concern and need; and

WHEREAS. the farmers of Virginia need adequate and reasonably priced credit; and

WHEREAS, the banking and lending institutioDS require reasonable assurance of repayment
of Ioans on secured farm prodUCts; now, therefore, be it

RESOLVED by the senate, the House of Delegates concurring, That a joint subcommittee be
establlsbed to study Title 8.9 of the Uniform Commercial Code relating to security interests in
farm prodUcts and equipment. The joint subcommittee shall investigate: (i) the feasibility of
computerized filing of such information in a central file with telephone access by farm product
lenders and buyers: (II) shortening the statute of limitations With respect to § 8.9-307 (1) relating
to clalms to reduce the buyers' risk; (iii) the possible addition of fraud penalities to farm
product sellers who tail to pay liens on secured farm products; (iv) whether buyers of farm
products In the ordinary course of business should take those products free ot a security interest
created by the farmer-seller; (v) whether persons acting as selling agents of farmers should be
able to sell the tarmers' products free of security interests created by the farmer; and (Vi)
procedures to reduce, it not eliminate, the risk of a farm product buyers unknowingly
purchasing secured farm products.

The joint subcommittee shall consist of twelve members to be appointed as follows: two
members each from the senate Committees on AgriCUlture, Conservation and Natural Resources
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and on Commerce and Labor, to be appointed by the Senate Committee on Privileges and
Elections; two members each from the House Committees on Agriculture and on Corporations,
Insurance and Banking, to be appointed by the Speaker of the House; one member each from
the agribusiness public sector and banking community, one of whom shall be appointed by the
Senate Committee on Privileges and Elections, and one of whom shall be appointed by the
Speaker of the House of Delegates.

The joint subcommittee shall complete its work in time to make any recommendations it
deems appropriate to the 1986 General Assembly.

The costs of this study, including direct and indirect costs, are estimated to be $19,300.

Senator Frank W. Nolen, of Augusta, was elected Chairman of the subcommittee. Other
Senate members appointed to serve were: Richard J. Holland, of Windsor; Robert E. Russell, of
Cbesterfield; and William A. Truban, of Shenandoah.

Delegate Lewis W. Parker, Jr., of Mecklenburg, was elected Vice-chairman of the
subcommittee. Other members of the House of Delegates appointed to serve were: Charles C.
Lacy, of Wythe; Willard R. Finney, of Franklin County; and John Watkins, of Chesterfield.

Two citizen members were appointed to serve on the SUbcommittee: Jack W. Peoples, of
Chesapeake, representing the agribusiness public sector and F. Bruce Spencer, of Farmville,
representing tbe banking community. .

C. William Cramme', III, senior Attorney and Terry Mapp Barrett, Research Associate of the
Division of Legislative services served as legal and research staff for the subcommittee. Ann
Howard and Barbara Hanback of the House Oerk's Office provided administrative and clerical
staff assistance for th~ subcommittee.

WORK OF THE SUBCOMMITrEE

The joint subcommittee held meetings on November 26, 1985 and January 7 and January 16
of 1986. The subcommittee noted at its first meeting that it purposely started its study late
because of the federal legislation being discussed in Congress and because it wanted to see what
would result. During its meetings the subcommittee beard a great deal of testimony and received
several pieces of written testimony. The staff and interested parties offered the study group
written materials during and In between meetings.

Prior to the subcommittee's first meeting, its staff furnished each member with a copy of an
initial staff study pointing out the various issues that the study group should consider and what
methods other states were using to address the exemption afforded under § 307 of Part 9 of the
Uniform Commercial Code which appears as § 8.9-307 of the Code of Virginia. Appendix 1 of
this report contains 8 portion of the initial staff study submitted to the members of the joint
subcommittee.

At Its November 26 and January 7 meetings, the joint subcommittee received most of its
testimony and made most of its fact finding. The testimony centered around that section in the
Uniform Commercial Code, more specifically § 8.9-307 of the Code of Virginia, Which affords
protection to a buyer in the ordinary course of business. The subcommittee found that that
section as it presently appears makes an exception to the general rule for those persons buying
farm products from a person engaged in farming cperanons, Normally, a person buying goods in
the ordinary course of business takes tree and clear of the security interest created by his seller
even though the security interest is perfected and even though the buyer knows of its existance.
The farm products exception to that general rule does Dot afford the same protection to a
person buying farm products from a person engaged in farming operations. The subcommittee
found that the testimony was divived between those representing banking interests and those
representing farming interests. Those persons representing banking interests stated that if the law
was changed to eliminate the farm products exception they would like to see a central filing
system established in the Commonwealth for the purpose of filing liens on farm products and for
the purpose making the lien information available to potential buyers. Those persons
representing farming interests, stated that they were in favor of eliminating the exception and
the statutory creation of a prenotification system whereby the banks would notify potential
buyers of any existing liens.

At its January 16th meeting, the joint subcommittee heard very little testimony and made
public its decision to recommend that the exception to the general rule created in the Uniform
Commercial Code be eliminated and that the failure to payoff an existing lien within a period
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of time after the tarmer-seller had sold the farm products would be punishable as a criminal
violation. The joint subcommittee also decided that the study should be continued for another
year In order that It may more fully study the options of a central filing system and the
prenotlftcation system.

At all three of the subcommittee meetlnp representatives from the following associations
appeared and testified: the Virginia Bankers Association, the Vlrglnla Farm Bureau Federation,
the VlrglDla AgribusiDess CoUDeU, the State Corporation Commission, the law firm of Mays,
Valentine, Davenport and Moore, the Virginia Poultry Federation, the Virginia State Feed
AssociatiOD, Continental Grain Company of Norfolk, Virginia, Perdue, Inc., the Virginia Uvestock
Markets Association, Dominion Bank in Harrisonburg, the Virglnla-e&rollna Peanut Growers'
Association. Sovran Bank, the Richmond Farm Bureau Credit Association and several grain and
beef cattle farmers from around the Commonwealth. .

Having heard testimony the Subcommittee thorOUghly dJscWBed and carefully considered
which recommendatioDS to make to the 1986 General Assembly. All of the recommendations
were made by uD8Dlmous vote by the members of the full joint subcommittee.

UCQMMENQADQNS

After careful coDSIderation the subcommittee decided to offer the following two
recommendatloDS to the General Assembly:

I. THAT THE GENERAL ASSEMBLY SHOULD PASS A BILL, AS OFFERED BY THE JOINT
SUBCOMMm'EE TO RUMINATE THE FARM PRODUcrs lDCCEPTlON IN § 8.9-307 OF THE
CODE OF. VIRGINIA. THAT THE BILL SHOULD PROVIDE THAT A FARMER-SELLER WHO
FAILS TO PAYOFF WITHIN TEN DAYS ANY EXImNG UEN ON FARM PRODUcrs SOLD
SHOULD BE GUILTY OF LARCENY. .

D. THAT A JOINT RESOLUTION CONTINUING THIS STUDY SHOULD BE PASSED BY
THE 1986 GENERAL ASSEMBLY. THAT THE RESOLUTION- SHOULD PROVIDE THAT THE
SUBCOMMITTEE CONSIDER THE FEASIBILITY OF THE ESTABLISHMENT AND
MAINTENANCE OF A COMPUTERIZED CENTRAL FlUNG SYSTEM AND CONSIDER THE
ESTABUSBMENT OF A PRENOTIFICATION SYSTEM.

REASONS mil RECOMMENDATIONS

THAT THE GENERAL ASSEMBLY SHOULD .PASS A BILL, AS OFFERED BY THE JOINT
SUBCOMMITrEE TO RUMINATE THE FARM PRODUcrs EXCEPTION IN § 8.9-307 OF THE
CODE OF VIRGINIA. THAT THE BILL SHOULD PROVIDE THAT A FARMER-8ELLER WHO
FAILS TO PAY OFF WITRIN TEN DAYS AN EXISTING UEN ON FARM PRODUcrs SOLD
SHOULD BE GUILTY OF LARCENY.

In maktDI this recommendation, the subcommittee heard testimony favoring the ellmination
of the farm products exception In § 8.9-307 of the Code of Vlrglnla. Those persons representing
the bank1na Interests in the Commonwealth stated that should the farm prodUcts exception be
eliminated, some safeguard should be established by statute to protect the secured party's
Interest, and they advocated that a central ft1lDg system be created by statute to serve as that
safeguard. Those persoDS representiDg the farmiDg IIlterests, stated that with the el1m1DatioD of
the farm products exception, a preDotlftcatlon system could be estabUslled by statute in order to
serve as a safeguard to the secured party's interest. The subcommittee beard testimony from
both sides that the federal farm bill recently passed by Congress el1m1Dated the farm prodUcts
exception from the UDiform Commerdal Code, and as a safeguard offered both of these OptiODS
to the states. see Appendix 2 of this report. The subcommittee found that, although the federal
leJlslelton was effective December 23, 1988, tile states would not be forced to accept one option
over the other U they did Dot act by that date. A third option coDSldered by the subcommittee
which It ultimately endorsed was to make it a crimiDal offense to fail to pay the secured party
after the sale of the farm prodUcts wttb.ln a spedftc period of time. A fourth and fifth option
coDSIdered were (I) some form of release statement printed on the buyer's check and (Ii) a
certlflcatlon plan advising the buyer of existing BeDS.

A. central E1IlDa System

Proponents of the central filing system approach pointed out that the reason tor the present
exception In the UDiform Commercial Code for the sale of agricultural products is that
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qrlcultural products are different from other types aI JI'. fa. c81_ For example, they statM, __
a car dealerlbip seUS a car It haS an OD-IOlDI lDveDtory, Nt when a farmer sells his prod1ldll
be aeU8 them all at once 8Jld that IDventory Is lODe~ *PIeted and Is Dot IdeDtltIabM. THy
pointed out that If a retailer waDted to seU a 1arIe percetM811 of Its stock at one time, It w08lll
have to coDform with tile Bulk S81es Act under the U...... Commerclal Code which~
prenoUftcaUOD. They added that normally a farmer does DOt sell the bulk of his operaUon but
usually sells ott a UWe bit at a time and therefore does not ~l under that Act. They also
polDted out that the sale of qrleultural products Is different from the sale of other tblDp In
that they are Dot pbyslcally located In any ODe place and the sale can be across county Unes or
state llDes. They stated that they qreed that there Is a problem in this area for all that are
concerned. Proponents pointed out that the security of the baDt and Its collateral in the products
Is very lmportaDt. that the buyer of the agricultural products faces the possibility of purcllaslD&
the products with an ex1stlDl Den and the possIblllty of paying twice because of that UeD, and
that the farmer waDts to contlDue fannlD& and selliDl his products and waDts to finance .more
crops. The proponeats stated that should the exception be elimlDated it was their bellef that the
central ftllD& system plan was the most equitable for all involved. They stated that the
establishment of a centraUy-located computerized qrlcultural Ben fillng system would allow
leaders to tile their DeDI and would provide buyers otagrlcultural products with iDstaDt
electroDlc access to that nen lDtormatlon. They stated that that lDtormatlon could be made
available on a twenty-tour hour basis. The proponents of tills approach advised the subcommittee
that tIley were tatlD& this approach because It would eDable baBks to remain as aggressive as
possible III farm lendlDl practices. The proponents sugested that the removal of the exception
from the UDlform Commercial Code .could ultimately hurt tbe farmers abUlty to obtalD a loaD.
They stated, however, that they wanted to contlDue to serve tile farmer aild make these types of
loaDS available and that Is why they were seeltlDl this approacll to the solution.

The propoDeDts stated that the actual procedures to be utlllzed under the central fl1lDI
system proposal could be adopted from the federal lealsiatioD and regulatiODS. They stated tIlat
federal lepdaUOD IDtroduced III 1985 requires specific lDformatloD in the disclosure of the BeDS.
They stated that It requtres the ft1lDg of liens by product group indexlDg and requires the
farmer to be IdenMed by Ills D8JDe and social security Dumber.

With reprd to the cost of estab1lsblDg such a central filing system, the proponents stated
that It Is dltftcult to aet a haDclIe on wbat the costs would be, but Doted that there would be
some start up costs Involved III any proposal that the subcommittee may adopt They stated tIlat
the pubBc concern should be coDSIdered when looking at the cost of the central flUng system.
The proponents pointed out that with regard to the pubUc interest, central filing is Dot a total
solution to the problem but that It Is important to remember that the subcommittee, in whatever
they recommend, would Dot waDt to alleviate anyone from Ills duty under a secured Hen. They
aplalDed that presently a borrower caDDot cbeck all possibilities for BeDS, and lenders caDDot
be sure tbat they have noMed all buyers. They added that there Is a need to get more cost
lDfOrmaUOD on a central fl1lD& system and that they forsaw that all parties would be paying
some sort of fee tIlroUlh a fee 8IT8JlIemenl

The State CorporaUon CommLwdOD lDformecl tile .. ~ .Rmlttee that without bids • ..
central tl1IDI system they could Dot pinpoint the exact C8It of such a fillng system. They .....,
however, that by looJdq at other systems they were able to estlmate that the first year's cast
mould nmae between $812,000 aDd $902,000 which did Dot include the cost of hardware. They
stated that adclltloD8l employees, expt!DSeS and supplies would cost another $102,000. In makiDI
their estImltes, they stated that they coDSIdered access to the system by telephone and that Is
wily the estimated costs vary. They pointed out that the costs do Dot coDSIder placing termlDals
tIlroUlhout the Commonwealth or for providiDI commUDlcatloDS between states. They pointed out
that It Is coacelvable to utilize exIstlDg computer networks Within the Commonwealth. The
CommlMlOD stated further that the cost for tile exIstlDg grain filing system is $235,000. They
pointed out, however, that they cannot add a Dew central flUng system to the existing computer
system because the data base requirements for the new system are totally different from what
tIley have DOW.

With reprd to other states that have implemented a central flUng system, the subcommittee
beard testimony that MontaDa had passed legislation effective July 1, 1985 that created a central
ftlID& system to be tuDctloD8l by July 1, 1986. Testimony revealed that the State of Montana had
estimated that 50,000 Beus will have to be reftled in order to malntalD 8 first lIen position and
they are cbarglq a $7 tee for flUng. Further, the secretary of the State of Montana provides
each county with Den Information by mall each month. The subcommittee found that the State
of North Dakota bas a law that bas been used as a model law. They found that North Dakota
bas 90,000 Ileus on Its system and has spent $423,000 tor computer termiuals and programs.
They found that the administeriDg agency sends microfiche lien information to a Ust of
subscribers. The subcommittee also beard testimony that the State of Delaware bas a central

6



filing system that is hand operated and has been in operation since 1967. Testimony revealed
that 15,000 liens are tiled each year in the State of Delaware. The cost of each filing is $5 and
the system Is selt"Supporting. Testimony further revealed that Delaware may have to modify its
system because of federal law changes. The subcommittee was reminded that the filing of the
IleDS In this type of central system only indicates that a lien exists, and that a financial
statement has to be filed in order to perfect the lien. See Appendix 3 of this report for
testimony flIed with the subcommittee supporting the establishment of !.he central filing system.

The SUbcommittee found that the opponents of the central filing system approach were in
favor of eliminating the exception to the Uniform Commercial Code but favored the creation of
a prenotification system rather than a central filing system. In opposing the central filing system
alternative, the opponents stated that no one knew what the cost would be to create a central
filing system but they could be constderabte and would ultimately be passed on to the farmer
through the use of filing fees. They explained, also, that they were concerned about the
accessabiUty of the data OD the central filing system in a situation involving an immediate sale.
The opponents also pointed out that many times during the sale of agricultural products,
particularly at the livestock market, when a person goes to bUy a head or heads of caWe there
is no time to check the record for liens, and that a more practical approach than a central
flliDg system should be constdered by tile subcommittee. They stated that in that situation many
buyers would not be aware of liens and would still be liable for double payment. They pointed
out that the credibility of the Commonwealth would be on the line with the central filing system
since the state would be liable when inaccurate information was reported. The opponents also
suggested that because tarmers sell to buyers outside of the Commonwealth they were fearful
that those out-of-state buyers may want to go elseWhere so as not to have to deal with
subscribing to computer information even if it were available to them in their state. The
opponents testified further that they do not feel responsible to those persons to wbom banks loan
money. They stated that the imposition of a central filing system does not properly place the
responsibility for financial risk taking on the banks. They stated that a central filing system
would continue to cause buyers to take the risk of having to make double payment for
agricultural prodUCts. They stated that the financial risk taking and the repayment of the loan
should be placed In the hands of the establishment which granted the loan and the person Who
received t~ because these are the two parties Who were originally involved in the negonanons,
They stated that because of these reasons some approach other than the creation of a central
filing system should be cODSidered and adopted by the subcommittee.

B. Pre-notiflCltion System

The proponents of the creation of a pre-notification system stated that they favored the
eUminatioD of the exception tor agricultural products in § 8.1-309 of the Code of Virginia and
the estabUsbment of system whereby the fanner who is the borrower/seller could be required
by his lender to supply the lender with a list of potential buyers. Tbat type of system could also
require the farmer to notify the lender one to two weeks in advance if the farmer wished to
sell to someone who was not on the list. They stated that the farmer could also be required to
pay the lender within a certain number of days after the sale. They added further that the
prenoMcatioD system could require the borrowerffarmer to be SUbject to a stiff penalty of a
certain amount or a percentage of the value of the product sold if the farmer fails to pay the
lender within a certain number of days after the sale of the agricultural product, They stated
that in their opinion the prenotification option was the most reasonable, feasible, fair and least
costly and harmful of the two options. They stated they forsaw that sucb a system would not
result in problems with the availability of loan funds for farmers. They added that. a
prenotification system exists in twelve other states and that they had heard of no problems with
those systems. The proponents also pointed out that the imposition of a prenotification system
rather than a central filing slstem would properly place the risk of lending money on the
iDStltutlODS making those loans. They added that lenders should not be lending money to farmers
on the criteria that the buyers would repay the loan.

The proponents of the prenotification system approach stated that under present law the
purchaser of agricultural prodUCts are exposed to great risk and are acting as credit supervisors
for lending Institutions. They stated that under the prenotifiation system approach, lending
iDStltutioDS are protected by being allowed to inform buyers of agricultural products of an
existing lien wbereupon the buyer is obligated to conform with the banks instructions on
~yments. They stated that under this type of clear title concept the farmers opportunity to use

picultural products as collateral to secure loans is not damaged, and it places the responsibility
.iJr financial risk taking and the repayment of the loan in the hands of the lending
establishment Appendix 4 of this report contains written testimony received by the subcommittee
from the proponents for the prenotification system option.
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The opponents to the prenotification system option, stated that under such a system there is
a possibility of the bank's collateral being voided. They explained that if the borrower/farmer
chooses Dot to notify the lender until after the sale, the bank's collateral, the farm product, is
gone. They stated that any penalty provided under sucn legislation creating the prenotification
system may not be severe enough. They stated that a prenotification system could hurt the
farmers ability to obtain 8 loan because it would jeopardize the collateral, and noted that they
were not speaking about a insignificaDt amount of farmers. They added that the honest farmer
who would payoff his 108n would be potentially penalized by the prenotice system since it
reduces his flexibility to sell his products for the best price availble. They stressed to the
subcommittee that the implementation of a prenotification system would have a significant
impact on the ability of the farmers to obtain financing.

The opponents argued that lenders are not known for accepting additional risks without
making modifications elseWhere and that if Virginia were to go to a prenotification system,
banks would Dot be able to secure themselves with the borrower's collateral if the commodity
itself were used for collateral. They stated that lenders do not wish to place additional burdens
on farmers as the economic times for farmers today are the worse since the depression. They
pointed out that a significant number of farmers would be affected. They stated that, as lenders,
they feel a moral obligation to make agricultural loans particularly to fanners in rural areas
and that If they have to restrict such teans, this would not only hurt the fanner, but the overall
economy. They stated that in considering the cost of implementing a system, the subcommittee
sbould consider the public concern and welfare.

The opponents stated that there would be several results if the Commonwealth goes to the
prenotification system. They stated that there could be additional underwriting costs because of
the addlUonal risks involved. They pointed out that there would be a probability of imposition of
tighter lending requirements. They stated that such a system would cause the producer/farmer
to be in a position to sell to those on the list and If be does so, and cannot repay the loan in a
certain Dumber of days the lender would be forced to take legal action. They Doted that sucb a
system may cause the lender to be in a position of having to take legal action against someone
wbom tbey have had a banJdng relatioDShip for years. They added that in this situation if the
bank lets the farmerI borrower go without making prompt payment, it would be establishing a
precedent of no-action. The opponents opined that if a prenotification system were adopted, the
larger banks would immediately change their lending practices. They suggested that the smaller
banks would continue with their current practices until they were hurt.

One of the opponents to the prenotification system, Who is one of the larger agricultural
lenders in the Commonwealth, stated that the prenotification system presents issues that violate
loan collateral principles and explained that they estimated that if a prenotification system were
lmplimented In the Commonwealth they may be forced to Dot deal with 42% of their current
agricultural borrowers in the future. They stated that that percentage equals 20% of their dollar
volume. They stated that their basic tear is that the prenotification option creates the danger
that the seller may not choose to notity the lender of his p>tential buyer prior to the sale and
to walt until after the sale to repay the loan. They stated that in such a situation the lender's
collateral is lone and the loan may Dot be repaid. They pointed out that lenders are not likely
to get Into that position and that if prenotification is required, lending would be reduced.

c. Criminal Penalty .QJHiml

After having heard testimony on the central filing system option and the prenotification
system option, the subcommittee decided to consider a third option, that of creating a statute
that would make it a criminal offense If the borrower/farmer did not payoff an existing lien
within a reasonable period of time after the sale of the agricultural prodUct used as collateral
on the loan. Because the subcommittee also learned that the federal legislation on this subject in
the national farm bill did not require the states to choose between a central filing system or a
prenotification system, the subcommittee decided that it was in favor of adopting the approach
which would make It larceny for the farmer to fall to payoff the lien within a reasonable
period of time after the sale of the agricultural product, See Appendix 5 of this report which
contains the legislation agreed to by the subcommittee adopting this approach.

D. Q1Iw: Approacbes

The subcommittee received testimony concerning two other suggested approaches in
remedying the situatton which the buyers of farm products are DOW experiencing. These
alternatives suggested the printing of release statements on the backs of checks received from
the sale of the farm product. The suggestion was that the release would be a statement that
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clear title would exist upon the endorsement of the check. The subcommittee found that there
was considerable question as to the worth of such a printed release. The subcommittee learned
that In order tor such 8 release to be legally binding there would be some need of statutory
language to allow for such releases.

A second option offered to the subcommittee involved a certification plan whereby the
fanner would give a certificate to the buyer advising the buyer that either a lien existed or that
no lien existed on the agricultural product. Under such a plan, if there were a lien existing a
joint check would be drawn by the buyer on the bank holding the lien. If no lien existed there
would be no need for a joint check.

Although the subcommittee heard some testimony on both of these alternatives, they decided
not to recommend either one. In making that decision, the subcommittee had already decided
that the study on this issue should be continued for another year.. They noted that these two
optiODS could be considered in more detail in the study during the next interim.

For the reasons cited above, the joint subcommittee recommends that Iegislanon be
introduced in and passed by the 1986 General Assembly to eliminate the farm-products exception
presently in § 8.9-307 of the Code of Virginia, and that such legislation include a provision that
would make a fanner guilty of larceny for failure to promptly payoff existing liens on
collateralized farm products that are sold.

II. THAT A JOINT RESOLUTION CONTINUING THIS STUDY SHOULD BE PASSED BY
THE 1986 GENERAL ASSEMBLY. THAT THE RESOLUTION SHOULD PROVIDE THAT THE
SUBCOMMITTEE CONSIDER THE FEASIBILITY OF THE ESTABLISHMENT AND
MAINTENANCE OF A COMPUTERIZED CENTRAL FILING SYSTEM AND CONSIDER THE
ESTABUSHMENT OF A PRENOTIFICATION SYSTEM.

In making this recommendation, the subcommittee found that the federal legislation enacted
In the federal farm bill did not mandate either a central filing system or a prenotification
system to the states." Because of this the subcommittee felt that it should give more time to the
consideration of the cost involved in implementing a central filing system or a prenotification
system. Because of the complexity of the issue and the different views of what type of system
would be best for the Commonwealth, the joint subcommittee decided that the study should be
continued so that they may thoroughly study all the options available. The subcommittee also
pointed out that the continuation of the study would allow the subcommittee to monitor the
federal legislation in this area and to determine what type of system for addressing this issue
would be In the best interest of the Commonwealth. Appendix 6 of this report contains the joint
resolution whlcb the subcommittee otters in order to continue the study.

For the reasons cited above, the subcommittee recommends that a resolution be introduced
and passed by the 1986 Session of the General Assembly to continue the subcommittee's study.

CONCLUSION

The subcommittee expresses its appreciation to all parties who participated in its study, The
subcommittee expresses its desire that all the parties who participated would continue to
partlciate in Its future study of the issues. The study group's recommendations have been offered
only after carefully and thorOUghly studying the information and data received. The
subcommittee believes that its recommendations are in the best interest of the Commonwealth
and encourages the General Assembly to adopt those recommendations.

Respectfully SUbmitted,

Frank W. Nolen, Chairman

Lewis W. Parker, Jr., Vice-Chairman

Richard J. Holland

Robert E. Russell

William A. Truban
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Willard R. Finney

Charles C. Lacy

Jobn Watkins

Jack W. Peoples,

F. Bruce Spencer
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AUTHORITY FOR STUDY

Pursuant to Senate Joint Resolution No. 123 of the 1985 General

Assembly, the Joint Subcommittee was established to study the Uniform

Commercial Code as it relates to security interests in farm products and

equipment, and to study the feasibility of requi r tnq the State

Corporation Commi ssion to computer;ze fi 1i ngs of secured transactions

relating to farm activities. A copy of this resolution is attached as

Appendix 1 to this study.

PERSONS APPOINTED TO SERVE

Senate Joint Resolution No. 123 requested that the "Joint

Subcommi ttee sha 11 cons 1st of ten members to be appal nted as fo11 OWS :

two members each from the Senate Committee on Agriculture, Conservation

and Natural Resources. and the Senate Committee on Commerce and Labor, to

be appointed by the Senate Committee on Privileges and Elections; two

members each from the House Commi ttee on Agri cul ture and the House

Committee on Corporations, Insurance and Banking, to be appointed by the

Speaker of the House; one member each from the agribusiness public sector

and banking community, one of whom shall be appointed by the Senate

Committee on Privileges and Elections, and one of whom shall be appointed

by the Speaker of the House of Delegates. 1t
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The Senate Comm1 ttee on Pri vi 1eges and El ecti ons appot nted the

fo11 OWl ng members : Senator Frank W. No1an of Augusta , Senator R. J.

Ho11 and of Is 1e of Hi ght t Senator Will i am A. Truban of Shenandoah,

Senator Robert E. Russell of Chesterfield. and citizen member Jack W.

Peoples of Chesapeake representing the agribusiness public sector.

The Speaker of the H'ouse of De 1egates appol nted the fo 11 OWl ng

members: The Honorable Lewis W. Parker. Jr. of Mecklenburg, The

Honorable Willard R. Finney of Franklln, The Honorable Charles C. lacey

of Wythe, The Honorable John Watkins of Chesterfield, and citizen member

F. Bruce Spencer of Farmville representing the banking community.

OBJECTIVES

It would appear that the.joint subcommittee should strive to achieve

the following objectives:

(1) To consider and determine whether present practice under current

law is resulting in double payment for farm products and

equipment. If so, to what extent is this double payment taking

place?

(2) To consider methods of improving information flow between the

farmer borrower, the farmer lender, and the farm product

purchaser in order to reduce the frequency in which farm

products are sold without payment or lmrnediate remittance to the

lender~ As part of this consideration, to determine whether it
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would be feasible and cost effective to set up a cQmputerized

filing of security interest in farm products 1n a central file

with telephone access by farm product lenders and buyers,

lnclud'ng automatic electronic transfer of such information from

local circuit courts if local filing is to be retained.

(3) To determine whether local filing with the c.ircuit court clerks

should be retained.

(4) As an alternative solution. to determine whether present

Section 8.9-307 of the Code of Virginia (see Appendix 2 for a

copy of this code section) should be amended to allow buyers of

farm products in the ordinary course of business to taKe those

products free of rts securlty interest created by the

farmer-seller.

(5) As another alternative solution, to determine whether

Section 8.9-307 should be amended to establish procedures to

reduce, if not eliminate, the risk of a farm product buyer

normally purchasing secured farm products. As part of this

solution, to consider the shortening of the 45-day statute of

limitations relating to claims, in order to reduce the

buyer's risk.

(6) To consider additional statutory language that would establish

fraud penalties for farm products sellers who failed to pay liens

on secured farm products in a timely manner after those products

are sold.
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(7) To consider amending the Uniform Commercial Code to require

lenders to notify buyers of existing liens. This could be

included in (6) above and could also penalize the lender who

fa i 1s to notify the buyer of the existence of a lien.

(8) To amend the Uniform Commercial Code to require the lender, at

the time of the loan, to notify the borrower that conversion of

mortgaged property without payment to the lender is a fraud.

Also, at the same time require the producers to sign a similar

statement.
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SCHEDULE OF STUDY

In estimating the direct and indirect costs of the study, the

Resolution requests a maximum of four meetings be held in order that the

work of the joint subcommittee be completed.

Senate Joint Resolution No. 123 states that the "joint subcommittee

shall complete its work in time to make any recommendations it deems

appropriate to the 1986 General.Assembly.u If the subcommittee concludes

its deliberations by the end of November, its staff will have ample time,

prior to the beginning of the 1986 Session, to draft any legislation or

reports desired by the subcommittee.

Due to the nature and complexity of the study, the joint

subcommittee's first meeting should not only be organizational in nature

but also fact finding. The joint subcommittee will want to consider

holding public hearings outside of Richmond in order that farmers and

lenders may attend the meetings.
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GENERAL OVERVIEW OF THE ISSUE ARE'S

Generally, Article 9 of the Uniform Commercial Code promotes an open

market rule which permits good faith purchasers to take goods free of

perfected security interests. This general rule does not, however, hold

true for good fa i th purchases of farm products (see paragraph 1 of

Section 8.9-307 as contained in Appendix 2 of this initial- staff study).

Nor does Article 9's general open market rule hold true for commission

merchants who act as agents in selling farm products. According to the

great weight of legal authority, buyers of farm products and commission

merchants who act as agents in selling farm products are liable to the

secured lender if the borrower-seller fails to account to the security

lender for the proceeds of sale, even though the buyer or commission

merchant does not know that the farm products were mortgaged. The only

exceptions to this general rule of liability are: (1) when a secured

lender authorizes the sale~ and (2) in a few jurisdictions, where the

secured lender has acted so egregiously with respect to the security

agreement and sales of farm products that the courts have found some way

to negate the liability. Neither of these exceptions arises very often.

(The text of this initial staff study section is based entirely on the

writings found in Appendices 3, 4, 5, and 6).

The liability of innocent purchasers of farm products and

intermediaries who sell farm products is founded principally on the

1nteraction of Paragraph (2) of Section 8.9-306 wi th Paragraph (1) of

Section 8.9-307 and on the tort of conversion.
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Paragraph (2) of Section 8.9-306 provides:

t1Except where this Art;cle otherwise provides, a security interest
cont1nues in collateral notw1thst,and1ng sale, exchange, or other
disposition thereof unless the disposition was authorized by the
secured party ; n the securi ty agreement or otherwi se and a1so
continues in any identifiable proceeds ....... ·~

A buyer of inventory in the ordinary course of business, however, is

protected from thi s conti nUl n9 securi ty ; nterest by Paragraph (1) of

Section 8.9-307, which provtde s that such a buyer takes free of a

security interest created by his seller. ThlS is not so for a buyer of

farm products. Because of the special rule for farm products set out in

Paragraph (1) of Section 8.9-307, a buyer in the ordinary course of farm

products is not protected from the conti nui ng secur t ty interest of

Paragraph (2) of Section 8.9-306; he takes subject to the security

interest (see Appendix 2 of this study for a copy of Sect;on 8.9-306 of

the Code of Virginia). Thus. the secured party may reclaim the farm

products from the buyer. or he may hold the buyer accountable for the

value of the security interest in those farm products. Additionally, if

the security agreement makes the borrower's unauthorized sale of the farm

products a default entitling the secured party to possession of the

collateral and the buyer does not account to the secured party for the

coliateral, the secured party may hold the buyer liable for conversion

because the buyer has wrongfully interfered with the security party's

right to possession of the collateral.
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Unlike a buyer of farm products, a commission merchantfs liability

for selling mortgaged farm products is not based on the interplay of

Paragraph (2) of Section 8.9-306, and the farm products exception of

Paragraph (l) of Section 8.9-307, which, of course, means that simply

deleting the farm products exception from Paragraph (1) of

Section 8.9-307 will not protect commission merchants from liability. A

commission merchant's liability is based on conversion. If the security

agreement makes the borrower's unauthorized sale a default entitling the

secured party to possession of the collateral and the commission merchant

does not account to the secured party for the col1ateral~ the secured

party may seek recovery against the commission merchant under either of

two theorles of conversion. Under the first. theory .. a commission

merchant is liable for conversion because he has, by his exercise of

dominion and control over the farm products during the selling process~

interfered with the secured party's right to possession of the

collateral. Under the second theory, a commission merchant's liability

is based upon hi s act; ng as agent for the mortgagor. Thus, when a

borrower se 11 s mortgaged farm products wi thout the secured party t s

consent, he is deemed to have tortiously interfered with the secured

party's right to possession and the commission merchant, as the

borrower's agent, stands in the shoes of his principal. The rationale

underlying the agency theory of liability ;s that inasmuch as an agent is

free to deal with, or serve, whomever he pleases, he should be of liable

if he chooses to assist a principal, even unknowingly, in the commission

of a tort.
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An accepted rule of law is that an agent, factor, commission merchant, or

auctioneer who receives property from his principal and sells it and pays

the proceeds of the sale to him is gUilty of conversion if the principal

has no r t ght to se11 a property, even though the agent acts wi thout

knowledge of the defect 1n title.

REASONS FOR THE RULE

A number of arguments have been advanced for the farm products rule .

. Some have argued that buyers from farmers should be treated differently
\

because farmers sell their products through agents or sell to financially

sophisticated buyers. The exception found in Paragraph (1) of

Section 8.9-307 has been justified on the ground that farmers sell to

buyers, marketing agents, and brokers who are in a position to determine

if their seller has given someone a security interest in his farm

products. These business operators are t or should be. aware of the need

to cheCK the filed financing statements, which is not the case with most

consumer buyers.

Another consideration for keeping the rule is that many farm

operations are cyclical in nature. Farm lenders recognize this and

generally expect payments only when products are sold. Thus, the lender

has all of its expectations and security tied up in one asset. It has

been argued that sales of farm products are more closely akin to bulk

sales and sales of inventory and deserve to be treated differently.

Thus, goes the argument, because farm products are not subject to the
•
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creditor protections afforded by Article 6 of the Uniform Commercial

Code, lenders must have the protection afforded by the farm products

exception in order to protect their interests.

If the farm products rule were totally eliminated, the lender would

lose a substantial protection. Moreover, the lender would have no

leverage with the potential buyers concerning who should be named as

payee of the check when products subject to a securi ty ; nterest are

sold. Also, the creditor would never be able to determine who all of the

potential buyers are inasmuch as farm products can be easily transported

out of the local area. This is in marked contrast to the noted filing

system currently in effect under the Code and makes it possible to

determine who might have a security interest .. Assuming the creditor is

not able to insure being named as a joint payee on the check, it will

have to establish procedures to assure that the proceeds from the sale of

the covered collateral are identifiable as required by Paragraph (2) of

Sectlon 8.9-306. The contrast to other bus tnesse s 1S arguably striking.

In many other business operations, particularly dealing with expensive

goods, the proceeds will consist of chattel paper, which is fairly easy

to police and identify. For the farm lender to keep proceeds

identifiable, it would mean keeping the farmer from commingling them with

other funds. This has historically been very difficult when farmers are

involved, inasmuch as farmers are generally paid by check that is

deposited in a general checking account.
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Finally, assuming that a change of Paragraph (1) of Section 8.9-307

would create substantially more risks for the lender, it would appear

that the lender would loan less, require much more in the way of

collateral or guarantors, or raise costs. This reason for retaining the

farm products exception is the most frequently cited justification for

the exception stating that agricultural enterprises will not be able to

secure credit without this "favorable" agricultural lending rule. If

this were to happen, this could well put further pressure on the federal

government to get more involved in the lending business inasmuch as the

Farmers I Home Admi ni stration C s current reQui rements are that borrowers

are not eligible unless credit is otherwise not available.

REASONS AGAINST KEEPING THE RULE

Not surprisingly, buyers and agents make many arguments supporting

their view that the rule is unjustifiable and that there is no reason for

the separate classification of farm products within the provisions of

Paragraph (l) of Section 8.9-307. One of the criticisms of the farm

products exception is in the form of a reply to the traditional rationale

for the farm products exception that buyers of farm products are

sophisticated enough to know that their seller may have mortgaged the

farm products he is selling. Some point out that the problem with this

justification for the rule is that a buyer, no matter what his level of

sophistication regarding agricultural financing, may not be able to

determine whether the goods he is purchasing are mortgaged or not. This

justification for keeping the farm products rule stems from the idea that
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most agricultural sales differ fundamentally from most non-agricultural

sales. The theory is premised on the belief that the sophisticated farm

products purchaser, unlike the less sophisticated tuyers of other goods,

will be aware of the exception to the free market rule and will therefore

take steps to protect himself. If, in fact, purchasers from agricultural

businesses are large and sophisticated business enterprises, it is

reasonable to assume that they ought to be aware of the farm products

rule; however, the local filing option reduces to futility any effort on

their part to discover the existence of a security interest. Presently,

the Code provides that the place to file for farm products is a local

filing office in the county of the debtor's resldence~ or if the debtor

is not a resident of the state, then in the county where the goods are

kept. When the collateral t s growing crops, there must be a filing in

the county where the land is located. When a buyer is trying to search

the records for a security interest, such an inQuiry requires the buyer

to discover the identity of the producer, and this type of investigation

is complicated by the fact that the buyer may not be dealing with the

producer but wi th the producer' s buyer or another i ntermedi ate party.

The characteristic of a chain of buyers and sellers compounds the inquiry

not only for the first buyer but for each subsequent buyer down the chain

of buyers until the goods are sufficiently disbursed to render the

secured par ty vs attempts to locate them ineff-icient. If the buyer

decides not to search, he cannot be sure that title is good. In summary,

the justification for keeping the rule based on agricultural commodity

buyers being sufficiently sophisticated to protect themselves by
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searching for security interests. and therefore not needing the

protection of an open market rule, allowing the buyer to buy free and

clear, rests on bad footing.

Even without the difficulties encountered as a subsequent purchaser,

buyers and commission merchants are often simply not able, because of

time constraints and costs, to check for liens on all the farm products

they buy or se 11 . Farmers do not te 11 the buyers in advance of sa1e

dates. This is a particular problem for the livestocK industry in that

many packers buy from multistate areas, and they are required to pay

before the close of the next business day. This rule has resulted in

many livestock buyers obtaining insurance.

Although the justification for the rule that equates a sale of farm

products to bulk sales is more persuasive than the previous

justification, it also encounters problems when examined closely. For

example, a dairy herd is a constantly changing asset. Poor producers are

culled and replaced. It is difficult to see how this continuing turnover

for a small number of animals is akin to a bulk sale. Also because of

the more sophisticated marketing techniques now being used by farmers,

farm products will often not be sold at one time; they will instead be

sold over a period of months to take advantage of uoff-season prices" and

to fulfill forward contracts.

One of the traditional rationales for the farm products exception

which is usually resorted to, states that agricultural enterprises will

not be ab1e to secure cred; t wi thout thi s "favorab1e" agri cul tura1

lending rule. Many say that this justification rings hollow since
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presumably agricultural lenders are just as interested in promoting the

sale of agricultural commodities as their borrowers are. They state that

it is difficult to see how a rule which hinders th~ ready flow of those

commodities can help creditors.

Another argument that is offered as a reason against keeping the rule

involves the shifting of the risk of nonpayment to the buyer. Proponents

of change say that the free-flow-of-commerc:e principle, which is the

basis of the ordinary buyer taking free of a prior perfected security

interest. app 1\es to farm products as we 11 as the i nveritory of the

appliance store; that is- to say that farmers should be treated as any

other business. The lender will still have a security interest in the

proceeds. This criticism of the rule usually centers on the unfairness

that attends the fact that purchasers of farm products from farmers are

often unaware that the products they buy are encumbered. The critics are

especially concerned about the appl ication of the rule to subsequent

purchases at the initial inventory sale by the farmer. The

buyer-in-ordinary-course doctrine, under the language of Paragraph (1) of

Section 8.9-307, applies only to security interests "created by his

seller:" that is .. the security interest is discharged only if it was one

created by the person se11 i n9 to the buyer in the ordi nary course.

Therefore, the subsequent purchaser tak.es subject to the secur i ty

interest created by the farmer, since the farmer is not "his seller."

For example, if a farmer grants a security interest in his farm product

to a production credit association and then sales the farm product to an

lntermediate wholesaler which, in turn, sells it to a broker, neither the
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intermediate nor the broker tak.e free of the association's security

interests. The intermediate. while it may fit the definition of a buyer

in the ordinary cour se , cannot avail itself of the

buyer-i n-ordi nary-course ru 1e of Paragraph (1) of Sect; on 8.9-307,

because it buys from a person engaged in farming operations. The broker

also cannot avail himself of this Section because, even though he may

rise to the status of a buyer in the ordinary course, he only takes free

of security interest created by his seller; the intermediate wholesaler.

The farmer created the security interest in question, and the broker)

therefore, takes subject to it. The criticism of the rule implicit in

this exampl e loses most of its bite, however, in light of the practical

obstacles confronting the lender who chooses to pursue distant

collateral. Needless to say. a financier will derive little economic

benefit from chasing his debtor t s farm product in grocery stores or

kitchen cupboards. The criticism of the rule gains respectabllity, on

the other hand, in situations where a slaughterhouse, intermediate

wholesaler, cotton gin, or broker buys the farmer's products. In this

instance, the farm financier enjoys targets far less elusive and diffuse

than products sold by grocers and consumers. Cases indicate that

fi nanc i ers are not re 1uctant to sue such defendants as brokers and

slaughterhouses on conversion theories. The basis of the "unfairness

objection" is sound. Because of the "his seller" requisite of the

buyer-in-ordinary-course rule, farm lenders can follow the collateral to

purchasers who cannot buy from the farmer. On the other hand, ina

non-farm situation, because the original buyer in the ordinary course
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from a non-farmer takes free and cl ear of the securi ty interest t the

buyer may pass the goods on to his buyers free of any such encumbrance.

Gauging the fairness of these differences depends i, part on whether the

purchaser losing .the protection is a slaughterhouse or intermediate

warehouseman rather than a consumer.

The farm products exception is subject to criticism on the basis of

economic consequences. In theory, many buyers of farm products are well

aware of the exception and either go to the expense of a filing search or

buy at their peril. As a result, such buyers must determine either the

cost of the search or of the risK. The buyer then has three alternatives

for accommodating these costs: he may increase the price to his

customers, decrease the offering price to the farm seller, or accept the

cost himself. ~·4hatever alternative he selects, agricultural commerce

ultimately bears the cost and the corresponding consequence in the

marketplace. Finally, the farm products rule confronts another criticism

arising out of the inventory priority rules. Article 9 of the Uniform

Commercial Code provides that a purchase-money secured party's rights to

inventory will not take priority over a person having an earlier

perfected security interest in the same inventory unless the

purchase-money party gives notice. Thus, for example, jf a debtor grants

a bank a floating security interest in inventory, that 1S a security

interest ina11 of its inventory whether then ovned or thereafter

acquired, and if the debtor subsequently grants a security interest to a

supplier whose credit permits the debtor to acquire additional inventory,

the supplier can defeat the bank only if it gives notice to the bank of
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the purchase-money transaction. The not; ce requi rement protects the

revolving inventory financier (the bank) by virtue of the fact that it

prevents the dilution of the collateral without his knowledge. At the

same time, it grants priority to a creditor (the supplier) who merits

it: a creditor who provided the financial resources to purchase the

after-acquired property. In short, the rule provides flexibility for

inventory financing by facilitating a new source of credit to the debtor

and protecting the original lender from surprise.

At the same time, because farm products are not "inventory," the

financing of "farm inventory" (that is, farm'products) does not Qualify

for such flexible treatment. Since farm products are not "f nventory" a

purchase-money sale of such goods falls within Paragraph (4) of Section

8.9-312, which contains no notice provision, and the revolving

agricultural lender loses the benefit of the notice. Thus, the lender

may unknowingly be put in the position of being unable to satisfy his

debt from the farmer and be forced to pursue the inventory co 11 atera 1 in

the hands of subsequent purchasers. As noted above, this inventory may

be sufficiently disbursed and make this remedy impractical. This danger

may deter the extension of revolving credit to the farmers despite the

fact that, as several authorities suggest, agricultural businesses need

revolving credit as a result of growing capital requirements. Similarly,

because farm products are not inventory, proceeds from their sale elude

the revo1vi ng 11 en farm 1ender a1though such proceeds conti nue as

collateral for the revolving inventory financier of other industries. In

short~ the farm products exception from the inventory definition and from
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the open market rule, both of which ostensibly protect farmers and farm

lenders, create an obstacle to one type of credit farmers need, even

though both of these exceptions are ostensibly designed to protect

farmers and farm lenders.

INTERESTED PARTIES' POSITIONS

Regardless of the association and their cons t i tuency , all th€

interested parties believe that it is better for the General Assembly to

cure present problems presented by Section 8.9-307 ~han for Congress to

act and make broad sweeplng changes. They all believe that it is more of

the province of the State to regulate these commercial activities than

for the federal government to step in.

The Virginia Farm Bureau Federation's position is to amend the

Uniform Commercial Code to remove the farm product's exception. They

believe that this is a realistic approach which will go far in helping to

avoid the consequences that the rule has fostered. There is the opinion

that such a change would remove unnecessary fetters on farm financing and

allow for agricultural commodities to assume their place in the open

market (see Appendix 7 of this study).

The Virginia Agribusiness Council and various lenders in Virginia

want to take the approach of creating a central filing system for liens

on agricultural commodities in an effort to cure the problems created

under Section 8.9-307. They believe that this approach of a central

filing system with telephone acce ss , including the consideration of

automatic electronic transfer of this information from the local circuit
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courts where the information is filed, is far better than deleting

existing provisions within the Uniform Commercial Code. They are not

sure that it ;s wise to change existing prov;~ions within the Uniform

Commercial Code since the impact that those changes may have upon other

provisions is not entirely clear (see Appendix 8 of this study). The

Virginia Bankers' Association seem to agree with the conclusion found in

the article entitled "UCC Issues" written by Keith G. Myers in the

Journal of Agriculture Taxation and Law. Mr. Myers concludes that ~f

buyers and lenders alike could be protected by central filing and very

quick sccess to the filed information, it should be tried. Mr. Myers

states that one state, Iowa, has had this in operation for some time. He

notes :hat farm products are filed with the Secretary of State. and there

is a prlvate search firm that will provide the information immediately by

phone. (See Appendix 5 of this study).
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WHAT OTHER STATES AND CONGRESS ARE DOING

WHAT THE STATES HAVE DONE

State legislatures have reacted in a variety of ways. Appendix 9 of

thi~ study is a reprint of ten pages which appears with Appendix 3 of

this study, a South Dakota Law Review article that lists activities by

the states. Also enclosed are statutes from Colorado and Iowa.

CONGRESSIONAL ACTIVITIES

In 1983. Senator Huddleston of Kentucky, and Representative Harkin of

Iowa .. introduced legislation to remove the agricultural exemption from

the Uniform Commercial Code. Both of those bills were considered by

Congress during 1984. (See Appendix 10 of this study).

In 1985 t Representati ve Stenho1m of Texas.. and Representa ti ve

Gunderson of Wisconsin have introduced a bill, HR 1591, to protect buyers

of farm products. A similar bill, 5.744, has been introduced in the

Senate (see Appendix 11 of this study)".
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CONCLUSION

The Joint Subcommittee, during its deliberations, will want to

consider the various alternative approaches that other states have taken

and those that certa in interest groups have suggested. The Joi nt

Subcommi ttee wi 11 want to consider smonq other thi ngs :

(1) Maintaining the status quo;

(2) Establishing a central filing system for liens on agricultural

products with ·access by lenders and buyer s . including automatic

electronic transfer from the local circuit courts;

(3) Eliminating the farm products exemptlon from Section 8.9-307;

(4) Requiring lenders to notify buyers of existing liens (pre-notice

or actuarial notice requirement>;

(5) Considering provisions for prosecution of producers who commit

fraud, including a provision to require the lender to notify the

borrower that conversion of mortgaged property without payment

to the lender is a fraud;

(6) Penalizing the lender who fails to notify the potential buyer

of the existence of a lien;

(7) Eliminating the commission merchant or selling agent from

liability, and;

(8) Others.
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RESOURCES

The Joint Subcommittee may consider the following sources of

information and data.. These associations can sipp l y information data

themselves, and also bring in knowledgeable persons to testify:

(1) Virginia Farm Bureau Federation;

(2) Virginia Bankers' Association;

(3) Virginia Agribusiness Council;

(4) State Corporation Commission; and

(5) Association of Circuit Court Clerks.
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§ 8.9-306. "Proceeds"; secured party's rights on disposition of collat­
eral. - (1) "Proceeds" includes whatever is received upon the sale exchange
collection or other disposition of collateral or proceeds. Insurance 'payable by
~e~son of loss.or damage to the collateral is proceeds, except to the extent that
It IS payable to a person other than a party to the security agreement. Money}
checks. deposit accounts, and the like are "cash.proceeds," All other proceeds
are "non-cash proceeds."

(2) Except where this title otherwise provides, a security interest continues
in collateral notwithstanding sale, exchange, or other disposition thereof .
unless the disposition was authorized by the secured party in the security
agreement or otherwise, and also continues in any identifiable proceeds includ-
ing collections received by the debtor. .
. (3) The sec~rity interest in proceeds is a continuously perfected security C

Interest If the Interest.. m the origina! collateral was perfected but it...ceases to
he a perfected security interest and becomes unperfeeted twenty days after
receipt of the proceeds by the debtor unless

(a) :1 filed financing statement covers the original collateral and the proceeds
are collateral in .which a security interest may be perfected by filing in the
office or offices where the financing statement has been filed and, if the pro­
ceeds are acquired with cash proceeds, the description of collateral in the
financing statement indicates the types of property constituting the proceeds;
or .

(b) a filed financing statement covers the original collateral and the proceeds
are identifiable cash proceeds; or

«J the security interest in the proceeds is perfected before the expiration of
the twenty-day period. Except as provided in this section. a security interest
in proceeds can be perfected only by the methods or under the circumstances

· permitted in this title for original collateral of the same type.
(4) In the event of insolvencYlroceedings instituted by or against a debtor,

a secured party with a perfecte security interest in proceeds has a perfected
security interest only in the following proceeds:

(a) in identifiable noncash proceeds and in separate deposit accounts con-
taining only proceeds; .

<b) in identifiable cash proceeds in the form of money which is neither com­
mingled with other money nor deposited in a deposit account prior to the
insolvency proceedings; .

(c) in identifiable cash proceeds in the form of checks and the like which are
not deposited in a deposit account prior to the insolvency proceedings, and
. Cd> in all cash and deposit accounts of the debtor. in which proceeds have been

commingled with other funds, but the perfected security interest under this
paragraph (d) is .:

(i> subject to any right of setoff; and
(ii) limited to an amount not greater than the amount of any cash proceeds

received by the debtor within twenty Jays before the institution of the
insolvency proceedings lei's the sum of(1) the payments to the secured party on
account of cash proceeds received by the debtor during such period and (II) the
cash proceeds received by the debtor during such period to which the secured
party is entitled under paragraphs (a) through (c) of this subsection (4) ..

<5} If a sale of goods results in an account or chattel paper which is trans­
ferred by the seller to a secured party, and if the goods are returned to or are
repossessed by the seller or the secured party, the following rules determine
priorities: .

(a) If the goods were collateral at the time of sale for an indebtedness of the
seller which is still unpaid, the original security interest attaches again to the
goods and continues as a perfected security interest if it was perfected at the
time when the goods were sold. If the security interest was originally perfected
by a filing which is still effective, nothing further is required to continue the ..
perfected status; in any other case, the secured party must take possession of
the returned or repossessed goods or must file. .

· (b) An unpaid transferee of the chattel paper has a security interest in the
goods against the transferor. Such security interest is prior to a security inter­
est asserted under paragraph (a) to the extent that the transferee of the chattel
paper was entitled to priority under § 8.9-308.

(C) An unpaid transferee of the account has a security interest in the goods
against the transferor. Such security interest is subordinate to a security inter­
est asserted under paragraph (a I.

(d) A security intere-: of an unpaid transferee asserted under paragraph (b)
or :c) must be perfcctei for protection against creditors of the transferor and
purchasers of the returned or rep».ssessed goods, (1964, c. 219; 1973, c. 509;

• 1983, c. 204.'
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Editor's note. - See ~ .=;471(:' of the Bank"
ruptcy Act 111 C.S.C. 54iC<.: If for the trustee in
bankruptcy ht:'ln:! precluded front avoiding a
purchase monev interest as 3 preference if the
purcha.se money security interest is perfected
within ten davs after such securitv interest
attached. - .

The 1973 amendment, eflecti ve ,Jul v 1.
1974, rewrote the first and second sentences
and inserted "deposit accounts" in the third sen­
tence of subsection (1), subsututed ..unless the
disposition was" for "by the debtor unless his
action was" in subsection (2l. rewrote subdi­
vision (a), added present subdivision (bt,
redesignated former subdivision tb> as (c) and
added the second sentence of present subdi­
vision (e), all in subsection (3), added "only in
the following proceeds' at the end of the
introductory paragraph ofsubsection i 4). added
p" and in separate deposit accounts containing
only proceeds" at the end of subdivision (a),
rewrote subdivisions lb) and (d) and substituted
"deposit" for "bank" in subdivision Cc. orsubsec­
tion (4L

For transition provisions applicable to the
1973 amendatory act. see ~§ ~.11-101 to
8.11-108.

The 1983 amendment substituted "twenty.
days'· for "ten days" in subsecticn (3) and in
subdivision .4) f~) fiil, and "twenty-day period"
for "ten-day period" in subdivision c3) cc).

Law Review. - For survev of VirJ:inia com­
mereial law for the year 1972-1973. see 59 Va.
L. R~v. 1426 c1973). I"~or article. "Revampin~
Consumer-Credit Ccnrract Law," see 68 Va. L.
Rev. 1333 (1982).

Courts liberally construe this section.
Reymet Fed. Credit Union v. Jones. 19 Bankr.
293 tBankr. £.D. \'a. 1982•.

No dut)" owed subordinate interests to
enforce remedies. - The priority or a
J,terfected security interest is not affected by the
fact that a secured party. in order to assist, the
debtor and to enhance the likelihood of
satj~factiun of any indeblt..cJn~ss,agreed not to
declare the debtor in default, since a secured
creditor does not owe any duty to those h()lding
subordinate interests to proceed to enforce his
remedies. National Acceptance Co. of America
v . Viruinia Capital Bank. 491 F. Supp. 1269
lE.D. Va. 19~Ot.

Notice of third party in a deposit account.
- If a bank may be charged ,,·ith notice of the
interest of a third party in a deposit account" it
may nul. apply the account to ~t.isfy a debt
owed by the depcsitcr. National Acceptance Cu.
of America v, \1'irginia Capital Bank. 491 1"".
Supp. 1269 fE.D. v«. 19hf)L

Continu:uion of security intc-cst after
authorized sale. - An ~l(:ctrical contractor's
cr,--ditor·~security intere~t in ~lcctri(;al ::iupplies
to be installed in a school under construct:un

would not continue after disposiuon of the
gUfJu:; let the -chool's ~~neral contractor where,
under thl' terms of the contract between the
~l'ncral«.ruructor and the electrical contractor,
there was an authorized sale :15 defined bv
~ S.2-106( I} within the ccntemplauon -t)f th~
u-rrns of the security agreement. Graves
Con-tr. <."J. v. Rockingham Nat'I Bank, 220 Va,
~·14. :!fi:l S.E.2d 40~ (19801.

Flnanclng arrangement, closely
resembling an assignment of accounts to
third party in return for their face value
less an agreed finance charge, constituted
an "other disposition or the secured accounts
recei vable within the meaning of subsection"1)
of this section. National Acceptance Co. of
America v, Virginia Capital Bank, 498 F.Supp.
l07S 'E.D. Va. 1980" afTd in part, rev'd in part
& remanded, 673 F.2d 1314 (4th Cir. 19B1).

Implied authorization to sell in
agreement by automobile floor-plan
financier. - Even if language of a security
agreement between a floor-plan financier and
an automobile dealer authorizing sale of cars
was absent or unclear. it is eustomarv that
when inventory is delivered to a dealer..Jebtor,
the secured party gives an implied if not. an
express authorization that the collateral is to be
sold; thus. it is axiomatic that when a sale is
made, the secured party surrenders its claim in
the in'·entory to the one who makes the pur­
chase from the dealer in the ordinary course oC
business, Genera~ l\totClrs Acceptance Corp. v.
Frank l\teador Leasing. Ine., 6 Bankr. 910
rBankr, \V.D. Va. 1980/.

\Vhere an automobile dealer sold an automo­
bile to a IC3:iing cumpany at a discount. and

.where: lh~ dealership and the leasing company
'..·ere owned by the same person. the transaction
was, nevertheless, in the ordinary course of
business and exringuisbed a floor-plan
financier's security interest in the automobile.
General Motors Acceptance Corp. v, Frank
l\lecldor Leasing. Ine., 6 .Bankr. 910 CBanKr.
\V.D. v«. 1980••

Insurance payments are proceeds when
the}" are payable by reason of los8 or dam­
age to secured collateral. Reymet Fed. Credit
Union v. -Iones. 19 Bankr, 293 (Bankr. E.O. Va.
19~2J.

Proceeds orjudgment against broker not
insurance proceeds. - Funds received from
independent broker on account or a persona!
judJ(nu~ntobtained agajn~t broker for failure to
procure collision insurance did not constitute
insurance proceeds of I!ollateral vehicle.
Revmet Fed. Credit Union v. -Jones, 19 Bankr.
293 (Bankr. £.0. vs. i982J.

AI)pliC'd in Graves Constr. Co. v.
Rockinl!ha:n Nafl Bank. 220 Va. 844. 263
S.E.2d 40M (19801.
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§ 8.9-306

Prior Uniform Statutor)" Provisior» Secrion
10. t:niform tru~t Reeeipts Act.

Purposes:
1. This section states a secured party'~ riJ:ht

til the proceeds received by a debtor on disposi­
tion of collateral and states when his interest in
such proceeds is perfected.

Ii. makes clear that insurance proceeds from
casualty loss o( collateral arc proceeds within
the meaning of this section.

A. to proceeds of cons;a-ned goods. see Section
9·114 and the Comment thereto. .

2. fa) Whether a debtor's sale or collateral.
was authorized or unauthorized" prior la'"
generally gave the secured party a claim to the
proceeds. Sometimes it was said that the seeu­
rity interest attached to the "property" received
in substitution; sometimes it was said the
debtor held t.he proceeds as "trustee' or "uJ:ent"
for the secured party. \\'hatever the
formul:.tion of~he rule. the secured party. irhe
could identify the proceeds. could reclaim them
or their equivalent from the debtor or his
trustee in bankruptcy. This section provides
new rules Cor insolvency proceedings. Para­
~aphs 4fa) through (e) substitute specific rules
of identification for general principles of
trac:in~. Paragraph 4Cd) limits the security
interest in proceeds not within these rules to an
amount. of the debtor's cash and deposit
accounts not greater than cash procet-Cs'
received ~·ithin ten days of Inselveney pro­
ceedings less the cash proceeds during this
period CJJrt.-udy paid over and less the amounts
for which the security interest is recognizl'Cl
under paragraphs 4(41) through (e),

-,b, Subsections (2) and (31 make clear that
the iour..month period for calculating a voidable
preference in bankruptcy begins with the date
of the secured party's obtaining the security
interest in the original collateral and not with
tlie date of his obtaining control of the proceeds.
The interest in the proceeds "continues" as a
perfected interest if the original interest was
perfected; but the interest ceases to be perfected
after the expiration of ten days unless a filed
financing statement covered the original collat­
eral and the proceeds are collateral of a type as
tn which a security interest could be perfected
hy a filin~in the same office or unless the
secured party perfects bi~ interest in the pro..
c.:-t:ds the-mselves - i.e.. by filing a financing
-t aternent covering them or by takirur pos..
sexsion. See Section 9..;312r 6> and Comment
thereto for priority of rights in proceeds
perfected by a filing as to orizinal collateral.

(c) Where cash proceeds are covered into the
debtor's checking account and paid out in the
operation of the debtor's busine-s, recipients of

the rund~or courSe tnke (1""'«'- (,rany claim which
the secured pllrty.mny hnve in them lUI "fO­
eeeds, \\'hnt hnt' been Mid relates to PltYfllc.'nt~

and transrt'~ in ordinary course. The law of
frnuduJent conveyances would no doubt in
appropriate cases !lUpport recovery of proceeds
by a secured party (rom 3 transferee out oforcli­
narv course or otherwise in collusion with the
debtor to defraud the secured party.

3. In most cases when a debtor makes an
unauthorized disposition of collateral. the secu­
rity interest. under prior law and under this
Article. continues in the original collateral in
the hands of the purchaser or other transferee.
That is to sav. since the transfe~ takes subject
to the security interest. the secured party may
repossess the col1ateral from him or in an
appropriate case maintain an action for
conversion. Subsection (2) codifies this rule.
The secured party may claim both proceeds and
collateral, but. may or course have only one
satisfaction.

In many ~S@S a purchaser orother transferee
ofcollateral will take free ofa securit)· interest:
in such cases the secured party's only right will
be to proceeds. The .transferee will take free
whenever .the disposition was authorized; the
authoriz~tionmay be contained in the security
agreement or otherwise given. The right to pro­
eeeds, either under the rules of this section or
under specific mention thereof in a security
agreement or financing statement does not in
itseJf constitute an authorization of sale,

Section 9-301 states when transferees take
free of unperfected 5eCuJit)" interests. Sections
9·307 on goods. 9-308 on chattel paper and
instruments and 9-309 on negotiable instru­
ments, negotiable documents and securities
state when purchasers of such collateral take
free of a security interest even though perfected
and evel'lllhough -the disposition was not autho­
rized.

4. Subsection (5) states rules to determine
priorities when collateral which has been sold is
returned to the aebtor: for esample goods
retumed to a department store by a dissatisfied
customer. The most typical. problems involve
sale and return of inventory, but the subsection
can also apply to equipment. Under the rule of
Benedict v. Ratner, failure to segregate such
returned goods sometimes led to invalidation of
the entire security arrangement. This Article
rejects the Benedict v, Ratner line of cases (see
St·cti(;n 9..~O:; and Comment J. Subsection ISHa)
of this section reinforces the rule of Section
9·205: as between secured party and debtor
rand debtor's trustee in bankruptcy) the
original security interest continues on the
returned goods. Whether or not the security
interest in the returned ~oods is perfected
depends upon factors stated in the text. .
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Paragraphs l;"itcb), tcr nnd Ull deal with a
different a:,pccl uftht.~ returned J.:uod~ situation.
Assume that ,1 dealer has sold an automobile
and transferred the chat tel paper or the account
arising on the -ale to Bank X 'which had not
previously financed the car as ins..entory-.
Tht.:n·aft.C'f t.he buver uf the automobile
rl~hlfully rescinds the sale. say for breach of
warrantv, and the cor is returned to the dealer,
ParaJ£raph t5"ol gives the bank as transferee of
the chattel paper or the account a security
interest in the car against the dealer- For pro­
l,.·~tion aKain~t dealer's creditors lJr purchasers
from him rother than hUY~I':- in the ordinary
course of bu~i ness, see Section 9..307), Bank X
as the transferee, under paragr:lph 15 ltd', must
perfect. it:; jnter~~t by tdkinK possession of the
car 01· by filing as to it. Perfection of his original
interest. in the chattel paper or the account does
not automaucully carryover to the returned
car. as it does under paragraph ,S)(at where the
secured party originally financed the dealer's
inventory.

In the situation covered by (5)(bl and (5,(c) a
secured party who financed the inventory and a
secured party to ","hom the chattel paper or the
account was transferred may both claim the
ret.urned goods - the inventory financer under
paragraph (5 I( a), the transferee under para­
graphs f5,.b) and ,5;{c). \Vith respect to chattel
paper, Section 9·:108 regulates the priorities.
\Vilh respect to an account. para~raph ~5){c~

subordinates the security interest uf the trans­
feree of the account to that of the inventorv
financer. However. if the inventorv seeuritv
interest was unperfected. the transferee's inte~.
est could become entitled to priorit)· under the
rult:~ stau-d in Section 9·31~(5 t. .

In cases of repossession by the dealer and also

in C'\lo\,.·:-o where the chattel was returned to the
dealer hy the vol untary act of the account
debtor. the dealer's position may be that of a
mere custodian; he may be an agen; fo~ resale,
but without any other cbligarion to the holder
of the chattel paper; he may be obligated to
repurchase the chattel. the chattel paper or the
accoun t from the secured party or to hold it as
collateral fer a loan secured by a transfer of the
chatt~l paper or the account.

If the dealer thereafter sells the chattel LO a
buyer in ordinary course of business in any of
the fc)rt.-J:oing cases, the buyer is fully protected
under Section 2..403(2, as well as under Section
9..307t 11, wh. chever is technically applicable.

Cross References:
Sections 9·307. 9..308 and 9·309.
Point 3: Sections 1·205 and 9·301.
Point 4: Sections 2·403(2), 9·205 and 9-312.

Definitional Cross References:
"Account". Section 9·106.
"Bank". Section 1·201.
"Chattel paper". Section 9·105.
"Check". Sections 3-104 and 9-105.
··Collat~r31". Section 9-105.
"Creditors". Section 1-201.
"Debtor". Section 9... 105.
"Deposit account". Section 9-105.
"Goods". Section 9...105.
"Insolvency proceedings". Section 1·201.
"Money". Secti6n 1...201.
"Purchaser". Section 1·20 L
"Sale". Sections 2..106 and 9·105.
..Secured party". Section 9-105.
"Security agreement". Section 9·105.
"Security interest". Section 1·201.
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If the dealer thereafter sells the chattel
to a buyer in ordinary course of business
in any of the foregoing cases, -the buyer is
fully protected under Section 2-403 (2)
as well as under Section 9-307 (1) t which­
ever is technically applicable.

Crosl references:
Sections 9-301. 9-308 and 9-309.
Point 3: Sections 1-205 and 9-301.
Point 4: Sections 2-403(2), 9-205 and

9-312.

Definitional cross references:
"Account". Section 9-106.
"Bank". Seetinn 1-201.

"Chattel paper", Section 9-105"
"Check".. Sections 3-104 and 9-10~.

"Collateral". Section 9-105.
"Contract right". Section 9-100.
"Creditors". .Sectien 1-201.
"Debtor". Section 9-105.
"Gecds". Section 9-105.
"Insolvency proceedings". Section 1-

201.
"Mcney". Section 1-201.
"Purchaser". Section 1-201.
"Sale". Sections 2-106 and ~105.

"Secured party". Section 9-105.
"Security agreement". Section 9-105.
"Security interest". Section 1-201.

§ 8.9 -307. Protection of buyers of goods.- ( 1) A buyer in ordinary
course of business (subsection (9) of § 8.1-201) other than a person buying fann
products from a person engaged in farming operations takes free of a security in­

. terest created by his seller even though the security interest is perfected and even
though the buyer knows of its existence.

(2) In the case of consumer goods, a buyer takes free of a security interest
even though perfected ifhe buys without knowledge of the security interest, for
value and for his own personal, family or household purposes unless prior to
the purchase the secured party has filed a financing statement covering such
goods.

(3) A buyer other than a buyer in ordinary course of business (subsection (1)

of this section) takes free of a security interest to the extent that it secures
future advances made after the secured party acquires knowledge of the pur­
chase. or more than forty-five days after the purchase, whichever first occurs,
unless made pursuant to a commitment entered into without knowledge of the
purchase and before the expiration of the forty-five day period. (Code 1950,
§ 6-558; Code 1950 (Rep!. Vol. 1959), § 55-146; 1956, c. 602; 1964, c. 219; 1973,
c.. 509,)

The 1973 amendment. effective -July 1.
1974. deleted "and in the ca~;~ of (arm equip­
ment havint: an origin:l1 purchase price not in
excess (If S500 (other than fixLur~~. see
§ B.9-313f' following "goeds" near the

1973 amendato,,· act.. see II 8.11-101 to
8.11 ..108.

Only part or section set out. - As subsee­
tion (1) was not changed by the amendment. it
is not set out.

Law Review. - For survey of Virginia com­
mercinl law for the vear 1972-1973. seta59 Va,
L. Rcv.1426(1973l. ·For~urveyorVirgjnja('om­
mereial Jaw for the year 1977·1978, see 64 Va.
L. Rev. 1383 '1978>.

For a note on the buyer in the ordinary course
of business and on section 1403 of the Federal
Aviation Act. see 36 Wash. &: Lee L. Rev. 205
'1979»-

Effect of Federal Aviation Act recorda­
tion procedure on ce~ain State laws. ­
While Congress has the power to legislate in
the field of aircraft conveyancing and to
preempt State laws that v..·ould otherwise apply,
Congress did not intend by adoption of the
recordation procedure of the Federal A..riaticn
Act. 49 t..:.S.C. ~ 1403. to displace State laws
that would otherwise ,",overn priorities of lien
and title interests in aircraft. Huvnes v.
General Elec. Credit Corp., 432 f. S~pp. 763
f\V.D. v« 19iiJ, aJrd. :)b~ f·.2d 869 (elth Cir.
19i8l.

Where an aircraft was purchased in the ordi­
nary course of business from a person in the
business of selling goods of that kind. and the
purchaser was without actual knowledge that
the sale to him was in violation of the
ownership rignts or the security interest of a
lienholder, the- purchaser's ownership interest.

beginning of subsection (2) and deleted
followin~ "household purposes" near the end of
sub-ection (2) .,or his own farming operations'
and added subsection (3•.

."or transition provisions applicable to the

was superior to that or the lienholder ellen
though the lienholder had recorded his security
interest in eemplianee with the Federal Avi­
ation Act prior to the purchase. Haynes v.
General Elee, Credit Corp.• 432 F. Supp. 763
.\\'.0. Va. 1977', afrd. 582 F.2d 869 (4th Cir.
1978 ..

Subsection e) was inapplicable and the·
second purc;l~ser or a mobile home took subject
to bank's security 1nterest where the security
interest was created not by the seller but by the
initial purchaser. First Am. Bank v, Hunning.
218 Va. 530, 238 S.E.2d 799 (1977). .

Effect of transfer on secured indebted­
ness. - Consumers" goods continue to be sub­
ject to security interest in the hands of the
transferee from purchase. If the seller acquired
knowledge of the transaction at a time when it
could have asserted its security interest in the
property and failed to take reasonable steps to
protect its security, the indebtedness secured
thereby should be discharged upon purchaser's
bankruptcy. Bennett v. \V.T. Grant Co., 481
F.2d 664 (4th Cir. 1973l.

Where an automobile dealer sold an auto­
mobile to a leasing company at a discount.
and where the dealership and the leasing
company were owned by the same person. the
transaction was, nevertheless, in t he ordinary
course of business and extinguished a floor-plan
financier's security interest in the automobile.
General Motors Acceptance Corp. v. "Frank
Meador Leasing. Inc., 6 Bankr. 910 (Bankr.
W.D. Va. 1980).



OFFICIAL COMMENT

Prior Uniform St~~utory Prevision: Section
9~ Uniform CU:1u~,-,onill Sales Act; Section 912',
Uniform Trust Receipts Act.

Purposes:
1. This seetien states when buyers of goods

take free of a security interest even though
perfeeted. A buyer who takes fr~e or a perfected
security interest of course takes free of an
unperfected one. Section 9·301 should be eon­
suited to determine what purchasers. in addi­
tion t.o the buyers covered in this section, take
free of an unperfected security interest.

Article 2 (Sales) states general rules on pur­
chase of ~ood5 from a seller with defective or
voidable title (Section 2-403s.

2. The definition of··buyer in ordinary course
of business" in Section 1..201(9) restrict» the
appl ication of subsection (1) to buyers (except
pawnbrokers: "from a person in the business or
selling goods of that kind": thus the subsection
applies, in the termino)0JtY of this Article. pri­
marily to inventory. Subsection (1) further
exclude~ from its operation buyers"of '·fa~m

1· ; h,o lunita! ~un~ uf this section. Section 9-306
. ~ 'I h:s t 1u' riJ.:ht of a secured party to the pro-
f.·,,\·c~ Hf a ."alt~. authorized ur unaurherized.

:~. ~ulJ,.~tl 'I.n ,~: deals with buvers of "con­
... ,JJ;~'·r ~f).,tl ..·· dttoncu in ~·:ctiCln U:lCJ9t. Under
:~",:uun H·:~(J1c1J.d, no f.iin~ is required to
,.Ioth ct a purchase money uuerest itt consum..r
!':O(,t!:, .suhj~cL to this subsection except mot.or
'.,~hH'h!~ rvquired to be reuisrered; tiling is
rc.ciuirt:d to perfect 5-lACurit.y interests in such
~f"ld~other than purchase mon~)- interests and,
n.r :aulor vehicles, even in the case of purchase
r.l,.ru.oy inn-rests. (The special caseof fixtures
h~t' ,uid"td complications that are apart from the
p';tllt ()f this Ji~cu~~iun.•

CaUt-r :'lJb~.~cLion (~) a buver of consumer
~~;.t ... is t:.1kt·:, free ,)f a s(.'Curiiy imcrest even
lh.)ugh P(~I·~cl~d aJ if he buys without knowl ..
,~d:.!t~ uf the security interest, b) for value, ct for
his 0\\'0 personul, family, or household purposes
...ud d, bcfl/re a financing statement is filed .

•4:-0 tn purchus« mt,n£'y security intorests
"lu'cl1 ure pr.-rtectt.ad without filing under Sec­
tion 9-:102: 1«dr: A secured party may file a
financing statement ralthough filing is not
required for perfeetion]. If he does file, all
ht_ycrs t:lkc ~ubject to the securily interest. If
he d~:i nOl fil~. a buyer who meets the
qu;difications :,lat.ed in the precedinK para­
J.:t·~ph takt~S frt:~ of the s~uriLy interesl.
A~ to ~curit.Y jntere:,l:> t4·hich can be

pC,t rrt'1.·tt,d on1.\· by filing undLllr &ctjon 9..302:
Th i~ calegory includ~s all non-purchase m()n~y

:ntcr(:~ts.and all interests, \,"hc:ther or not pur..
ch£t~E: mon~y. in molor vehicles, as -.,"ell as inter..
~~t!=' \\·hich may be and are filed. though filing
W:l:" nut requir~d for perfection under Section
~ :~l"~. t Neale thal und~r Section 9-30243J the'
:i~in~ prl)\'i~ions of this Article do not apply
~ hen :1 :"latt' has en;lctcu a ct.°rtificate of title
law. Thu..;wh~rl~ molor \"ehjcle~ art.' concerned.
in a :o:tAltl' ha"'ing such 3 certificate of title law.
pl·.-fl"chon will he under th:H J~\\'. \ So long as

products", defined in Section 9-109(3), [rom a
person engaged in farming operations. The
buyer in ordinary course of business is defined
as one who buys "in good faith anC: without
knowledge that the sale to him is in violation of
the ownership rights or security interest of a
third party." This section provides that such 1i
buyer takes free of a security interest, even
though perfected. and "although he knows the
security jnteres~ exists. Reading the t\VO provi­
slon~ .together, It results that the buyer takes
free If he merely knows that there is a security
interest which covers the goods but takes sub­
ject if he knows, in addition. that the sale is in
violation of some term in the security
agreement not waived by the words or conduct
of the secured party,

The limitations which this section imposes on ·
~h~ persons who may take free of a security
interest apply of course only to unauthorized
sales by the debtor. If the secured partv has

.authcrized the sale in the security a~reem~nlor
'otherwise. the buyer !akE:s frt:~ without rtogttrd

the securlty interest remains unperfeetcd, not
onlv the bu vers described in subsection (2) but
the- purchaser» described in Section 9·:iO1 \..·ill
take! fr(!c of the interest. After a financing
stat "O\ton1 has been filed or after cumpl innee
...vith the certificate of title law al1 ~ubsequent

buvers, under the rule ofsubsection .21,are sub...'
j~tt. to the ~ecurity interest.

4. A t though a buyer is of course subject to the
Code's system of notice from filing or pos­
session, subsection (3) makes clear that he will
not be subj~ct to future advances under a secu­
rity interest. after the secured party has knowl ..
ed~e that the buyer has purchased the
collateral and in any event after 45 days after
the purchase unless the advances were made
pursuant io a commitment entered into before
lhe expiration of the 45 daY9 and withoul
knowledge of the purchase. Of course, a buyer .
in ordinary equrse-whe takes free of the security
interest under subsection (1) is not subject to
any future advances. Compare Sections
9-301'4' and 9-312<.7'.

Cross References:
Point 1: Sect.ions 2·403 and 9·301.
Point 2: Section 9:306.
Point, 3: Sect.ions 9-301 and 9-302.
Point 4: Sections 9-301(4) and 9-312(7).

Definitional Cross References:
"Buyer in ordinary course of business". Sec..

tion 1..20L
"Cnn~umergoods". Section 9·109.
··Goods". Section 9..105.
··Kno~·s" and ·-Knowledge·'. Section 1..~Ol.
"Person". Section 1..20L
"Purchase·', Section 1-201.
"Pursuant to commitmenfO_ Section 9..105.
··Secured party"_ Section 9-105.
··S(·curit'· interest". Section 1-201.
··Value"": Section 1-201.



VIRGINIA. COMMENT
This section is in close accord with

prior Virginia law, It is elementary that a
buyer in ordinary course of business. or
a bona fide purchaser, as he is caned in
the Virginia cases, will prevail over an
un perfected, or unrecorded, security in­
terest. General ~fotors Acceptance Cor..p.
v, Vicars, 15::1- Va. 14~, 153-55, 149 S.E.
266, 270-75 (1833) (bona fide purchaser of
slave prevails over mortgagee under un­
recorded chattel mortgage).

The vee adopts and goes beyond the
familiar rule of Boice v, Finance ·and
Guaranty Corp., 127 Va. 563, 102 S.E. 591,
10 A.L.R. 654 (1920). The rule of this
case is summarized in 127 Va. at 570-71
as follows: UIt is true that, as a rule, the
seller of personal chattels cannot cQnfer
upon a purchaser any better title than he
himself has, but if the owner stands by
and permits a seller, who is a licensed
dealer in such goods to hold himself out
to the world as owner, to treat the goods
as his O\VD. place them .\vith other similar
goods of his own in a public showroom,
and offer the same indiscriminately with
his o\'..n to the public, he will be estopped
by his conduct from asserting his owner­
ship against a purchaser for value without
notice ot his title. The constructive notice
furnished by a recorded mortgage or deed
of trust in such cases is not sufficient, The
act of kno\\-ingly permitting the goods to
be so handled and used by the seller in the
ordinary and usual conduct of his busi­
ness is just as destructive of the rights of
the creditor as if such permission had
been expressly granted in the mortgage or
deed of trust:' The same rule was applied
the same day in O'Neil v, Cheatwood. 127
v« 96, 99-100, 102 S.E. S96 (1~20). and
later in General Credit, Inc. v. Winchester,
Inc., 196 Va. 71 i, 71-4-19, Sa S.E.2d 201
(19~S).

In Gump Investment Co. v. Jackson. 1-12
Va. 190, 193-96, 128 S.E. 0506, 47 A.L.R.
82 (1925), Virginia extended the rule to
cover the situation in which the secured
party does not know that the dealer is
offering the chattel to the public. The
court said in 1-12 Va. at 195: "One con­
clusion is that some duty, at least, rests
upon an individual, corporate or other­
wise, ,...ho finances a retail dealer, to see
to it that cars upon which he has a lien
are not left un"der the domain and control
of such dealer on his sales room 800r. to
be offered to the public. The business of the
Guntp Investment Company was to finance
retail automobile dealers. and it did finance
them for a profit.. 1t assumed some risk both
as to the moral and financial standing of
every dealer it financed. It took a risk as to

4i6 (1929) (bona fide purchaser of
refrigerator takes priority over vendor
under unrecorded conditional sales con­
tract): American Agricultural Chemical
Co. v, ]. \V. Perry ce, 152 v« 598, 601-03,
148 S.E. 806 (1929) (bona fid~urC:haser
prevails over lienor under u.nrec ded crop
lien): Bird v, Wi1kiZ!~~n, 3! Va. ( ~
the hazard for a profit." This extension of
the Boice rule was repudiated in ~rcQuay
v, ~fount Vernon Bank & Trust Co.., :00
Va. 176, 782-83. 108 S.E.2d 251 (1959),
commented upon in Rodriguez, Assign­
ments of Security I nterests in Dealers'
Stocks of Automobiles, 11 Wash, & Lee
L- Rev. 173 (1960). The case held that the
lienor under a lien noted on the certificate
of title would prevail over a bona fide
purchaser, where the secured party did
not know that the a.utomobile was to be
placed in a stock of cars and offered -fer
sale. The UCC eliminates the A1cQuay
limitation on the Boice doctrine and re­
turns Virginia la w to the broad principles
stated in the Gump case, that is, the buyer
in ordinary course of business from a
dealer in goods of that kind prevails over
a secured party. Under the UCC this is
true even though the buyer knows of the
security interest. This extension also
changes Virginia law, which has required
the buyer to be without notice of the se­
cured party's rights in order to prevail
under the Boice rule. Garrett v. Rahily &
llartin. 132 Va. 226, 221-28, 111 S.E. 110
( 1922). I t would seem that the same result
would be reached under the UCC as in
Rudolph v, Farmers' Supply Co., Inc.• 131
Va. 305, 312-15. 108 S.E. 638 (1921) .. In this
case Farmers' Supply sold Garman a car
under a conditional sale contract, which
was duly recorded. Garman sold the car
to Davis, a secondhand car dealer, who in
turn sold it to Rudolph, a bona fide pur­
chaser. The conditional vendor, Farmers'
Supply, was held to be entitled to the car,
as against Rudolph, the bona fide pur­
chaser. Rudolph would not be able to rely
on subsection 8.9·307(1) because the se­
curity interest of Farmers' Supply \..as not
one "created by his seller," as is required
under this subsection. Since the car in the
bands of Garman would be "consumer
goods" and since the security interest was
perfected by recording, the secured party
would prevail under subsection 8.9-307 (2)
even as against a bona fide purchaser.

Subsection 8.9-307 ( 1) is in accord wiih
O'Connor v. Smith. 188 Va. 214, 2J!J, 49
S.E.2d 310 (19-18), in its holding that the
Boice rule does not apply to equipment
and fixtures, since these are not sold in the
ordinary course of business.
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FARM PRODUcrS: RECEl'IT LEGISLATI\'E CHANGES TO
SECTION 9-307

ER.NEST H. VAN HOOSE!\.·

This artici«p,ovjd~.r /1 hritjoverview oflhe MO/"tgDgedform products
problem and suf1lt:ys the l~gis'Qlion ~nIlCle" b)' the various states /0 da/~

10 limit lh~ liability ofp~rsDnswho !JU)'~ncumb~".~dfarm products fJnti of
the commission merchants wno aa IU intermediaries lD rrDn.!fe, form
productsfrom .r~II~r 10 bu~r.

INTRODUCTION . 1"~: I'''. ,-
As a general rule, Article 9 of the Uniform Commercial Code! ~~

an open market rule which permits good faith purchasers to take goods free
of perfected security interests.: This general rule does DOt. however. hold
true for good faith purchasers of (arm products.? Nor does Aruele 94ts gen­
eral open market rule hold true for commission merchants41 who act as
agents in selling farm products. According to the great weight of legal au­
thority, buyers of farm products and commission merchants who act as
agents in selling farm products are liable to the secured lender if the bor­
rower-seller fails to account to the secured lender iOT the proceeds of sale.
even though the buyer or commission merchant docs not know that the farm
products have been mortgaged.! This liability" is founded principally on the

• BJ .. Universityof Missouri- Columbia. 1971; J.0., University of Missouri - K.ansas Cit)'.
1977; Dcas. Van Hooser 8;. Olsen. P.C.• KaDJas City. Missouri.

1. The UNIFORM COMMERCIAL CODE is bereafter cited as "Code." Unless otbe,."..ise indi­
cated. aU section references are to the 1972 official version of the Code.

2. u.c.c.j 9-307(1). (2).
3. U.C.C. § 9-307(1). S~~ § 9·307, cammau 2. V.C.C. § 9-109(3) defines !oods as rarm

products if tbey arc crops or livestock or supplies used or produced in C~rming operations or if they
are producu of crops or livestock in their unmanufactured slltes (such as !ir.ned cotton. wool-ebp.
maple syrup. milk' aDd eggs). aDd if lhty are in the possession Dr & debtor eft!&Ecd if; fAising.
{auening. srazing or otber f~rmjng operations.

~. A commission merebel is ··ODC who receives Boods~ chattels. or merchandise for sale.
cxchan!t. or ether disposition, and who is 10 receive I compensation for his services. to be paid by
the ov.·ner, or deri\rcd from lhe salc, ClC.. of the Soods.·· BLACK'S LAW DICTlONAJt~ 339 (4th cd.
1968).

As a general rule c:ommissioD mcrchants~ especiany i!1 the livestock industry. are auctioneers.
Th~,.· de not p:.!rcb~sc (lake title to) the geeds; they act &5 selli:;E: agents only. S~~ I~,,~,tll{~' Fc:rm­
en State !iank v, Slcwan, 454 S.\\·.2d 908, 909 (Mo. 19'8); Un:~ed States v, Gallatin Livestock
Auction. 1Dc.~ 448 F. Supp. 616, 620 (W.O. Mo. 1978). Greater Louisville Auto Auaiotl. iDe. v,
Ogle Buick. Inc.•387 S.W.2d 17(Ky. 1965): Commercial Credit Corp.~. Joplin AUlO Auction. Co..
~3Q S.W.2d 4.40 (Mo. 1968).

s. S~t'. ~.l.• United States v, SommerviUe, 324 F.2d 712. 71i-J8 (3d Cir. J963)..~. IImi,".
376 U.s. 909. (1964); United Slates 'Y. McCleskey Mi~ IDe.• 409 F.2d 1216(5th Cir. 1969);"Uaited
States v. GallatiD Livestock Auaion, !Dc.., 448 f. Supp. 616 (W.O. Mo. 1978); Farmers S~le Bank
v. Slew.n~ 4~ S.W..2d 908 (Mo. 1970); Gardea City Prod. Credit Ass'D v, LanD&n. 186 Neb. 668.
186 N.W.2d 99 (1971).

6. The liability faced by buyers of rarm produC'U aDd commission merchants who sell rarm
products is ~(len refcntd &0 as "double jeopardy" because these persons risk payin~ for their
purchases tWtee: ODCC to the fanner and asain to the Itndcr who held a security interest in tbe rarm
produClS.
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irneracuon c: section 9-306(2) with section 9·30i (1) and Of.. the ion of
conversion.7

Section 9-306(2) provides that a security interest continues in colla ieral
notwithstanding sale, exchange or other disposition and L., an)' identifiable
proceeds therefrom unless the sale, exchange or other disposition was au­
thorized by the secured party. A buyer of inventory in the ordinary course
of business, however, is protected from this continuing security interest by
section 9-307( I), whicb provides that such a buyer takes free of a security
interest created by his seller; not 50 for a buyer of farm products.. Because of
the special rule for farm products set out in section 9-307( 1).' a buyer in
ordinary course of farm products is not protected from the continuing secur-

7. United Stales v. MeCleske)" Mills. IDC•• 409 F,,2d 1216. 12J~·19 (Sth Cir. 1969}. Conver­
lion is stncrally defined as lonious interfercnce with the POSSC:5S0~' n~hu of anolh~r 10 p:r~nal

propeny. IB AM. JUIt. 2d CD""~'SID1J §§ 1. 2S (196S). 111 other -orcs, the r,st of con"erslon is
unerfercnce witb control of the propeny. \\'. PROSSEIl. LAw Of' TOItTS S15 at 93 (4th ed. 1971).

8. V.C.C. § 9·307(J) provides: NA buyer in ordinary count of business ... otnrr lhiut 11

IW'SDII J)II..l7"1 ftlrm p,OIiu~ISI'D'" IJ p~nDIf "'IIIK'" ill /1l""'"1 tJl'~'''li(J1U takes iree or I security
interest crealcd b)" his seller eVCD lhou!b the securilY uucres: is perfeaed and ever: Lhougb lhe
bU)'cr kDows of its existence." (emphasis added).

The farm proQuelS exception of seaion 9·307 has been justified on the Irounc that buyers or
farm preduets are 50phisticalcd enough 10 know thaI their seller m~,. have mon!J!ed the farm
productS he is se!hnl' (00,&0. Pub/It" }itJli~~ lINi~, lJt~ Uniform Comm~r('ilJl CD4l' and O;;'t'r R,·
""1 C1t1J1/~1S~C'II,jl)'UIIf'.S. JII~/IJ4inl iViJli~, FiJiltl:~ 47 IowA L, RE". 289.302 (196~): H~,,·iJanc:l.

Til, P'DpDs,d AmlNimnlll1J A'lj~J, 9 D/lA, lI.. c.. C-PII,r J: nUII:iIlZ I,h, Flinn,,'. 76 Co~,. U.
416.418 (1971); Clark. Th~ AZ,inJllI'lIl T'1I1U1JCliDIL' Li~UI«K FIIIIJ"~JIII. 11 V.C.C. LJ. 106.. 112
(1978). The problem with this justificatioD is that a buyer. DO matter v.·h~t his .~yeJ of sophistica­
tiOIl rc!ardiftl asricu!turaJ Mancing. ma)' Dot be able to clelermint .'hcther the goods ht is
purcbasift! are mon!ascd or D01Jlf. lor cx.ample. I broker is purchasing srain from an elevator.
the broker would expea. as • buyer of inventory. to take fret of any seeunty inlcrcs~ in the !ram.

. Hc would nOl kaow the ideDlily or the farmcrs wbo bad sold Irain to ahe elevator so tbal he could
run lien searches on aU or them. Yc~ if tbe elevator had purcbued Ihe !rain from a Carmcr who
had granted his bank • security interest in the Ifain. the broker would u.k.c subjca to the sccurit)·
interest created by the farmer. becausethe broker onl}' takes free of sccurit)· interests created ~. his
seller (the elevaier), Dot prior sellers. S~~ Coatcs. FiNlJt(>i"llil~ FIl",,". 20 PJlAc. lA~· 45. No\' ..
J9j4 at 49; Dugan. 8u.J'r'·S,t:'JI,~" PI:J'/I' CtNIfii~/S liN/I" SI'l'liDII 9·J07(J/ tJf ,;" Un90rm CD"""'·
~UJI Ctui~. 46 U. COLO. L. REV..333. ))4 (197S); Dolan. SI'C'1I01: 9·J071]/: TiI~ l./.C:C: :r OiJSIQ("/,ID
AI,ialllltI,Q/ C()",,,,WC~ iIt Ihe O~" Mtl,k~/.72 Nw, U..L REV. 706. 713 (1977) (Professor Dulan·,
anitJe provides an cJ.ccUczu OVCl'\i~ of bo..' the farm produCtS exa:ption has ··brec s?I",'1inS
diversity through leBislatiol19 common YW exceptions. ud provisions wamin the Code ItsclO." /4,
~n~ .

Even wi,hout tbe difficulties cncountered as a subsequent purchaser. buyers and c~mmission

merchants are oftcn simply Dotable. beC&UK of time COftSlrai.·us and COSt. to check for ben~ on aU
the farm products the)' bu)' 01 sell. -nnis is espec:ially true fo: ~J~cstock markeu.. l:veslocl dealers
and packeri. Under lhe Packersand Stockyards Act. livCSIOCL markctS. dc~ler~ and packcr~ arc
required to pay for livestock by the close of the Dcst business cia)' roUo~lin£dle dale cf .he lransae­
tiOI1. S~~ 7 U.S,C. ~28b (1983).

Another juslification ofleD ciled for the rarm procluet.s exception is Ibat saiti or fa:m ~roduC1S

arc more elesely akin 10 bulk sales thaD 10 sales of iDvcntory. Thus. !oes the .r~um~nt, because
(arm products arc DOl subjeCt to the creditor prolcaioDs afforcicd b)' AnicJe 6 of lhe V.e,C.• lend­
ers must have the proteenen afforded by the farm produc:1s cJ.ceplior: in ofacr to prolca their
intereslS. ~lthou!h this justification is more persuasive than the tirsl. it abo cnc.ounzer! p:oblcms
when examIned closely. especially with respcC! 10 livestock. for cxample. a clalry herd is a con­
standy changing asset. Poor producers art culled and replaced. Male increase. being outside the
Dormal scope of a dairy farmer's busincu. are sold. It is difficult to sec ho.· this continui:l! tUrD
over of a small number of animals is akin to a bulk sale. EveD Irain. becauK of Ibr mort sophisti.
cau:d mtlrketing ,echnique~ nov; being used by farmers. will ohen not be sold alone lime: it will
insle~c be: $Old over a period of months to take ;dvanla~c. of -eft" SCUOft prices·· I.~C to fulfill
forward ",nlra~See Dolan. 3JlP'1l this note, &t 717; C~!zr. &lid Mays. CfO! FinlZM'in: lIIUJ
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ity interest of subsection 9-306(2): he takes subject to the security interest.
Thus. the secured pan)' may reclaim the farm products from the buyer" or
he ma)· hold the buyer accountable for the value of the security interest in
those farm products. Additionally, if the security agreement makes the bor­
rower's unauthorized sale of the farm products a default entitling the se­
cured pany to possession of the collateral and the buyer does not account to
the secured pany for the collateral, the secured pany ma)' bold the buyer
liable for conversion because the buyer has wrongfully interfered with the .
secured 'party's right to possession of the collateral.'?

Unlike a buyer of farm produets, a commission merchant's liability for
. selling mortgaged .farm products is Dot based principally on the interplay of

subsection 9-306(2) and the farm products exception of section 9-307(1). A

Anic/~ 9: A Di4Jt1prwilli PllnielJtJ, EmpJuuis Oil Ih~ P'fJb/~ms~fFioriU Cirr-u C'DI' FlNl«UtZ. 22
u. MIAMI L. REv. 13 (1967).

Yet &1lother jusUticatioD for the rarm proct:J~~ cxccp:ioc is that _,ricultural czuerpriscs will
Dot be able 10securecredit without lhis "favorable·· &,ncultur&llcnd.i.ng rulc.1]iesum&bly &!ricul­
tur&11codcrs are just as iDtcrcsted in promoting the sale of &!ricultural commochlies &S their bor­
rowers arc. it is cliffu:ult to ICC bo"· I rule .,hjc~ 1ti:ldcrs the ready 8!'.· of &.bose ~mmodiucs C&Il

belp credilors-:-Is,~ D01&11. _p'# thi5 DOle, at 7) 6-1, .
In sum,~c jUStificatiODS cited for the farm produc:u exception rest on questionable IrouDds.

When buyers casmot protect themselves witbout aD iDordiDate ex.penditure of ume and money the
result is cCODOmiC loss for the eDtire alricullural industry &Dd all tbOK associated with it.

9. S". cr.. Gardcn City Proc!. Crc4it Ass'" v, Luman. 186 Ncb. 668. 186 N.W.2d 99 (1971)
(A KaDS&S PCA succcssfuUy replevied 161 head of cattle from an innoceDt Ncb:&$ka purchaser.
despite the fact &bat &he Nebraska purchaser was a buyer ill ordinal)' course {rom a middlcmaD.
ralber than from abc larmer/debtor).

10. S,t United Slates v, McCleskey Milh.1Dc.• 409 F.2d 1216 (5th eire 1969). S,~iUs" Oxford
Prod. Credit Ass 9

11 v, Dye, 368 So. 2d 241 (Mw. 1979). CD~'~ Hedrick Savmgs Bank v, Mycrs.
%29 N.W.2d 252 (Iowa 1975) (the 10w& Supreme Coun struck clown the continuance of. security
Ustcrcsl iD farm produCLS because of & course of dealing Dot to cnfor= a requirement of prior

. writteD consezll) aDd Anon. IDe. Y. farmeD Prod. Credit Ass'n of Scolubur&,- 1110. App. -, 446
N.E.2d 656 (1983) (the IDdiua First District Coun of Appeals bclcS that • secured pany wbo
allowed Ihe debtor st&DcliDg authority to sell hoss upon the coDdition that he promptly remit the
procecdl or sale to the secured pany waiyc.c! iu contractual right &0 require prior wriucn COllSCDt

for such sales aDd its security iDlcrest in the hogs was cut off b)' the sale).
For additional cases cluli.ug with the question or whether the secured lender had authorized

s&les,s"t' first Nat·1 Bank" TNSI Co. v.lowa BeefProcessors.1Dc.. 626 F ..:2d 764 (10th eire 1980);
Uniled States v, Hansen. 311 F.2d 4'i (ith CU. 1963); United States V. Central l:i"estoc:k Ass'A.
Inc.• 349 f, Supp. 1033 (D.N.D. 1972); United States v. E.W. Sl\-agc &: Son. Inc.. 343 F. Supp. 123
(D.S.D. 1972),~d, ~'5 F.2d 305 (8th Cir. 1973); Uniled States v, Hu!hes. 340 f. Supp. 539 (N.D.
Miss. 1972); VAncd Slates v. Big Z Warehouse. 31 J F. Supp, 283 (S.D. Ga. 1970); In ,~ Cadwell,
Martin Meat Co.• 10 U.C.C. Rep. Serve (CallaghAn) 710 (£.D. Cal. 19'0): United Slates v, GreeD­
wich Mill .t Elevator Co.• 291 F. Supp. 609 (N.D. Ohio 1968); Plulcrs Prod. Credit Ass'n v.
Bowles, - Ark. -.511 5.\\'.2d 645 (19'4); Vermilion County Prod. Credit Ass-n v. lzurd. 1JJIll.
App.2d 190.2"9 N.E..2d 3S2 (1969); 01lumwa Prod. Credit Ass'l) v, Heinold Hog Market.IDc.. 340
N.\\'.2d 801 (Iowa App. 1983): Ottumwa Prod. Credit Ass'» v, Keeee Auction Cc., - N.W.1d -.
No. 83·181. Iowa Sup. eL, March 28~ 191-4; Lisbon Bmk. Il Trusl Co. , .. Murray.. 206 N.W.2d 96
(Iowa 1973); Nonb Ceznral Kansas Prod, Crc~il J..ss'1'1 v, W£s.!1in~10n Sale~ CD.• - Kan. -, 577
P..2d 3~ (1918); Wabasso Stale Bank v, Caldwell Packing Ce.• 308 M~. 349. 2S1 N.\V.2cS 321. 19
U.C.C. Rep. Servo (Callapan) 315 (1976); Cba.nerbank Bude: v. Cc:u.r2.i Ceoperatives, Inc. ­
S.\\'·.2d-, No. 34442. Mo. App.•March 13, 19&4; Farmers Sl&lC Bank \.. EGi~n Non-Stock Coop.
Ass'n. 190 Neb. 789, 212 N.W.2d 625 (1973); Garden City Prod. Credit Ass'n v. Lannan.. 186 Neb.
668, 186 N.W.2d 99 (1971): Clovis Nat'} Bank Y. Thomas, 77 N.M. S54. 425 P.2d 726 (1967);
Blubau"h v. Ponca City Prod. Credit Ass'n. 9 U.C.C. Rep. Se1\'. (Ci.llaghaD) 786 (Okla. 1971);
Baker Prod. Credit Ass'n v, Long Creek Meat Co., 266 Or. 643. 513 P.2d J129 (1973): Ccntr&1
Washio!toD Prod. Cr:dit ASS'Zl v, Baker, 11 Wash. App. 17. 521 P.2d 226 (1974). For a discussioD
of many of these C&.lCS, sec Skilton. 8~~,. In &r"inlll'~}· CDI.:t-'J~ lJ.,f 8u.;vt'1"SS lJN!~r Arlic/~ 9 0/ I},~

lJn!fDrm CD"""l',ciIJl CtH1~ (121Ui RellJl~4 Mt::/~r.:.:, 1~i" WIS. L R£\'. 1c 7:·76.
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comnnssion merchant's liability is based on conversion. II If the security
agreement makes the borrower's unauthorized sale a default entitling the
secured pan)' to possession of the collateral and the commissiou merchant
does not account to the secured pany for the collateral, the secured party
may seek recovery against the commission merchant under either of two
theories of conversion. Under the first theory, 2 commission merchant is
liable for conversion because he has. b)' his exercise of dominion and control
over the farm products during the selling process, interfered ",vnh the secured
party's right to possession of the collatcral. 12 Under the second theory, a
commission merchant's liability is based on his acting as agent for the mort­
gagor. Thus, when a borrower sells mortgaged farm products without the
secured party's consent, he is deemed to have tortiously interfered with the
secured pan)"s right to possession and the commission merchant, as the bor­
rower's agent. stands in the shoes of his prineipal."

STATE LEGlSLAnON

As the mortgaged farm products problem has grown, so has the concern
of buyers and commission merehaats.!" They have increasingly sought leg­
islation to protect themselves and to unfetter the Bow of agricultural
commodities.

Pr~-198J L~gisllZlion

Prior to 1983 only six states had enacted legislation specifically aimed at
limiting the liability of buyers and commission merchants who buy and sell
farm products.

1. Nebraska

The first state to enact legislation relating to mortgaged farm products
was Nebraska. In 1963, apparently in direct reaction to a four to three deci­
sion handed down by the Nebraska Supreme Court fin'Yng an auctionc.er

It. SH Farmers State BUlk Y. Sl~an., 45( S.W.2d 908, 91S (Mo. 1970). The Missouri
.ne Coun StaIC:'

The almost ~ni'~etsaUy accepted NI~ is :.bat &D ."cnt. (actor, commission merchant or
auctioneer ~ho receives property Cram his princip~l and sells it and pays the preeeeds of
lbe sale to hun is guilty of conversion if the principal has DO right to sell tbe' propeny. eve
though the aBent acts without kDowledse of &he defect i.D uue.

'". s,~ II/SO AnnoL. 96 A.L..R.2d 208 (1964).
12. S~~ United States v, Sommerville. 324 F.2d 712. 718 (3d Cir. 1963) ~~"I. ",,,i,d. 376 U.s.

909 (1964),
13. JIi. ~e rationale under)ying the .!CDC)' theory or liability is that L'1&SmUCn as an .!~t is

free 10 cleal wuh. or serve, whome\'cr he pleases. be mould be beld Iii.ble if b¢ cheeses 10 asllli a
principal. even knowJntl)·, in the commission of • ton.

14. Acc:ording to statistics released by the Farmers Home Administration in 1983. the FmHA.
Al the cnd of tiseioJ year 1978, had cl.ims valued at $766.663 pending in the U.$..D.A.'5 office or
GtneraJ Counsel against buyers and commission mCfGhaDts for convening the fmHA's interest in
secured Iivestcck. At the end of fisal year 1982. there were claims valued at 56.581.968 pending.
At the' C:1C of fi~al year 1978. the FmHA had no cl&ims ncnding against buyers and commliSion
mcrch~n~ for convening the FmHA's interest in ~~rcd E-r£.U1. At tbe enc of Dial year 1982.
Ihere were claims valued at S7,J94J21 pcading.
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liable to a secured pany when the auctioneer sold mortgaged personal prop­
eny for a farmer, Nebraska enacted section 69-109.0J of the Nebraska Re­
vised Statutes." Section 69-109.01 provides protection for auctioneers and
auction companies who sell personal property; it does not protect buyers of
personal property. The protection given to auctioneers and auction compa­
nies is Dot absolute, however. In order to gain the protection of section 69­
109.01, an auctioneer must "(1) sell the personal propcny at auction, (2) in
good faith and without knowledge of a security interest in the property,
(3) for a principal whose identity has been disclosed. and (4) have no per­
sonal interest in the property being sold.16

2. California

In 1974, California enacted legislation (which became effective January
1, 1976) that amended California's version of Section 9-307(1) to read as
follows: ·'A buyer mordinary course or business (subdivision (9) of Section
1201) takes free of a security interest created by his seller even though the
security interest is perfected and even though the buyer knows of its exist­
ence:'J' Thus. California became the first and to date the only state \0 sim­
ply delete the farm products exception from section 9-307(1) without making
other statutory changes that affect farm products.

3. Georgia

In 1978. Georgia amended section 9·307 of its version of the Code by
adding a Dew subsection '(3) which provides:

A commission merchant who shall sell livestock or agricultural prod­
ucts for another for a fee or commission shall nOl be liable to the
holder of a security intercst created by the seller of such livestock or
products even though the security interest is perfected where the sale is
made in ordinary course of business and without knowledge of the
perfected security interest. II .

Like the Nebraska statute. the Georgia statute does not provide protection
for persons who purchase; it protects only commission merchants. Unlike
the Nebraska statute, the Georgia statute does not protect intermediaries
who sell all types of personal property; it protects only those w -, ~11 live­
stock or agricultural products. Further, unlike the Nebraska stat~~e which
would appear to protect the intermediary against liability for any security
interest, regardless of whether that security interest was created by the im­
mediate seller or some prior seller, the Georgia statute specifically limits '.
protection to situations where the security interest was created b)' the imrne- .
diate seller.

IS. Slate Securities Co. v, Svoboda., 172 Ncb. 526, 110 N.\\'.2d 109 (1961).
16. NEB. REV. STAT. § 69·109.01 (1981); State Se-~rilies Co. \I. Norfolk Liveslock Sales Co..

Inc .• J87 Ncb. 446. 19) N.W.2d 614. 6J7 (197J).
li. CAL. COM. CODE § 9307 (West 19~ &:. S:Jpp. 19M).
IS. GA. CODE A~. § I09A 9·307 (Supp. 19S2}.



,:.pnng I~84]

4. Montana
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Montana, as pan of a comprehensive livestock marketing 12\\'. enacted
section 81·8·301 of the Montana Code Annotated, which provide: in perti­
nent pan:

The department of livestock shall accept and file notices of secur­
it), agreements, renewals, assignments. and satisfactions covering live­
stock owned by a person, firm, corporation. or association and bearing
its recorded brand and shall list the notices on the official records of
marks and brands kept by it. The department shall transfer a copy of
the notices and their accompanying brands to the central livestock
markets. . . " A lives/ock mQrk~/ 10 ..,';'ich li"eslock is shipped ma): no!
hI! h~'d lilJhJ~ 10 Dn)' seC'llr~t1pDrl}' for the proceeds 0/ li).·eslo~J.: sold
through 'he Ijv~slo~k mll,./(e: by -Ih~ d~h/()r uniess nauc« oj Iht' sec-u"/~Jf

Qc,~emt'nl isfiJ~d ond 11 copy is I'llns/~"eti as h~/"einhe.fo/"e proJ'liied. t~

The Montana statute. unlike the Nebraska and Georgia statutes. does
not base the commission merchant's exempuon from liability on whether or
not the intermediary bad actual notice of the security interest. The ~ionlana

statute's exemption is based on whether notices of security agreements are
filed with the state's department of livestock a.nd copies of those notices are
transferred to the livestock markets prior to the time of sale.

According to the Montana Supreme Coun, when ruling on an earlier
version of this statute in }.41 »ntana MeDI Co. v. Missou/o Lives/oc-I: AUClion
Co. t 20 the failure of the mongagee to' record as required by the statute pre­
cludes liability even when the intermediary had actual notice of the mort­
gage. Thus, it appears that Montana law requires dual filing (under section
SiA-9-401 and 81-8·~Ol) in order for a secured pany to have a perfected
security interest in livestock.

s. Idaho

Following Montana's lead.. Idaho passed legislation in 1981 which pro­
vides for the filing of security agreements covering livestock with the Slate

brand board." However, that is where the similarity ends. The Idaho legis­
lation does not provide that a market will not be liable unless the security
agreement is filed with the brand board. In fact, the Idaho legislation specif­
ically provides that "the provisions of this section shall not affect the rights
and responsibilities of any pany under chapter 9, title 28 of the Idaho Code,
nor does filing pursuant to this section perfect a security agreement
thereunder. ·'22

19. MO~T. CODE ANN. § 81.8·301(1) (1983) (emphasis added).
20. 125 MOftt. 66. :230 P.2d 9SS (1951). Sr'IJISD Bllt\' Land &: Livestock Co. v. Ni).on. 172

"tont. 99.560 P.2d 1334 (1977); UnitcaStatcs v, Public Auc:ion Yard. 637 F.2d 613 (fJlh eire 1980).
21. IDAHO CODE § zs-u 17 (Supp. 1983).
:l. id. § 2)... : 117(£).
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6. Kentucky

In 1982., Kentucky amended section 9·307 of its version of the Code to
provide protection to bona tide purchasers of grain and Iivestock. as well as
to the selling agents who sell livestock.P Under the amended Kentucky Iaw,
persons who hold either "a current grain storage license issued by the Com­
monwealth of Kentucky or a current federal warehouse storage license,"
take title to grain free of a.ny security interest unless .. prior 10 payment of the
proceeds.. that person receives written notice by certified mail of the security
interest." If mortgaged livestock is sold "at public auction through a (duly
licensed stockyard] in the ordinary 'course of business," bona fide purchasers
of the livestock take title free of any security interests and the stockyards and
selling agents are not liable to the secured pan)'. unless written notice of the
security interest is given prior to the time of sa1:.25

198J Legis/arjon

In 1983, eleven states enacted legislation to help buyers or commission
merchants limit their potential Iiability with respect to mortgaged farm
products.

1. South Dakota

In March 1983, South Dakota enacted legislation which provides that a
secured pany cannot commence an action against an innocent purch~serof
farm products, nor against a livestock auction market, nor a public grain
warehouse, public terminal grain warehouse or grain dealer unless the ac­
tion is commenced within twenty-four months from the date the farm prod­
ucts were sold and the secured pany has. prior to commencing the action.
offered to tile a criminal complaint against the seller.2t» In addition, the leg­
islation makes it a crime to sell livestock or grain through any of the entities
listed above without notifying them of a security interest in the farm prod­
ucts being sold. 27

2. North Dakota

Like South Dakota, the Nonh Dakota Iegislaticrr" includes a criminal
provision" and requires a lender to make an effort to collect from the bor­
rower before the lender tries to collect from the buyer of farm products." At
that point, however, the similarity to South Dakota's legislation ends.

The basic element of the Nonh Dakota legislation requires ··2 merchant

23. Ky. RE'·. STAT. § 355.9-307 (Supp. J982).
24. Iii. § 355.9-307(3).
25. Jd. § 355.9-307(4).
26. s.o.c.i, § S7A-9·S03.J (Supp. 1983).
27. 'd. § S7A-9-S03.2.
26. N.D. CENT. CODE §t41-09-28 (1983).
29. 'd. § 41-09-28.4 and § 12.1-23..08 (Supr. 1983).
30. t«. § 411-()9-28.6 (1983).
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who purchases or a commission merchan; who sells fann products for an­
ether'?' to obtain from the selic::, prior to payment. a cenificaie of owner­
ship, whicb discloses "the names, social security numbers, rddresses and
home counties of the owners for five years prior thereto (completion of the
certificate), the county of location of the p:opert)' prior 10 the sale, and the
names of the panics to whom security interests have been given against such
farm products. . . ."32 After obtaining the ccnificalc of ownership, the
merchant or commission merchant must "enter OD the check or draft (as a
joint payee) the name of the secured pan)' disclosed in the certificate. or .
actually known by the merchant at the time" 10 exempt himself from liabil­
ity.33 However. a merchant or a commission merchant cannot stop once he
has obtained the cenificate of ownership, because the statute goes on to
provide:

A merchant who purchases from or 2 commission merchant who
sells farm products for another .fcr a fee or commission takes free of
security interest created by the seller if:
a. The merchant has complied with th: requirements of subsection 4

[of this section];
b. In the case where the seller disclosed DO securitv interests, the

merchant has requested information from the register of deeds in
the counties of the sellers' residences over the five years prior
thereto. as disclosed in the cenincate, (or from the office of secre­
tary of state if section 41·09-40 provides (or filinS in that office) as
to the existence of financing statements naming the seller. and has
received from the filing officer a certificate verifying disclosures
obtained by such inquiry, and has entered on the check or draft
the names of anysecured parties named in the certificate as payees
with the seller;

c. The merchant does not have actual knowledge at the time of trans­
action of the existence of security interests;

d. The merchant maintains records of such actions to SUpPO" any
criminal proceedings against the seller for violation of section
12.1-23-08.)4

3. Tennessee

"7"." .see amende; its version of section 9-307 by deleting the farm
products exception and adding several new subsections which, in essence,
provide that if livestock, grain or tobacco is sold through specified entities.
bona fide purchasers take free of any security interest in those farm products
and selling agents are not liable to the holders of such security interests un­
less prior written notice is given." The required notice must b' given to
parties entitled to the notice that are located within seventy-five miles of the

31. 'ii- § 41..()9-28.4.
32. Id.
33. 111.
>4, /d. ~ 4J.()9-28.7.
35. TENN. CODE ANi'oc;. § 47-9·307 (J}. (2}(..~(c) (S~;pp. 19~;}.
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creditor's principal place of business. must be renewed annually and must
include the name and address of the debtor. a proper description of the col­
lateral and the location of the eollateral." Moreover.. even if the secured
pany has complied with the notice requirements, he will not be permitted 10

seek recovery {rom a public livestock market. buying station. community
sale yard, meatpacker, public grain warehouse.. or tobacco warehouse unless
he has first attempted to collect {rom the debtor."?"

4. Nebraska

For the purposes of this article, the most significant portion of the legis­
lation enacted by Nebraska in 1983 is that which adds a founh subsection to
Section 9-307.38 The new 9-307(4) imposes a duty on buyers of farm prod­
ucts and persons who sell farm products for a fee or commission to require
the seller to identify the person who holds the first security interest in the
farm products being sold, If the seller is then paid with a check drawn paya­
ble to the seller and the named first security holder lint! if the named first
security holder authorizes the negotiation of the check. the buyer of the farm
products takes free ofany security interest.3V However. the new subsection 4
goes on to state that "(aJny endorsement for payment made on such check
shall not serve to establish or alter in any \\'ay security interest priorities
under Nebraska 18\\'. Unless amended or postponed, section 9-307(4) will
terminate on September 1. 1987.MItO

.Jn addition to amending section 9·307 of Nebraska's Code. the new leg­
isJation establishes an eighteen month statute of limitations for actions to
recover collateral if 66(a) the possession and ownership of which a debtor has
in any way transferred 10 another person and (b) which was used as security
(tIT payment pursuant to an agreement. contract. or promise in writing which
covers farm products ... or farm products which become inventor)' of a
person engaged in farming.·,.1

Finally, with regard to the legislation enacted by Nebraska, it should be
noted that although the county clerk's office is still the proper place to file a
financing statement on farm products, the county clerk must now transmit
financing statements and other documents relating to farm products to the
Secretary of State's office so that on or before January I. 1985 such informa­
tion will be available through the Nebraska Secreta1). of State's or . .a~

5. Indiana

The legislation enacted in Indiana during 1983 deletes the farm prod-

36. '". § 41·9..307 (2)(d).
37. '". § 4'·9·307 (2)(e).
38. NEB. R"fV. STAT. U.C.C. § 9-307(4) (Supp. 1983).
39. 'il.
40. Iii.
41. '4. § 25·205.
";2. II!. U.C.C- §§ 9-401(1). 9-411(3).
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UC1S exception." However, it then goes on to add that a person buying farm
products from a person engaged in farming operations is not protected if he
has received prior written notice of the security interest." To qualify as
prior written notice, a notice must be received before the buyer has p'aid for
the farm products and must contain all of the following information:

: II (t]he full name and address of the debtor, (2) (tJhe full name and
:.jdress of the security pany, (3) (a] description of the collateral,
,.:; It]he date and location of the filing of the security interest (.5) (t]he
':31C and signature of the secured pany and (6) It]he dale and signature
of the debtor.c'

The notice expires eighteen months after the date the secured party signs it
or at the time the debt for which the farm products stand as collateral is
satisfied. whichever occurs Arst.416

So that secured panies will be able to detenrJ.ne to whom notice should
be sent, the Indiana law requires the debtor to provide the secured party
with a written list of potential buyers of the farm products if the secured
pany asks for such a list.4 ' If a debtor has given a secured pany such a list,
he cannot then sell to any buyer who is Dot on the list unless the secured
party has given prior written permission for the debtor to do so or the debtor
accounts to the secured party for the sales proceeds within fifteen days of the
date of sale.·· A knowing and intentional vielatien of this requirement is a
class C misdemeanor.·9

One unique feature in the Indiana legislation is the provision which
makes it a class C infraction for a buyer of farm products, on which there is
a security interest, to withhold any pan of the sales proceeds in order to
satisfy a prior debt owed by the seller to the buyer.so

Unlike most of the other states that have passed legislation related to
the mortgaged farm products problem, Indiana did not address the liability
of commission merchants. Its legislation provides protection only for
buyers.

6. Ohio

Under legislation enacted by Ohio in 1983 a buyer in ordinary course of
;;.~ness of farm products from a person engaged in farming operations

takes free of a security interest created by his seller unless the buyer (1) has
received written notice as specified by the statute within eighteen months
prior to payment of the sales proceeds and (2) fails to make payment in

43. I..-D. CODE ANN. § 26-1-9-307(1) (Bums Supp. 1983).
44. Id. § 26-1-9-307(1)(&).
4S. Jd.
46. Id.
~7. ld. § 26-J.9·307(J)(b).
48. Id. § 26-1-307(I)(c).
49, t«.
SO. '". § 26-1-JOi(l)(d).
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accordance with the notice." Unlike Indiana, Ohio specifically addressed
the potential liability of commission merchants. It accomplished this by
providing that the term "buyer of farm products" includes a buying or sell­
ing agent."

If a secured pan)' wants to protect its security interest in farm products,
it can ask its debtor for a written list of potential buyers of the (arm products
and give the required written notice to such buyers." A debtor must pro­
vide the list of potential buyers if the secured part)' requests it and is prohib­
ited under first degree misdemeanor penalties from selling fann products to
buyers who are Dot on the list without the prior written permission of the
secured pany.54

The new Ohio law also contains a Dumber of other provisions which
address additional concerns of buyers and sellers. One of the new provisions
protects buyers who comply with the payment instructions set out in the
notice against a seller who might otherwise assen that his lender was not
entitled to be paid according to the stated instructions at the time of salc."
Another new subsection prohibits buyers from publici) disclosing the iden­
tity of persons named in the prescribed noticc.56

7. Louisiana

Effective August 30, 1983, owners and operators of livestock marketing
agencies in Louisiana cannot be held liable to the holder of 2 security device
affecting livestock which are sold through the marketing agency unless the
owner or operator has received a written notice. by certified mail or hand
delivery, which sets fonh (1) the name and address of the secured party,
(2) the name and address of the person who granted the security device,
(3) the parish of residence of the person who granted the security device, and
(4) information concerning the security device." If a livestock market
agency has received the prescribed notice, it must make payment jointly to
the owner of the livestock and to the secured party..sa

Any person who provides false or misleading information concerning
the name of the owner of any livestock or the existence of any security de­
vice affecting livestock with intent to deprive the secured pan)' of its security
subjects himself 10 a fine of not more than five thousand dollars (S5,..:~ J) or
imprisonment. with or without hard labor, for not more than ten years, or
both. 59

SI. OHIO REV. COD£ ANJ-i. § 1309.26(B)(I)(.), (b) (Palt Supp. J9!3).
52. Jd. § 1309.26(B)(5).
S3. Jd. § 1309.26(B)(4).
54. t«. § 1309.26(B)(4), (8).
ss. '". § J309.26(B)(3).
56. III. § 1309.26(8)(6).
57. LA. REV. STAT. ANN. § 3; S6i(A), (£] ,Su!'p. 199.().
~f. r«. § 3:56&{C).
59. III. § 3:568(F).
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8. Oklahoma

Whereas Louisiana sought to protect only those who deal with live­
stock, Oklahoma amended its version of section 9...307 to protect ~hose who
deal with all farm products except liveslock..60 In order to obtain the protec­
tion afforded by the new Oklahoma Iaw, however, a merchant who is
purchasing or a commission merchant who is selling farm products (other
than livestock) (1) must require the seller to provide a "certificate of owner­
ship" which discloses the names of all lenders, if any, who hold a security
interest in those products and (2) must enter as a joint payee on the payment
instrument the name of any lender disclosed in the eerufieate."! Any
merchant or commission merchant who fails to obtain the cenificate and to
issue the payment instrument accordingly is liable to the secured pany.62

9. Oregon

In some respects, the legislatio~ enacted by Oregon63 is quite similar to
that enacted by Montana." Basically, it provides that "livestock auction
market operators, purchasers of livestock and their agents are not liable to
any secured pany for proceeds from the sale of cattle, horses or sheep" un­
less security interest statements have been filed with the Oregon Depanment
of Agriculture, in addition to the required governmental office set fonh in
Article 9 of the Code.65 Information regarding the financing statements so
filed must be given to livestock auction markets and livestock dealers who
request it and must be furnished at sales at locations other than licensed
livestock auction markets by notations on brand inspection cenificates.66

The law carries an automatic termination date of July 1. 1987.

JO. Illinois

The legislation enacted by Illinois in 1983" changes the Illinois u.e.c.
by amending sections 9·306.01 and 9-307 and adding sections 9-205. It 9­
306.02, 9-307.) and 9-307..2. In substance. the new legislation (1) allows se­
cured panics to require that before debtors sell secured collateral, they dis­
close to the secured panics the names of the persons to whom they intend to
sell the collateral;61 (2) imposes criminal sanctions on debtors who sell to
persons other than those disclosed to the secured pany;69 (3) provides that a
person buying farm products in the ordinary course of business from a per­
son engaged in farming operations takes free of any security interest created

60. OKLA. STAT. AN~. til l1A, § 9-307(1) (West 1981).
61. /il. § 9-307(3)(&). (b).
62. Id. § 9-307(3)(c).
63. 1983 Or. Laws ch. 626.
64. Mo,....,.. CODE ANN. § 81.8-301(1) (1983).
6S. 1983 Or. Laws Ch. 626. §§ (2),(6).
66. Iii. §§ (2).(5~.

67. 19E3 Ill. Law~ 83-69.
68. 1983 Ill. Laws 13-69 (tc be codinC(! at ILL.. REV. STAT. ch. 26 § 9-2OS.1).
69. 198.3 Ill. Laws 8l-69 (to ee ~ibcd £t Ju... JlEv. STAT. ch. 26 § 9-306.02(J)-(5)}.
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by the seller, unless" within five years prior to the purchase. the secured
part)' has sent written notice of his interest to the buyer b~' certified or regis­
tered mail.?" (4) provides that a commission merchant or selling agent shall
not be liable to the holder of a security interest in farrn products for selling
those products in the ordinal)' course of business unless the secured pa"~'

has sent wriuen notice of his interest to the commission merchant or selling
agent within five years prior to the sale:" J and (5) requires commission
merchants or selling agents who sell farm products and persons who buy
farm products in the ordinary course of business to post a notice warning
sellers that it is a criminal offense to sell farm products subject to a .security
interest without making payment to the secured party.P

11. Delaware

Delaware amended its version of section 9·307 by adding a new subsec­
tion 2 which provides, in substance, that a buyer in ordinary course of grain
who is registered with the Delaware Secretary of Stale as registered grain
buyer takes free of any security interest in the grain unless wrinen notice of
the lien is mailed, by certified or registered mail. to the grain buyer within
one year prior to the time he pays for the grain.') Secured parties may
obtain a list of all registered grain buyers from the Secretary of State's office
upon request."

OTHER RELATED LEGISLATION

In addition to the legislation noted above. at least twelve slates have
enacted legislation during the past twenty years that requires central filing of
financing statements relating to farm products."

70. 1983 III. UWS 83-69 (to be codified at 11.1.. REV. STAT. ch. 2" § 9·307cI). (4)).'J. 19~3 111. uws 13-69 (10 be codified at Il.L. REv. STAT. ch. 2b § 9-)07.1).
72.. 1983 111. Laws 83-69 (to be codified al IJ.1-. RE\'. STAT. ch. 26 § 9·307.2).
73. DEL. CODE ANN. tit. 6. § 9-307(2)(a) (Supp. 1983).
7.4. /d. § 9·307(2)(b).
75. Cabfomia (centra) tHina. except crops); CAL. COM. CODE § 9401 (J9b4 &; Supp. 1984):

Connecticut: CONN. OE";. STAT. ANN. § 42,·9-401 (Wesl Supp. 19841: Delaware: DEL. CODE
AN.... tit. 6. § 9-401 (1975): Hawaii: HAWAII REV. STAT. § 490; 9-401 (19761: 11)"'·a: JOWA CODE
ANN. § 554.9401 (WeSI 196'); Maine: ME. REV. STAT. Aw.-.. til. 11. § 9·40J (J~MJ~ Mi~i,~ippi

Cdual fiJin! on farm products): MIss. CODE ANN. § 75·9.401( 1)(:1) (J9l' I): N~\·ad.: NI~'\·. Rt:\'.
STAT. § J04.9-401 (1979); Orclon: OR. REV. STAT. § 79.4010 (1983): South Dakota: S.D.C.L.
§ S7A·9-401 (1980); Ulah: UTAH CODE ANN. § 70A-9.401 (1980j~ Wa~hin!lon. \liASH. R~,·. CODE
A~~. § 62A.9-401 (1981).

Although central filing somewhat cases ahe burden or chcckin! (or lien~ on a county b~' count)'
hasis. is leaves many unsolved problems, In many caSCi, buyers 41nd c:ommi~~l"ln merC'hant~ cannot '
obtain the information on a umely basis because the)' are bu~ ing and selhng at lImc~ ",'hen the
centra} filing office is closed. This makes it cspcciaU)· difficult for h,,'eslncL: markets and dealers
because the)' are required (0 pay by the close of the ne~t business day aCter the transaction. s,~

.ruPI'/1 note 8. Additionally. central filing, just as local filing. leaves the burden and expense of
policing a lender's loan on a buyer or commi~sion merchanl rather than the lender \\'ho ~l~nds 10
prorit by the Joan. As stated b)' one commentator, ·"'the risks inherent in the busine~s of mon~y•

. i,~,d~ng should be bome by monty..lender~. no: by innccen, buyers in the market place .'· Knapp.
P,ol~t"/i"..t Iht' 8u)'t*' Dfr,~",()usi)' £nl:um"~,~1i GODd.!: AnDlh,r Plt'(!/o!, il,.·isiur, of vee St!("lion 4/­
J07rl). IS ARIZ, L. R.Ev. 861, 892 (1973).
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Notwithstanding all of this new legislation b)" the individual slates, the
mortgaged farm products problem has not disappeared. Not only have sev­
eral major agriculture producing states not passed any legislation in this
area, but there is genuine concern that the state legislation which has been
passed will not protect buyers and commission merchants from one of the
nation's largest agricultural lenders, the federal government.

It is a well settled proposition that federal law governs questions involv­
ing the rights of the federal government arising under nationwide federal
programs such as the F:nHA's farm loan programs." Wha; is no! so well
settled, is what is that federal law? Is it a judicially constructed uniform rule
of law or is state law incorporated as the applicable federal 12Y/?~~

Prior to 1979~ seven Circuits had ruled on this question. Five of the
seven favored a judicially constructed uniform rule of la\\';'~ two incorpo­
rated state law a! the applicable federal law.?"

In 1979. the United States Supreme Court handed down Unitec SIDles I'.

Kimbel/ Foods, Inc .80 The question before the Coun in Kimbell was
whether contractual liens arising from certain federal loan programs take
precedence over private liens, absent a federal statute that sets priorities. In
reaching its decision. the Coun analyzed three factors: the need for uni­
formity in operating the federal loan programs. whether the application of
state law would frustrate the specific objectives of the federal programs, and
the extent to which the application of a federal rule would disrupt commer­
cial relationships predicated on slate law."1 Based on this analysis, the
Coun adopted state Jaw as the appropriate federal rule for establishing the
relative priority of the competing liens.

Since Kimbell three of the seven circuits noted previously have decided
cases involving the liability of commission merchants for selling mortgaged
(arm products." The Founh Circuit, which already used incorporated state

76, Unit~d Slales v, Kimbell Foods. Int•• 440 U..S. 71S (1979); Clearfield Trust Co. v, United
Stales. 318 U.S .. 363 (1943); O·Ocneh. Duhmc &. Co v, Federal Deposit Insurance Corp.. 315 U.S.
447 (1942). Sf'f' Mishkin. Th~ YD,iDu.rn~.rs Dj ··F~d~,,,' La»..-:· CtJmp~/t'n("t' 411(/ D1S~'~/i()" in liJ~

CnoiC'(' fJ! A·QlionQ/4114SIQ/~ RuJ~.1ID' D~C"isi()n. lOS U. PA. L. REV, 797. 79~·~OI (1957).
'7. S'I' Comment. Adoplinl SIDIt' U"'IIS 'ht' F~""41/lull' ofD~('isio1J: A P,Dpos,d T~SI, 43 U.

CHI. L. R~v. ~23 (19i6).
78. Third Circuit: United Stales v, Sommerville. 324 F.2d 712 (3d Cit, 1964): Fifth Cjrc;uit~

United Stales \I. Hext, 444 F.2d 804 (Sth Cir. 1971); Sixth Circuit: United Slates v, Burneue-Caner
Co... S7S F.2d 587 (6th Cir. 1978) and United Slales v. Carson, 372 f.2d 429 (61h Cir. )967): Ninth
Circuit: United States v. M&ubews.244 F.2d 626 (9th Cir. 1957); Tenth Carcuit: Cass&d~' Commis­
sion Co. v. United S~,cs. 387 F.2d 815 (10th Cir. 1967).

79. Founh Circuit: United Stales v. Union Livestock Sales Co.• 298 F..2d 755 (4th eire 1962)~

Ejghth Circuit: Unllcd States v. Gallatin LjYfS10Ck Auction. Inc.• 448 F. Supp. 616 (\\'.D. Mo.
1978). Q.rd, S89 F.2d 353 (8th eire 1978) and United SlalC5 v, Chappell Livc:..tock Auction.. Inc.•
S23 F.2d 8040 (81h Cir. 1975).

80. 440 U.S. ., IS (1979).
81. United Stales v, Kimbell Foods. Inc.•"0 U.s. at 728. S~, Il/J() Comment.. J'JIP,g note 77.

at £30-34..
82. Founh CirC'Ul~: United States V. Frien,rs Slockvarc. Inc, and Ur.iled StatC') v. Grantsville

Communit)· S•• c. Inc., 600 F.2d 9 (4th Cu. 1979 J~ Fifth Circuit: United S~.les v. Southc:s: MiS$i~-
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law as the applicable federal law. cited Kimhell as requiring the incorpora­
tion of state la\\·"~) The Fifth and Ninth Circuits, which had used uniform
federal law prior to Kimbelly nov.' use incorporated Slate la\l;"~4 Thus, at this:
time three circuits have decisions on the books whereby the Iiability of com· :
mission merchants for selling mortgaged farm products is determined under
a uniform federal rule of Iaw and four circuits have incorporated stale law 10
determine this liability. '

Clearly. until federal legislation is enactedIS or additional cases are de­
cided by the Couns of Appeal, the question of which law applies to mort- .
gaged farm products cases is open to speculation. As Professor Wright has
stated. ··Wbether state or federal law controls on matters not covered by the
Constitution or an Act of Congress is a very complicated question, which
yields to no simple anSwer.. .986

CONCLUSION

As a result of the farm products exception. secured parties and buyers
not in ordinary course receive better treatment than buyers in ordinary
course of farm products." Commission merchants, as a result of causes of
action related to the farm products exception, become "involuntary guaran­
tors of the debtor's compliance with the security agreement."?"

Manyof the individual states have enacted legislation, especially within
the previous year, which is aimed at alleviating the Code's bias against those
who buy and sell farm products. However, because of the disparate ap­
proaches used by the individual states the value of all this legislation is un­
cenain-the Uniform Commercial Code has become even more disunifonn
and the federal government's argument against application of state law to
federal lenders has been strenghtened." The mortgaged farm products
problem, albeit changed to some degree, remains.

SipplliveSlock Farmers AsS-c, 619 f.2d 4C35 (5th Cir. 1980):Ninth Circuit: Uniled 51_Le.s v, Public
Auction Yards, 637 F.2d 613 (9th Cir. 1980).

83. United Stales v. Friend·s Stockyard. Inc.. 600 F.2d at 10.
84. United States v. Southeast MIssissippi Livestock Farmers Ass'n, 619 F.2d 435 (Slh Cir.

)980): Unilcd States v. Public AuCtion Yard. 637 F.2d 613 (9th Cir. 1980).
85. In 1983, Congressman Tom Harkin introduced two bills. H.R. 3296 and H.R. 3297. H.R.

3296 would basically repeal the farm products exception {rom the federal level. H.R. 3297 -'ould
amend the Packers and Stock)'ards Act. 1U.S.C. § 181 et, seq. (1982) 10 accomplish ahe same result
with respect to livestock.

86. C. WRIGHT. LAW OF THE: FEDERAL COUiCTS 388 ('Lh ed. !9£3}.
87. ::>u~.n . .ntP,/J Dote 8. at 362.
u, i«.
89. United Stales v. Kimball Foods. Inc.• 440 U.S. 715 (1979). S~~ also Comment. ZIIP'1l DOle

77.
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THE PROBLEh1

As you will no doubt hear repeatedly today t there is a serious .problem in this

country caused by the sale of mortgaged farm products. It is a problem for lenders t for

farmers, for innocent purchasers of farm products and for commission merchants who sell

farm products for others. However, since I am sure the lenders and farm groups will

adequately address the problem from their respective positions, I shall attempt to ·restrict

my remarks to the problem as seen by buyers and commission merchants.

According to the overwhelming weight of legal authority t a buyer of farm products

and a commission merchant who merely acts as an agent in selling .f2z:mproducts are

liable to the secured lender if the borrower-seller fails to account to the secured lender

for the sales proceeds, even when the buyer or commission merchant did not know that
1/

the farm products were mortgaged. The only exceptions to this general rule of lia-

bility are (1) when the secured lender authorizes the sale and (2), in a few jurisdictions,

where the secured lender has acted so egregiously with respect to the security agreement

and sales of farm products that the courts have found some way to negate the liability.

~either of these exceptions arises very often.

The liability of innocent purchasers of farm products and intermediaries who sell

'arm products is founded on the interaction of Uniform Commercial Code (VeC) subsec­
2/

ion 9-·306(2) with uec subsection 9-307(1).and on the tort of conversion.



Sub section 9- 306 (2) pr-ovices that e securrry interest continues in collate:-al not-

witnstanding sale:, exchange or otner disposition and in an)? identifiable proceeds there-
~/

from unless the sale , exchange or other disposition \I; as autnordzec b;; the secur-ed P~! ..

A buyer in or-dinary course of business of mventorv , however , is protected from this.

continuing securiry interest b3~ subsection 5--307 (1) , which pr-ovides that such a buyer

if
takes free of a security interest created by his seller. Not so io:: a buyer of farm pro-

ducts. Because of the special rule fOT farm products set out in subsection 9- 307 (1) I a

buyer in ordinary course of farm products is not protected from the continuing security

interest of subsection 9-306 (~) : he takes subject to the security interest. Thus t the

secured party may reclaim the farm products from the buyer or he may hold the buyer

accountable for the value of the security interest in those farm products. Additionall3" , if

the security agreement makes the borrower's unauthorized sale of the farm products a de-

fault entitling the secured party to possession of the collateral and the buyer does not

account to the secured party for the collateral t the secured party may hold the buyer

liable for conversion t because the buyer has wrongfull)~ interfered \\~th the secured party's

right to possession of the collateral.

Unli.'\{~ a buyer of farm products, a commission merchant's liability for selling T
mortgaged farm products is not based on the interplay of subsection 9-306 (2) and the

farm products exception of Section 9-307 (1) I which, of course, means that simply de-

leting the farm products exception will not protect commission merchants from liability.

A commission merchant I s liability is based on conversion. If the security agreement

makes the borr-ower" s unauthor-ized sale a default entitli~g the secured party to posses-

'-,n of the collateral and the commission merchant does not account to the secured party

for the collateral, the secured party may seek reeoverv against the commission mer-

chant under either of two theories of conversion. Under the first theory, a commission

- 2



merchant is liable fo~ conversion because he has, b~~ his exercise of dominion and con­

trol over the fa.rrn products during the selling process, interfered ·vtith the secured partjr 1s

right to possession 0: the collateral. Under the second theory ~ a commission merchant's

liabilit'J' is based on his acting as agent for the mortg-agor. Thus. when a borrower sells

mortgaged farm products without the secured parry ' s consent ~ he is deemed to have tort­

iousry in~erfered "-'1th the secured pa...~1s right to possession and the commissiom mer­

chant, as the borrower's agent, stands in the shoes of his principal. The rationale under­

lying the agency theory of liability is that inasmuch as an agent is free to deal with, or

serve t whomever he pleases t he should be held. liable if he chooses to assist a principal t

even unknowingly, in the commission of a tort.

STATE LEGISLATION

As concern over the mortgaged farm products problem has grown, buyers and

commission merchants have increasingly sought protective legislation.

Prior to 1983 on1~" six states --: not including those states that adopted central

:filing for farm products -- had enacted legislation to limit the liability of buyers or

commission merchants who seal with farm products. Nebraska enacted legislation that

protects auctioneers who sell personal property if they do not know there is a mort-

gage on the property, if they have disclosed the identity of the seller prior to the sale and

if they do not have any interest in the property Georgia enacted legislation that pro­

tects commission merchants who sell farm products so long as the security interest was

created by the seller of the product and the commission merchant does not have kncwledge

of the perfected securfry interest. California simply deleted the farm products exception

from Section 9-307 (1) t thus helping buyers of farm 'products but doing nothing for

- 3 -



commission merchants. The legislation enaetec by Montana pro"",-icies that 2 livesto~

market will not be liable to s. lender who has e security interest in livestock unless notice

of the securi~" agreement has been filed v.·ith the state brand board -- in sddition to

the County Clerk's Office -- and that the notice has been transmitted to the livestock

market prior to the sale. Idaho enacted legislation similar to Montana's but without making

dual filing mandatory -- thus accomplishing very- little. In 1982, Kentucky enacted legis-

lation that amended Section 9-307 of its UCC. This amendment protects commission mer-

chants and buyers or various farm products if the sale was transacted at a licensed pUblic

market and actual written notice of the security interest had not been given by certified

mail.

In 1983 t the drive for legislative action gained momentum. At least eleven states

enacted legislation whose avowea purpose was to help buyers and commission merchants
!/

limit their liability with respect to mortgaged farm products. Some or the new legis-

lation covers all farm products. Some covers only grain. Some, su·ch as Louisiana's

and Oregon's t covers only livestock. Some, like Oklahoma t s, covers ever ything but

livestock. Some of the new legislation t such as that enacted in Tennessee, Ohio, Illinois

and Indiana, provides protection from liability unless actual notice of the security interest

has been given prior to the sale or payment of the sales proceeds. Some, like that

enacted in Oklahoma and North Dakota t bases protection from liability on getting a

certificate of ownership from the seller and including any secured parties disclosed by

the certificate as joint payees. Some J such as that enacted in South Dakota and Nebraska,

shortens the statute of limitations for bringing actions against buyers and commission mer-

chants. Some of the new legislation attempts to protect only commission merchants (sel-

ling agents); some. only buyers t and some, buyers and commission merchants. Finally t
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most of the new legislation establishes criminal penalties fo:' borrower-sellers wne either

fail to previde information or provide false iniormation ",·ith respect to potentiaJ bU)'ers 0::'

the icienti~p of secured parties.

In addition to the states that actuall~f passed legislatio~ in 1983, several others, such

as Missouri f Texas t Arkansas t Iowa t Alabama, Michigan. North Carolina and South Caro-

Una t had legislation introduced but did not pass it. And, it should be added t the legisla-

don introduced in these states was no more uniform than the legislation actually enacted.

FEDERAL GOVERNMENT AS SECURED PARTY

As a result of all this new legislation by the individual states, many buyers and

commission merchants are now breathing a sigh of relief. However, I am not sure that

is necessarily true for those of us who represent them. As a result of all of this new

legislation by the individual states t the Uniform Commercial Code has become even more

un-uniform t thereby making it extremely difficult to determine what protection is availab.1\w .~

whom on what basis. In addition t and even more importantly t there is genuine concern

that all of this state legislation will not protect buyers and commission merchants from that

lender of lenders, the federal government -- primarily the Farmers Home Administration.

It is a well settled proposition that federal law governs questions involving the

rights of the federal government arising under nationwide federal programs such as the

FmHA's farm loan programs. What is not so well settled, is what is that federalla'\\Y? Is

it a judicia~y constructed uniform rule of law or is state law incorporated as the appli-

cable federal law?

Prior to'1979. seven Circuits had ruled on this question. Five of the seven favored

1./
a judicially constructed uniform rule of law;

~/

two incorporated state law as the

applicable federal law · In 1979. the U.S. Supreme Court handed down the u. s. v ,
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Kimbell Foods. Inc.
9/

decision. Based on that d.ecision, one of the Circuits that

former})' used the judicially constructed unifo:-m :-ule of Iaw to dete.rmine the lia.bility of

G commission merchant w ho sold mortgaged farm products now uses incorpor-ated state
10/

raw .. Thus, until Congress determines the choice of IBv-~ rssue , either b:' dictating

the use of a judicially constructed uniform Iaw or mccrpcretec state raw ~ bj· pr-oviding

the specific substantive law to be followed t the only W8)' to determine what protection, if

any, all of this new state legislation will afford buyers ano commission merchants against

the federal government will be te litigate the issue on 8 case by case t circuit by circuit

basis. In my opinion J not a very healthy environment in whic..~ to conduct business.

In summary, Livestock Marketing Association believes that the problems a..""ising

from the sale of mortgaged farm products are significant and grov."ing t especially for

those who move those vitally important products from producer to consumer, and that the

only real solution is for Congress to act quickl~· and decisively to pass corrective legisla-

tion.

Thank you.
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~, United States v , Somme:-ville, 32~ F. 2c 712 (~~d Ci:,. 1963) t cert. deniec ,
376 D.S. 909, 8~ S.Ct. 663,11 L .. Ec .. 2d 608 (196~); Unitec States v . McClesh-::
~fills, Inc . . 409 F.2c 1216 (5th Crr , 1969); Unitec Statea v . Gallat:..."'1 Livestock
Auction Co. ~ Inc., 448 F. Supp . 616 cv.'.D. Mo. 1578); Fa.-mers S~a.tE Bank v .
Stewa=rt ~ 45~ S. \'; .20 90B (Mo. en bane 1978); Garden c±~· Production Credit
Association v. Lannan . 186 N . \It' .2c 99 (Neb. 1971).

Conversion is generally definec as tortious interfer-ence ~"ith the pcssessory :,ig-hts
of another to personal prcperry . 1S ...\rn .Jur. 2d Conver-sion §f 19~5.

Subsection 9- 306 (2) provides:

Except wher-e this article otherwise pr-evides , 2 security in-
terest continues in collateral notwttnstandirig sale, exchange or other
disposition thereof by the debtor. unless his action was authorized b)~ the
secured partj~ in the security agreement or otherw-ise, and also continues
in any identifiable proceeds including collections received by the debtor.

Subsection 9-307(1) provides:

A buyer in ordinary course of business .. • * other than 2 person buying
farming products from a person engaged in farming operations takes free of a
security interest created by his seller even though the security interest is per­
fected and even though the buyer knows of its existence.

The farm products exception of 9-307 (1) has been justified on the ground
that farmers sell to buyers, marketing agents and brokers who are in a position
to determine if their seller has given someone a security interest in his farm pro­
ducts. One problem with this justification is that subsequent sales t even if by
merchants, will not cut off the Ienders original security interest. Thus, even if
a buyer purchases from a seller in whose hands the goods are inventory or if a
buyer purchases from a seller who has not mortgaged the goods to anyone, the
buyer will still take subject to the lender's original security' interest in :'u-m 1 ~. J-

ducts because the security interest was not created by the seller from w•. -.n the
buyer is purchasing the goods. Another problem with this justification for the
farm pr-oducts exception is that buyers who purchase farm products and commis­
sion merchants who sell farm products are often simpl'Y' not able to check for liens
on all the farm products they buy or sell. This is especia1l)~ true for livestock
markets, Irvestcck dealers and packers who are required by Section 409 of the
Packers and Stockyards Act (7 U.S.C. § 228b) to pay for livestock before the
close of the next business day following the day purchase of livestock.

Another jus:ification often cited for the farm. products exception is that
sales of farrn products are more closely akin to bulk sales than to sales of in­
ventory. Thus, goes the argument, because farm products are not subject to

the creditor protections afforded by Article 6 of the vec. lenders must have
the protection afforded by the farm products exceptions in order to protect



their interests. Although this justifica.tion is more persuasive than the first
justification, it also encounters p~oblems when examined crosery , especrally
with respect to livestock. Fer example. £ da.i~~ herd is e con stantry chang-
ing asset. Poor prcducers are culled enc replaced. l\~ale inc~ease, being out­
side the normal scope of e dai~· ie=mer's business ~ are sale. It is c.:fficl:lt to
see how this continuing turn over of a small number of animals is a}:L~ to ~ bulk
sale. Even gTsin, because of the more soprustrcated marketing- teen__n iques not
being used b J" farmers, V\·ill often not be solei at one time; it ~"ill instead be' sold
over B period of months to take advantage of "off season prices'~ and to fuJfi il for­
ward contracts.

6/ Delaware, Illinois, lndiana, Louisiana t Nebraska, North Dakota. Ohio, Qkle.iloma,
Oregon, South Dakota t Tennessee.

'!../ Third Circuit \united S"tates v. Som.?tlerville t 324 F. 20 712 (3rd eir. 1964));
Fifth Circuit (United States. v , !:!!!1. 444 F. 20 804 (5th ce-. 197:')); Sir~ Circuit
(United States v. Burnette-Carter Co. t 575 F .2d 5a7 (6th Ci:-. 1978) and United
States v . Carson, 372 F. 2d 429 (6th Cir. 1967)); United States v . Matthews t 244
F.2d 626 (9th eire 1957); and Tenth Circuit {Cassidy Comtr'.ission Co. y. United
States, 387 F. 2d 875 (10th Cir. 1967»). .

8/ Fourth Circuit (United States v. Friend's Stockyards, Inc., sao F. 2d 9 (4th Cir.
1979) and United States v , Onion Livestock Sales Co., 29B F. 2d 755 (4tl: Cir.
1962) and Eighth Circuit (United States v , Chappell Livestock .-\uction, Inc.,
523 F.2d 840 (8th eire 1975).

~I 440 U.S. 715,99 S.Ct. 1448,59 L.Ed.2d 711 (1979).

10/ See, United States v. Public Auction Yards, 637 F.2d 613 (9th eire 1980).



SECTION 9-307(1): THE U.C.C. 's qBSTACLE TO
AGRICULTURAL COMMERCE IN THE OPEN
MARKET

Copy,._ '971 tty Nunhwnccna U"'¥~i.ySchool", Law
Northw~lcm University Law Review

Prinled in U.SA
Vol. 72. No. S

\

John F. Dolan"

INTRODUCTION

The Uniform 'Commercial Code! provides a general open market
rule in the Secured Transactions article which permits certain good faith
purchasers to take goods free of perfected security interests. That general
rule, however. excepts from its application sales of farm products by
persons engaged in farming operations. Defenders of the exception prof.
fer two justifications. Some feel that farm producers would not find
ample credit if farm lenders faced the possibility of losing collateral to
buyers. Others argue that the exception enjoys widespreadsupport among
state legislatures and among the federal agencies which account for a
significant share of agricultural credit. Thus, this second argument
continues.. adoption of a rule in the Code which treats farm sales in the
same fashion as it treats nonfarm sales would invite deviation from the
Code rule by both state and federal systems with a resulting loss of
uniformity .

This article holds first, that the farm exception grows out of archaic:
notions of agriculture and agricultural finance; second, that the exception
is basically unfair in that it penalizes unwary buyers who reasonably
expect they will buy free of security interests; third, that the exception
creates uncertainty and thereby increases transaction costs to the detri·
ment of farm producer and farm lender; and fourth, that the farm excep­
tion itself has so contributed to a lack of uniformirv that its abrogr '~'"'!'t

could hardly cause more.

DEFINING THE ISSUE

Article 9 of the Uniform Commercial Code takes pains to differ­
entiate four classes of goods.! con_sumergoods, equipment, farm prod-

• LL.B.. University of Illinois. I96S; Associate Professor of Law, Wayne State Univer­
sity.

, The Uniform Commercial Code is hereinafter cited as "Code.... Unless otherwise
noted. aU section references are to the 1972official version of the U.C.C .• and references to
the comments are to those prepared by the sponsoring agencies to the 1972 version.

~ V.C.C. § 9-IOS(I)(h) 'lets forth the general definition of ··goOO5··. Hereinafter all
U.C.C. section numbers will be referred to by section number only.
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ucts, and inventory.3 This differentiation facilitates disparate treatment of
each of the four categories. Consumer goods,4 for example, are free from
certain filing requirements which attend other classes of goodsS and are
subject to different foreclosure rules." These rules arise out of the notion
that the nature of consumer transactions justifies treatment different from
that afforded transactions in a commercial setting.'

Similarly J the Code makes allowance for the inherent dissimilarities
between "equipment," which the Code defines to include assets used by
a business.! and "inventory," which it defines to include assets the
business holds for sale or lease or otherwise consumes.? The methods of
financing these two classes of goods and, more importantly, the probabil­
ity of selling one and the improbability of selling the other'? justify their
different treatment in connection with the relative priorities of lendersI t

and the protection of persons who buy such goods. 12

THE FARM PRODUCTS CATEGORY

Equipment and inventory are similar to the extent that both are
owned for profit or commercial purposes as opposed to the domestic
purposes of personal, family, and household uses. There remains, how­
ever, a category of goods and which comprises a significant element of
commerce but which Code drafters could reconcile with neither the fish
of commerciality nor the fowl of domesticity. That specially treated class
consists of farm products.

~ Sc:c:tion9-109(1) to (4).
4 Consumer goods include those goods "used or bouaht for use primarily for personal.

family, or househol~ purposes:- Section 9-109(1).
~ Section 9·302< 1)(d).
6 S~~ It 9-504(3), 9-50S(1) to (2), 9-507(1).
7 Cf. § 2-104, Comment I (special rules for merchants).
8 Section 9-109(2). The definition also serves as a catchaJl. ~t § 9-109(2), Comment 5.
'l "ection 9..109(4). The impanant distinction between inventory and equipment appears
.:~ one of duration. :-4ateria!s used by the business and consumed by it are invenlory,

.r.ereas machines used or consumed by it are equipment. Compan § 9-109(4) with § ~
109(2).

10 Courts have concluded that the term "inventory" in a security agreement includes
after-acquired inventory because "inventory by its nature and definition changes from day
to day .' · In re Fibre Glass Boal Corp.• 324 F. Supp. IOS4, 10.56 (S.D. Fla.), aff'dpercuriam,
448 F.:!d 781 (5th Cir. 1971).

II Compon § 9-312(3) with § 9-312(4). Se~,en~mlly § 9-312. Comment 3.
1~ Although the buyer protection rule of § 9...307(1) does not use the term "inventory," it

is clear that this class of goods is the kind to which the section is directed. S~~ §§ 9--307(1), 1­
~OI(9)t and 9-102, Comment S. Cases have tended to hold, true to academic consistency but
perhaps contrary to the expectations of the parties, that buyers of "equipment" do not
benefit from buyer protection rules. Se«, e.g., Bruce v. Martin-Marietta Corp.• 544 F.2d 442
(10th Cir. 1976) (sale of used aircraft by airline not subject to products liability rule);
Hempstead Bank v . Andy's Car Rental Sys.. 3S App. Div. 2d 35. 312 N.Y.S.2d 317 (1970)
(sales of vehicles held for lease. though technically inventory. not subject to the § 9...307(I)
rule).

707



NORTHWESTERN UNIVERSITY LAW REVIEW

Farm products, by definition, must be in the possession ofa farm­
er." yet the rules which apply to them affect all who deal in agriculturll
commodities. Clearly, farm products include what would otherwise be
inventory: crops, livestock, and the raw materials of farm productiOD,.
well as the products bothof crops and livestock in their "unmanufactured
states."14 This definition leaves by implication those products which are
in their manufactured states te.s.. leather or corn flakes) and which are
not his "equipment" as the farmer's only "inventory.tt15 In short, willa
·that soleexception for manufactured state inventory, farmers can hold lID

inventory in the Code .sense. They can only hold "farm products."

SPECIAL TREATMENT FOR FARM PRODUCTS

Having constructed tbis farm products (inventory-which-is-not-
.inventory) category, the Code drafters fashioned special rules for it. TIle
first concerns the filing requirements, and the second concerns the rela­
tive priorities of a secured inventory lender and a purchaser in a subse­
quent inventory sale.

The first difference is in filing requirements. Section 9-401 poses
three filing options for lenders secured by farm products. The rust
requires centtal filing; the others require local filing. The Code drafters
did not choose among the three options, but an overwhelming majority of
the jurisdictions have opted for either the second or the third. Because
only five states t6 require central filing for farm products, in nearly all
jurisdictions the filing of financing statements covering farm prodUdS
will be local, with buyers or lenders searching for such financing state-
ments at the county or town level. .

The filing options, -however, must rank as a relatively minor con­
sideration and are not -the reason for the creation of the separate farm
products class of goods.' Code drafterscould haveeffectedthe localf~S
option for farm products in the fasbion they effected it for farm eqUIp­
ment, Such equipment is not by ~ef~ni·: ;1 separate (1.-" . of goods but

13 Section 9-109(3). The Code wisely eschews the term "farmer·· for the terms udcblor
enpgcd in raising. fattening. grazing or other farminl operations.·· It thereby avoids ..
problem of determining whether, for example. a stock broker can be a farmer,.

14 Id.
" A farmer's equipment (assuming of course that livestock are not equipment) falls inlO _

the "·equipment" category of goods. S~e § 9..109(2).
)6 CONN. GIiN. STAT. ANN. § 42a ..9-401(1) (West Cum. Supp. 1977); DEL. CODE tit. 6.19­

401(1) (1975); HAW. REV. STAT. § 490:9-401(1) (1%8); IOWA CODE ANN. § 5S4,.940I(I)(WC'l
Cum. Supp. 1977-78); UTAH CODE ANN. § 70A..9-40I(J) (1968). California. Maine. and
Oregon require central filing for livestock. though not for other farm commodities. C.,,&..
COM. CODE § 9401(1) (West Cum. Supp. 1977); ME. REV. STAT. tit. II, § 9-40J(I)(a) (\\'etC

Cum. Supp. 1976-77); OR. REV. STAT. § 79.4010(1) (Oregon Digest 1977). A Montana pre­
Code statute requires the secured party to notify the Montana Department of LivestOCk.
MONT. Rev. CODES ANN. § 52-319(Smith 1977). S~e geM1'Glly Batey Land & LivestOCk Co.
v. Nixon, - Mont. -, S60 P.2d 1334(1977).
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fJl1s into the section 9-109 definition of "equipment." However, the
Code provides two options for local filing of "equipment used in farming
operations, "17 even though generally a financing statement covering
equipment would be filed centrally.18

The second area of different treatment concerns the rights of the
lender and the subsequent purchaser of inventory. Where either farm or
nonfarm inventory is involved, section 9-306(2) often in practice oper­
ares to terminate the creditor's interest in inventory after that transfer.
That section provides:

[:~] security interest continues in collateral notwithstanding sale,
exchange or other disposition thereof unless the disposition was
authorized by the secured party in the security agreement or other­
wise ....

Because lenders recognize that the purpose of inventory is sales, that a
need to perform a filing search inhibits sales, and that sales free and clear
of the -lender's interest serve the purposes of lender and borrower alike,
almost all lenders customarily authorize inventory sales. In effect, then,
lenders and their borrowers fashion a private open-market rule through
their security agreement which authorizes sales free of the lender's
security interest.J9

.This willingness by lenders to authorize sales of secured inventory
stems only in pan from the protection afforded the lender by the proceeds
which arise from that sale.2o Inventory lenders often do not make inven­
tory loans with the expectation that they will receive proceeds from each
sale. Such expectations, while inherent in any discrete, short-term loan,
are inconsistent with the indispensable notion of working capital loans of
intermediate term secured by inventory. Rather, inventory lenders often
make such loans on the assumption that borrowerswill utilize proceeds of
sale to acquirenew inventory and will reduce the workingcapital loan not
as a result of discrete sales but as a consequenceof capital needs and cash
flow. 21

In those infrequent situations where the inventory lender does not
authorize sale, section 9-307(1) fulfills the expectations of the buyer in

.7 Section 9-401( I). The second and third alternative subsections lump "·equipment used
in farming operations" with "'farm products·· for the purpose of determining the proper
place to file .

.18 Id .
•9 See. e.g .• Lisbon Bank & Trust Co. v . Murray. 206 N.W.2d 96 (Iowa 1973).
:!o Section 9...306(1) defines proceeds as "whatever is received upon the sale. exchange,

collection or other disposition of collateral or proceeds...
~I The discrete lien approach stemmed from the commercial loan theory of banking,

popular before the 1930·~. that all loans must be self-liquidating. The modem banking
doctrine. developed in the 194O·s and 19S0's. of measuring a bank·s liquidity in terms of all
loans. not just discrete loans. permits commercial lenders to justify the revolving loan so
inubpensable (0 inventory finance. Se~ gen~"Qlly L. RITTER &. W. SILBER. PRINCIPLES OF

MONf.Y. BANKING. A~D FINANCIAL MARKETS 102-03 (2d ed. 19n).
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ordinary course by imposing the open-market rule by operation of law.
That section provides that a buyer in ordinary course of business other
than a person buying farm products from a farmer "takes free of I

security interest created by his seller even though the security interest is
perfected ...." By carving out the exception for farm sales, the Code
exempts those sales from the open-market rule of section 9·307(1).
Significantly, however, the Code does not exempt them from the practi­
cal open-market effect of section 9-306(2), which operates only in the
event the secured paity authorizes the sale in the security agreement 'lor
otherwise. 't

Most farm lendersdo not authorize such sales in .the security agree­
ment, and most courts, though not alit have read the "or otherwise"
language of section 9-306(2) narrowly. Accordingly, the effect of the
farm products exception is to impose a strict security. of property rule and
to refuse the benefit of open-market precepts to sales comprising I

significant measure of commercial activity-agricultural sales.
In brief, local filing is not the only impetus for the separate classifi­

cation of "farm products. ,t That impetus also derives from a far more
significant policychoicefavoring security of title over commercial celeri­
ty. Since the law of salesas manifested in the "buyer in ordinary coarse"
rules has traditionally struck this balance on the side of commercial
celerity t it is .necessary to examine the history oft and evaluate the
rationale for, this departure in sales involving farm products.

UNIQUE FEATURES OF AGRICULnJRAL LENDING

The history of agricultural financing parallels thatof the commercial
sector with three notable exceptions. First, the mechanization of agricul­
ture tended to occur later than that of other industries.22 While require­
ments for credit are no less pressing in agricultural enterprises than in
other businesses,23 these requirements did not develop contemporane-

Z% Commentators seem 10 qree that it bas been only in the last 40 or SO years that the
apicullural industry hasdemonstrated a marked need for other than real escate financina­
SI~ Bunn. FilUJllcing Fa""D7: Existing KaMa Law and the U1ti!Oml ComlMrciQl Codt. 2
KAN. L. REV. 22$ (1954); Bunn. FinGncing Ftll'l'Mrs: Exist;ng WUCOUiIlUW, 7'U alWlf
GiDnt ClUe arul ti,e U"i/o,.", Commerci.al Code, 1954 WIS. L. REV. 357; Hawkland. 1111
PmpDs~d ArrwMmelll to A";c~ 9 01 tlw U.C.C.-Part I: FilUJncing 1M Fa,.,.', 16 COY.

L.J. 416(1971). ~~g~'"f'tIllyA. NELSON. W. LEE. &.W. MURRAY, AGRICULnJRALFJNANCE

308-11 (6th ed. 1973).
2J Statistics indicate that credit requirements are real indeed and are increasing at a rapid

rate. One authority estimates that in a ten-year period capital requirements for the Utypical··
cash grain farm in the com belt increased from 597,000 to 5203,000 and for the "typical··
southwest cattle ranch from S141,000 to 5205yOOO. ~e H~ari"g$ 011 the Effect of corportJte
Farmi"g 011 SmQll Business Belo~ th« Subcomm. Oil Monopoly 01 the SelUlte S~/eet Co,""'·
all Small Busilless. 90th Cong.• 2d Sess. 93 (1968).
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ously with those of other businesses.24 More importantly, the primary
source of farm collateral prior to and during the initial stages of agricul­
tural mechanization was land, which then was the farmer's single most
valuable asset. 2S Finally, the nation's romantic preoccupation with the
-·yeoman farmer t

' 26 fostered a paternalistic attitude on the part of courts
and lawmakers toward farmers.F

All three of these exceptions resulted in treatment of agricultural
credit needs disparate from that of the rest of the economy. Generally t the
factor's lien acts and the Uniform Trusts Receipt Act, both of which were
passed to facilitate secured inventory lending in other sectors of' the
economy•~8 did not cover agricultural transactions,29 Rather, agricultural
lenders were forced to resort to the chattel mortgage statutes30 with their
kinship to the familiar real estate mongage.31

Pre-Code rules of inventory financing reflect these historic differ­
ences. Pressure had exerted itself in nonagricultural settings to foster
inventory financing which permitted buyers to take free and clear of the
lender's encumbrance.32 Pre-Code buyers fromfarmers, however,did not
enjoy that protection, because the chattel mortgage statutesdid not extend
it.33 Buyers of farm commodities from persons other than farmers, how-

2. The technololical reyolution in qriculture bcpn in earnest when in 1911the use of the
horse reached its zenith. S. ,~_ral'.,E. HIGBEE. FARM AND FARMERS IN AN URBAN AGE 7­
44 (1963): Brake. A (l,n/Heti", On F«II,."II"vo/~''''~1It I" A,ricII/tllral ClYdit Pro,rams, 19
S.D.L. REV. 567(1974); Doll, Form DtebttU R~/GI~d to Val. ofSal_s, 49 Fed. Res. Bull.
140 (1963); Leavitt. A ""lilt bami., LooIts III .46';("111111",/ LAllllill', 49 Fed. Res. Bull.
9'.2 (1963).

2.~ Real estate, of course, continues to ~rve as collateral for farm loans. but its predomi­
nance as that type of collateral has diminished. SI~ Brake, supra note 24..at S89, S91·92.

26 ~~ '~tI~rally R. HOFSTADTER, THf: AOF. OF REFORM. eh, I (195~).

r1 For example. until 1912.the UnifonnCommercial Code. oulof fear that a farmer could
become a "peon" if he were able to encumber his crops for years to corne. would not permit
a farmer to monplc future crops. ~~ Hawkland. S;,prtl note 22, at 421. SI~ also § 9­
204(4)(a) (1962 version); t 9-312(2).
~ Factor-s lien acts were adopted by a majority of !ilates and grew primarily out of the

textile industry but were utilized in otber industries as well. Se~ getl~rally Skilton. The
Faero,,',s Li." mt M~rcltlJntlu~-PllrtI, 19S5WIS. L. REV. 356. Trust receipts. on the other
hand. were oripnally a common law device and were later broadened by the Uniform Trust
Receipts Act. ~~ '~"~l'tIlly I Q. GILMORE. SECURITY INTERESTSIN PERSONALPROPERTY. ch.
4 (I96S).

29 Professor Skilton arJU~ that the factor's lien acts might apply depending on the
language of the panicular act. but he cites no evidence that farm lenders resorted to them.
~e Skillon. SUpl'd note 28. al 389.

30 ~~ 6~"~rtllly I L. JONES. THE LAW OF CHATTEL MORTGAGES AND CONDITIONAl. SAI.ES

" S4a & e (6th ed. 1933).
~1 ~~ g~"~rally Gilmore" Axelrod. ChtJtt~1S,C'llrity: .1, 57 YALE L.. J. 511. 529 (1948).
~~ S~~ g~n~Nll.v Skilton. .fupra note 28, al 363.
~) It was the general rule of chattel mortgage Jaw that a sale by the mortgagor does nOI

defeat the interesr of the monplee in the propeny. See Hathaway v, Brayman. 42 N.Y. 32~
(1870); rontra, Uniform Conditional Sales Act § 9; Uniform Trust Receipts Act § 9(2). There
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ever, frequently did enjoy that protection. Under the early 'factor's acts,M
for example, those who purchased farm commodities from a factor
defeated the rights of a true owner if the owner had authorized the factor
to sell or had entrusted the factor with a document of nne.35 It mattered
not, however, whether the seller had limited the factor's authority. If the
factor could sell, the true owner's conditions or limitations did DOl
prevent the good faith purchaser from taking free of these conditions.]I
The Supreme Court held, furthermore, that the Uniform Warehouse
Receipts Act yielded a similar result if the true owner entrusted a
warehouse receipt to an agent. 37 These rules appliedagainst not onlythe
true owner but' also against his creditors.38 Thus, pre-Code rules favored
security of property if the farmer marketedhis goods himself, but favored
commercial celerity if he marketed them by using documents of title or
through a factor with authority to sell.

The drafting of the Code provided an appropriate occasion to re­
examine these differences. Although these disparate rules seem to result
from the historic forces that fashioned them and not from any conscious
policy election, the Code accepted them almost intact.

CRmOSM OF THE RULE
Not surprisingly, commentators. who have traditionallychampioned

the open market, accept the farm products exception with reluctance.
While some of these commentators acknowledge the initial premise thar
farm financing is sui generis,39 they are unable to aniculate persuasive
reasons for the separate classification, and they generally disapprove of
the farm products exception.«) Although various criticisms have been

were exceptions, however, for cases of implied authOrily to sell. includinl sales by ..trad­
ers" in the ordinary course of business. 2 L. JONES. supra note 30. II 457a-4.58.

14 The early factor's acts related to sales by facton of100ds that were entrusted totheaa
by the true owner. ~~ 6 Geo. 4, ch. 94 (182'). These acts differed from the more receDt

factor's lien acts which related to factors who acted as inventory leaden. S. N.Y. PElS­
PRoP. LAw § 45 (McKinney) (repealed 1964).

35 SH. ~.g., N.Y. PEAS. PRoP. LAw § 43 (McKinney) (repealed 1964).
36 ~~ Gazzola v, Kimball, J56 Tenn. 229. 299 S.W. 1039 (1927).
37 Commercial Nat-) Bank v, Canal-Louisiana Bank & Trust ce., 239 U.S. 520 (1916).
38 Id.
39 ••Buyers of farm products are presumed to beprofessionals. and as such they are likely

to know that security interests in what they buy are common:- Coogan. Public NOlie'
U"d~r the Uniform ComlM1'CiQICod~ and Othe,. Recent Chattel S~cllrity Laws, I"cl"dittl
"Notice Fili,., • .. 47 IOWA L. REV. 289. 302 (1962). ~e Hawkland, sIIpra note 22. at 418:
Hunt &. Coales. The ImfHJct of the Secll~d TlfJlUaetions Anjc/~ 011 Comm~rcial Pr'daicn
with Respect to AgricllulIl'Gl FiIltJIICin'9 16LAw 4: CONTEMP. PR08. 165. 110-71 (1951).

40 Professor Skilton, in discussing the official comment to § 9-307(1), expresses dismaY
that the comment offers little comfon U[t]o one who sees litlle or no justification in ahe
first place" for the farm products exclusion. Skilton. Som« Comm~,.t$ 011 the Co",~IIlJ to
the Uni!onn CommerciQI Cod~. 1966WIS. L. REV. 597.625. See also Coates, Financitll lM

Farmer. 20 PRAC. LAW. 45 (1974); Dugan, Bu,e,-&c"~dPany Conf/icts Uruk,S1ctiotl 9-
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forwarded against the farm products exception. two persuasively argue
against this exception. The first concerns the unfairness and economic
impact of bolding that sales are subject to the inventory lender's security
interest. The second stems from the fact that a pany granted a purchase
money security interest inafter-acquired inventory need not give notice to
the prior farm inventory lender.

Surprise and 1M "His S~ller" Trtlp
The first criticism of the farm products exception usually centers on

the unfairness that attends the fact that purchasers of farm produet5 from
farmers are often unaware that the vegetables they buy at the rOadside
standare encumbered." Critics are especially concernedabout the appli­
cation of the section to subsequent. purchasers after the initial inventory
sale ~y the farmer. The buyer-in-orctinary-course doctrine. under the.
language of section 9-307, applies only to security interests "created by
his seller't;42 that is, the security interest is discharged only if it was one
created by the person selling to the buyer in ordinary course. Therefore,
the subsequent purchaser takes subject to the security interestcreated by
the farmer, since the farmer is not "his seller." For example, jf a farmer
grants a security interest in his grain to a production credit association and
then sells the grain to an elevator which, in tum, sells it to a broker t

neither the elevator nor the broker take free of the association t 5 security
interest. The elevator, while it may fit the definition of a buyer in
ordinarycourse,cannotavail itself of the buyer-in-ordinary-course rule of
section 9-307(1), because it buys from a person ensased in farming
operations. 1be broker also cannot avail himself of the section because.
even though he may rise to the status of a buyer in ordinary course, he
only takes free of securityin~ts created by his seller: the elevator. The
farmer created the security inJerest in question, and the broker, therefore,
takes sUbjC:ct to it. Accordingly, COIDIIIentaton speculate in mockhorror
that a PalmBeachat the haberdasher's," a boxof cerealat the grocer's,"
and a sizzling ribeye on the platter45 may be subject to the lien of a
farmer's lender.416

107(1) DItlw Ulli/orm Com".rdtJl CoM. 46 u.COLO. L.. REV. 333(1975); Hawkland. note

22 $Ilpra.
41 The simile is Professor Henson·s. R. HENSON. HANDBOOK ON SECURmTRANSACTJONS

UND£RTHE UNIFORM COMMERCIALCOOE 86(1973). &.tJUo Coopn. ,upra note39. at 301.
tI1 Section 9-307fI) (emphasis supplied). -
.) S« f 9·31S. If aoods. such as cotton, become part of a product. such as cloth, a

pcrf'ected security interest in the cotton continues in the cloth. The Nle applies to "cases
where nour. SUp!' and cas are comminaJed iatocake mix...." Section 9-315, Comment
3.

44 Coates. supra note 40. at 49.
4' Garden City Prod. Credit Ass·n Y. Lannan. 186 Neb. 668. 677. 186 N.W.2d 99. 104

(1971) (NeWlon. J.• dissentinl).
.. ....Security interests in farm products survive. reprdless of perfection. well into the

consumer"s digestive tract." Dugan. supru note 40. at 362. B", c/. First Nafl Bank v,
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The criticism implicit in these examples loses most of its bite,
howevert in light of the practical obstacles confronting the lender who
chooses to pursue distant collateral.47 Needless to say, a wheat crop
financer will derive little economlc benefit from chasing his debtor's
wheat in grocerystores or kitchen cupboards. The criticismgains respect­
ability, on the other hand, in situations where a slaughterhouse, grain
elevator, cotton' gin, or broker buys the farmer's products. In these
instances the farm financer enjoys targets far less elusive and diffuse than
products held by grocers and consumers. In fact, the cases indicate that
financers are not reluctant to sue such defendants as brokers and slaugh­
terhouses on conversion theories.41

The basis of the objection, then, is sound. Because of the "his
seller" requisite of the buyer-in-ordinary-course role, farm lenders can
follow the coilateral to purchasers who do not buy from the farmer. On
the other hand, in the nonfarm situation, because the original buyer in
ordinary course from a nonfarmer takes. free and clear of the security
interest, the buyer may pass the goods on to his 'buyers free of any such
encumbrance.49 Gauging the fairness of these differences depends in part
on whether the purchaser losing the protection is a slaughterhouse or
pain elevator rather than a consumer motoring through the ~unttyside

on a fine summer evenins, and the justification for accepting or rejecting
this criticism may well tum upon the way one perceives the farm pur-
chaser.· '

Boston. -Colo. App. -. S6' P.2d 964 (1977) (security interest in crops does not extend to
cattle that ate them).
~ These commentsapply only in the context of qricultural sales. Fora discussionof the

"his seller" feature in Q1her contexts. see Knapp. Prot«li", * S",. 01 Pm1ioUl1
EftcuIJIbnwI GotNU: AIlDlIwrPt-/Dr R• .,giD" o/.UCC S«titM 9-301(1), IS ARIZ. L. REv.
861 (1973).. . .

.. s.. ~.•.. United States v, Topeka Livestock Auction. Inc.• 392 F. Sapp. 944(N.D.
Ind. 1975); United Swes v, E.W. Savap A Son. Inc•• 343 F. Supp. 123 (D.S.D. 1972).
Gird ..475 F.2d 305(SIheire 1973); United States Y. Hu".).tO F. Supp. 539(N.D. Miss.
1972); Farmers Stale Bank v.. Stewaft. 4504 S.W.2d 901 (Mo. 1970);Farmers State Bank Y.

Edison Non-Stock Coop. Ass·n. 190 Neb. 789. 212 N.W.2d 62.5 (1973). Some of the
convenion cases. by explaininl marked. practices. demonstrate the full implication and
advene impact or imposinl conversion liability on defendant brokers and slaulhterhouscs.
For this reason some COU"s are reluctant to invoke a conversion rule. s., e.g• ., United
Stales v, Hex', 444 F.2d 804('th Cir. 1971).

... ~~ I 9-307{I). 11Iat is not to say. however, thaI the "his seller·' feature poses' no
problems outside the realm of qricultural commodities. It does, as Professor Knapp
explains. SH Knapp, note 47 $IIprG.

SO Whether it should 50 turn is another maner. "Perhaps a small country bank holdi", a
small country mortl8lC makes a more appealinl plaintiff than a national financ;e company
doinl a multi-million dollar business in inventory financiftl-but in fact these days the
mongaaee is apt to be one of the many apncies of the United States which dabble in the
farm credit business." 2 G. GILMORE. SECURITY INTERESTS IN PERSONAL PROPERTY § 26.10.
at 707 (1965). In one ease it was not a buyer but a buyer·s bank with a security interest in
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Regardless of the fairness or unfairness of this subordination of the
interests of subsequent purchasers of farm products, the farm products
exception is subject to criticism on the basis of economic consequences.
In theory many buyers of farm products are well aware of the exception
and either go to the expense of a filing search or buy at their peril. As a
result. such buyers must determine either the cost of the search or of the
risk. The buyer then has three alternatives for accommodating these
costs: he may increase the price to his customers, decrease the offering
price to the farm seller, or accept the costs himself. Whateveralternative
he selects, agricultural commerce ultimately bears the costs and the
corresponding consequences in both domestic and international markets.

The Purchase Mon~y Priority Problem
Even without the "unfair surprise" problem, the farm productsrule

confronts a second and more subtlecriticismarising out of the inventory
priority rules. Article 9 provides that a purchase-money secured party's
rights to inventory will not take priority over a person having an earlier
perfected security interest in the same inventory unless the purchase­
money party gives notice.'1 Thust forexample, if a debtorgrants a banka
floating security interest in inventory. that is. a security interest in all of
its inventory whether then ownedor thereafteracquired, and if the debtor
subsequ~ntly grants a security interest to a supplier whose credit permits
the debtor to acquire additional inventory, the supplier can defeat the
bank only if it gives notice to the bank of the purchase money transac­
tion.52 The norice requirement protects the revolving inventory finaneer
by virtue of the fact tbat it prevents the dilution of the collateral without
his knowledge.53 At the same time, it pants priority to a creditor who
merits it: a creditor who provided the financial resources to purchase the
after-acquired property. In sbort, the rule provides flexibility for inven­
tory financing by facilitating' a new source of credit to the debtor and
protecting the original lender from surprise.

At the same time, as Professor Hawkland pointsout," because farm
products are not "inventory,"" financing of farm "inventory" (that is,
farm products) does not qualify for such flexible treatment. Since farm
productsare not "inventory," a purchase-money sale of suchgoods falls
within section 9-312(4), which contains no notice provision-and the

after-ac:quired propeny which sustained the loss. Baker Prod. Credit Ass'n v. Long Creek
Meat ce., 266 Or. 643• .513 P.2d 1129 (1973).

" Section 9·3J2(3).
'2 ~e, e.g., Redisco. Inc. v, United Thrift Stores, Inc. (In n United Thrift Stores. Inc.),

363 F.2d 11 (3d Cir. 1966).
53 Section 9-312. Comment 3.
,.. HawkJand, JIlP1'G note 22. at 418.
" ~, text accompanyinl notes 8-15 supra.
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revolving agricultural lender loses the benefit of the notice.56 Thus, the
lender may unknowingly be put in the position of being unable to satisfy
his debt from the farmer and be forced to pursue the inventory collateral
in the hands of subsequent purchasers. As we have seen, this inventory
may be sufficiently dispersed to make this remedy impractical. This
danger may deter the extension of revolving credit to farmers despite the
fact that, as several authorities' suggest, agricultural businesses need
revolving credir" as a result of growing capital requirements. Similarlyt

because farm products are not inventory, proceeds from their sale elude
the revolving lien farm lendert although such proceeds continue as colla­
teral for the revolving" inventory financer of other industries." In short,
the farm products exceptions from the inventory definition and from the
open market rule, both of which ostensibly protect farmers and farm
lenders, create an obstacle to one type of credit farmers. need, even
though both of these exceptions are ostensibly designed to protect farmers
and farm lenders.l?

Traditional Rationale for the Farm Products Bxception

Notwithstanding these criticisms of the exception, courts and
commentators advance two arguments in support of the exception. The
first of these, that agricultural enterprises will not beable to secure credit
without this "favorable" agricultural lending rule,60 rings hollow against
the arguments set out in the preceding portion of this article. It is difficult
to see how a rule which hinders agricultural business, as the farm
products exception does, can help the creditors of that business. Presum­
ably, agricultural lenders, whether government-funded or not,61 are just

~6 S~~ United States v. Mid..States Sales Co., 336 F. Supp. 1099. 1102 (D. Neb. 1971);
Burlington Nafl Bank v, Strauss, SO Wis. 2d 270. 184 N.W.2d 122 (1971).

57 Se«. e.g., Bunn. note 22 supra; Clark. Som~ Problem.f ill Agr¥ultulTll Lending Under
the vee. 39 U. COLO. L. REV. 3S2 (1967); Hunl " Coates. supra note 39. at 180.

~8 This distinction is evident in the language of § 9·312(3) which limits the purchase
money inventory priority to "identifiable cash proceeds received on or before delivery of
the inventory" to the debtors buyer. Section 9-312(4) extends the purchase money priority
to all proceeds. Thus. § 9-312(3) tends to protect revolving "inventory" lenders" claims to
proceeds. Because the intermediate revolving farm lender is nOl an "inventory" lender. he
loses that additional protection. Set § 9-312. Comment 3.

~9 This discussion does not necessarily apply in jurisdictions which have not adopted the
197~ Almendments to article 9. Seegenerally R. HENSON. supra note 41. § 6-5. at 137-38.

flO While no one appears enthusiastic about this rationale for the rule, those who suppon
the rule usually resort to it. Se« Note. Agric-ultural Financing undtrth~U.C.C., 1.2 ARIZ..L.
RF..v. 391 (1970). Cf. 1 N.Y. LAW REVISION COMM-N. HEARINGS ON THE UNIFORM COMMER­

CIAL CODE 1185 (1954) (bank lawyer objecting to the general rule of § 9..307(1)on the theory
that it imperils the tender's security).

~1 Although rhe article 9 review committee emphasizes the role of the federal govern­
ment in agncuttural lending. the government is not the only source of such credit. Cammer­
cial hank, make more than 50'# of the total non-real estate loans to farmers. Brake. supra
note 1-1. at 592. Sellers of farm equipment and ~.J~,plie' tn th\.' extent that they sell on credit,
also comprise a significant, though difficult to measure. component of the overall credit
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as interested in promoting the sale of agricultural commodities and
healthy prices as their borrowers arc. Similarly) it is difficult to under­
stand how intermediate term agricultural lending is enhanced by a rule
which deprives it of the notice and proceeds protection the Code affords
the rest of the commercial sector.

A second subtle and rarely articulated justification for the farm
products rule stems from the idea that most agricultural sales differ
fundamentally from most nonagricultural sales. This theory assumes the
farm sale paradigmto consist of a small yeoman farmer sellinghis annual
crop to a large, sophisticated grain company. Accordingly, the theory is
premised on the belief that the sophisticated farm products purchaser,
unlike the less sophisticated buyers of other goods, will be awareof the
exception to the free market rule and will therefore take steps to protect
himself.

Certainly not all farm transactions fit the model: the dairy industry
· and some livestock operations are notable exceptions.62 Nevertheless, it

is reasonable to assume that many t and perhaps most, do fit this model.
The farm paradigm survives in pan from the nation's historic image of
subsistence farming and crafty brokers..63 It may be inconsistent with
modem realities of agricultural commerce" to picture all agricultural
sales in such fashion. yet it maybe consistentwith many of thosemodem
realities, and legislatures may design rules basedon reasonable presump­
tions of what the realities of the situalionsare. It is an acknowledged fact
that the drafters of the Code assumed the converse situalion of strong
sellers and relatively weak buyers as generally the case, and therefore
fashioned some of the Code to serve that assumption, even though that
assumption is also not always ~e ..65 Regardless of the reasonableness of

piclure. 5.. ,..NUy ECON. RESEARCH SERVICE. U.S. DEp·T OF AGRICULTURE, AF5-J
A,ricllltUIYII FiMlle, Stlltut;cs (July 1976). (hereinafter cited u AFS-J).

62 ~.~M",JI1 Comment, PropoI.d A,,';CDrpo,.,~F""" UrUltlliDIJ, 1972WIS. L .. REV.
1189, 1194. 1197·98.

63 One coun put the imqe 'in the followinl terms:
I pay no compliment to that enterprisin. and inleJlipnc class of men. the dealers in
cotton, when I remark. thai from personal observation I ampersuaded. they are better
judles of the quality and value of couon, and will sooner detect its imperfections. and
its intermixture with.foreip materials. than even the IJ"Ower himself,when they have
equal opponunities. The grower has no other standard of quality than his own or his
neighbor·s crop_

Carnochan v. Gould, 17S.C.L. (1 Bail.) 179, 182 (1829).
6' •·While family farms still exist in this country, farms operatinl on a subsistence basis

rather than operating as businesses must now be a small part of the total occupation of
farming." PERMANENT EDITORIAL BOARD FOR THE UNIFORM COMMERCIAL CODE. REVIEW

COMMJ1iEE FOR ARnCLE 9 OF THE UNIFORM COMMERCIAL CODE, ~limil'UU'Y DrQjt No.2. at

15 (1910) (hereinafter cited as P"limilUJ'1 DnJ/t No.2].
It~ ··{T}he drafting assumes that the seller is the biB fellow and the buyer the little fellow .....

Kripke. The Princ;p/~s Underlying 1MDra/ting of tlte Uniform CD",m~rciGl Cnde, 1962 U.
ILl.. L.F. 321, 324.
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these assumptions, however. the Code's widely adopted local filina
option frustrates the purpose of the distinction. .

If, in fact, purchasers from agricultural businesses are large and
sophisticated business enterprises. it is reasonable to assume that theyare
or ought to be aware of the farm products rule. The local filing option
reduces to futility, however, any effort on their part to discover the i

existence of a security interest.66 A grain transaction illustrates the,
~~. i

It is not enough for a Kansas City broker to know that the grain he
acquires comes from Texas. Nebraska, or Kansas. He must determine the
county where the owner of the grain resides or, if the owner does not
reside in the state from which the grain originates, the county where the
grain was grown.61 Such an inquiry requires that the buyer discover the
identity of the producer-an investigation which is complicated by the
fact that the buyer may not be dealing with the producer but with _
producer's buyer or another intermediate party. Thus, a broker may be
dealing with an elevator which has acquired its grain froma number of
growers. A broker may be dealing with a cattle-feeding operation, which
fattens cattle and acts' as selling agent for dozens of investors,68 any of
which may have granted a security interest in his own cattle. Finallyt the
"his seller" characteristic confounds the inquiry not only for the fllSt
buyer but for each subsequent buyer down the chain of buyers until the
goods are sufficiently dispersed to render the secured party's attempts to
locate them inefficient. If the buyer decides not to search, he cannot be
sure that title is good. 69

66 Professor Cupn 106 a step funher: U(I]t is fatuous to expect buyers in o~inary
course to check the Anicle 9 filin.s." DuPR, SliPi'd note 40. at 344 n.39. ,

6'7 This example assumes that the local filina rules of the second and third alternatives 10
subsection ( I) of § 9-401 or analOious nonconforming provisions are in force. as indeed they
are in all but five jurisdictions. &e note 16 slIpra. Those alternalive subsections provide
that the place to file for farm products is the local fi1ina office in the county of the debtor's
residence or, if the debtor is not a resident of the state t then in the county where the aoods

are kept. When the collateral is growina crops there must be a filing in the county where the
land is located.

61 Se~, ~.,., Swift 8L Co. v, Jamestown Nafl Bank, 426 F.2d 1099 (8th eir. 1970); I" w
Charolais Breeding Ranches, Ltd., 20 U.C.C. Rep. Serv. ·193 (W.O. Wis. J916). Seed/SO III
n Cadwell. Martin Meat Co., 10 U.C.C. Rep. Servo 710 (£..D. Cal. 1970);Bank of Madison
v. Tri-County Livestock Auction Co .• 123Ga. App. 768. 182S.E.2d687. ~tI'd9 228 Ga. 32S.
185 S.E.2d 393 (1971): Clark. note 57 SlIpt'G. -

69 He can rely. of course. on his cause of action for breach of warranty of title under § 2­
312. Any suaestion. however, that this cause of action provides buyers with sufficient
protection misunderstands the basic: presupposition of the open market rule: a cause: of
action by itself is insufficient. Se~ "lIerGlly Gilmore. ~ Co",,.rcial DoctriM 01Good
Faith Pu1'ChlJs~. 63 YALE L.J. 1057 (19S4)~ Several states have anticipated the problem and
made provision for centra,. fiJing of financing statements for livestock: xe. ~.g. , California,
Maine. and Oregon versions of § 9-40J(I)(c). CAL. COM. CODE § 9401(1)(c) (West Cum.
Supp. 1977); ME. REV. STAT. tit. It. § 9-40I(I)(c) (West Cum. Supp. 1976-77); OR. REV.
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In sum, the notion that agricultural commodity buyers are sufficient­
ly sophisticated to protect themselves by searching and therefore do not
need the protection of an open market rule rests.on insecure footing.
Practically speaking, such buyers cannot protect themselves, and the
consequences are uncertainty and economic loss for the agricultural
commodity markets.

THE PERMANENT EDITORIAL BOARD AND TIlE ExCEPTION: A CRITIQUE
OF THE UNIFORMITY RATIONALE

Early drafts of the Code characterized its farm exception to the open
market.rule as nothing more than the acceptance of a historic rule. 70 The
1950 ProposedFinal Draft fostered market freedom in all but farm sales,
and achieved the exception in much the same fashion as the present Code
by excluding "farm products" from the definition of inventory?' and by
limiting market freedom to sales of inventory.72 In addition, the 1950
Proposed Final Draft's definition of inventory recognized that the pro­
cessing of farm productsalters the characterof those products so thatthey
become the farmer's inventory.73 In short, Code drafters provided early
that a firmer can hold and sell inventory, making him subject to both the
open market rule and the inventory rules, but only in the infrequent
situation where the farmer has processedhis farm products. 74 Subsequent
drafts of the Code, while varying the language of the operative sections,
maintained and even strengthened this dichotomy between inventory and
farm products." .

This twenty-year commitment to the fann products exception

STAT. § 79.4010(1) (Oregon Digest 1977). S~~ a/so MONT. REV. CODES ANN. § 52-319 (Smith
Cum. Supp. 1975). In Montana a notice of livestock lien must be listed in the office of state
stock inspectors stationed at the several "central livestock markets" for an auctioneer to be'
liable in conversion. .

70 Se~ § 9..307, Comment 2 (1950version). Pro'essor Gilmore described it asan instance
of article 9 "bowing before the weight of case law authority. H 2 G. GILMORE, supra note SO,
at 714.

11 Section 9-109(5) (1950 version).
1~ Section 9-307(I) (1950 version).
13 "Goods" are farm products, the 19S0 version said, only if they are in their "unmanu­

factured state:' Section 9..109(4) (1950 version).
74 The present official version lists "ginned cotton, wool-clip, maple syrup, milk and

eggs'· as being sufficiently ·•unmanufactured" to fit the farm products definition. Section 9­
109(3).

7~ The J951 Proposed Findl Draft No. 2 removed all purchases of agricultural goods,
whether farm products or inventory, from the open market rule. See §§ 1·201(9), 9-307(1)
(1951 version). The official text of 1952. the first of the drafts adopted by the sponsoring
agencies, continued this broad exemption of sales by farmers. S~t It 1-201(9).9-307(1) (19S2
version). It was not until the J9~7 official version that the Code retrenched from the broad
farm exception by limiting it to farm products alone as opposed to farm goods. thereby
reinstating processed farm products as inventory. See § 9-307(1) (1951 version). With minor'
changes. the balance struck in the 1957 Code prevails today. See §§ 9-109(3), 9-307(1).
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confronted the review committee appointed by the permanent editorial
board to consider changes in article 9. 76 That committee proposed to treat
farm sales as any other business sale. The board, however, rejected the
change."

The review committee's recommendation assumed that the farm
productsexception was rooted in pre-Code rules;" questioned the advisa­
bility of retaining it, and noted: "Feelings run strong on this issue
• . • •"79 It suggestedthat the federal government "Insists on the preser­
vation of its security interest on farm products as against buyers or
auctioneers. . . . '·80

In short, the committee, even though it supported the change,
expressed reluctance based on two assumptions: first, the strength of
historic forces and local feeling fosters unwillingness among the states to
accept such a change; and second, the federal government would resist
such a change. Both of these assumptions entail the danger of lack of
uniformity,81 and they may have prompted the board's ultimate decision
not to change the rule. The following discussion of the profferred justifi­
cations for the farm products rule includes an analysis of these assump­
tions. That analysis suggests that the assumption that the federal govern­
ment would resist the change is incorrect, and that lack of uniformity
endures even though the states may be hostile to the change.

. Role of the Federal Government
In the early 1930's, the federal government's role in agricultural

financing broadened from real estate lending to comprehensive agricul­
tural credit.82 Today, crops, livestock, and equipment serve directly or
indirectly as collateral for government loans througha complex network
of government agencies83 which provide credit for a significant percent-

76 s'e PERMANF.NT EDITORIAl. BOARD FOR THF. UNIFORM COMMERCIAL CODE, FINAL RE­
PORT at vii-ix (1971) [hereinafter cited as FINAl. REPORT].

17 S~e Pre/iminary D,a!t No.2. SUprtl note 64. at 15·16; FINAL REPORT, supra note 76, at
209. The committee suggested the change as an "optional" amendment. Id.

78 p,y/iminary D,a!t No.2. supra note 64, at IS.
79 FINAL RF.PORT. supra note 76. at 209.
80 fd.
81 The Code commands that its provisions be construed liberally and applied to promote

its underlying purposes. one of which is "to make uniform the law among the various
jurisdictions"· Section l ..l02(2)(c). The review committee affirmed the importance of uni­
formity in article 9. ··[I]t would be a great mistake to introduce serious nonuniformity into
any fundamental aspect of operations under Article 9." Prtliminary Draft No.2 .. supra note
64. at I. See also FINAL REPORT, supra note 16, at vii.

8~ See ~ G. GU.MORF.. supra note SO. § 32.3.
tt3 The federal government's role in agricultural lending includes both direct loans through

the Farmers Home Administration and indirect loans through the farm credit system, which
includes federal land bank associations, farm cooperatives, and production credit associa­
tions. See generally Brake. note 24 supra.
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age of all agricultural financing.f" In the past. the government has not
hesitated to use the attractiveness of its credit as a lever to direct change in
state law to make its position more secure.8'

Commercial lawyers, including those instrumental in drafting the
Code, are ever conscious that the Code is peculiarly state law. 86 Most
federal courts hold that federal, not state, law applies to suits in which the
federal government is itself a party.87 If the assumptions of the editorial
review committee are correct that the farm products exception benefits
farm lenders (to whom the federal government has made substantial
commitments), and that federal courts and Congress fashion federal law
to protect federal agencies, then a change in the Code's fann products
exception might prompt federal courts or Congress to reject the Code
rule. Accordingly, these two assumptions merit examination.

Economic Benefit of Farm Product Exception to Farm Lenders.­
The previously discussed economic objections to the farm products rule
support the argument that the rule does not benefit agricultural lenders.
The whole purpose of the open market concept is to foster sales. Except
for the unwary buyer, buyers of farm products from the farming enter­
prise must either inquire as to the state of the title or take it at their peril.
Both the inquiry and risk of clouded title clearly impede the free flow of
agricultural commodities and thereby' may have a depressing effect on
farm prices and sales. This economic impact would not benefit agricul­
tural lenders.

The unwary buyer, of course, will fail to compute that peril into his
price. He is the most likely prey of the .agricultural lender under the
present rule. An argument justifying the exception from such a state of
facts is hardly persuasive. No supporter of the exception has mustered the
temerity to make it expressly. One wonders, however, whether it is not
implicit in much of the pressure of the federal agency lobby.

In brief, it is difficult to bottom the farm exception rule on the plight
of the unwary buyer and more difticult to defend the rule's harmful
consequences for agriculture itself, which, one would assume, Congress

84 The most recent data indicate that the federal government's role in farm real estate
debt approximates 36% of the amOunt loaned and in non-rea) estate farm debt appro~imates
41% of the amount loaned. See AFS-3. supra note 61. Tables 2. 19.

8!' In order to enjoy the full benefit of the farm credit program. many states modified their
crop mortgage statutes in the 1930's. S~~ Gilmore'" Axelrod. supra note 3J. at 536.

M Congress has adopted the Code for the District of Columbia. S~~ D.C. CODE § 28:1·101
(1967).

87 S~~. e.g.• Clearfield Trust Co. v. United States. 318 U.S. 363 (1943): United Stales v,
Hext. 444 F.1d 804 <5thCir. 1971); Cassidy Comm'n Co. v, United Stares, 381 F.2d 875 (10th
Cir. 1967): United States v. Carson. 372 F.2d429(6th Cir. 1967);United States v. Wegemat­
ic Corp.. :\t,O F.2d 674 (2d Cir. 1966); United Stales v, Sommerville. 324 F.2d 712 (3d Cir.
1%3), cert, denied. 376 U.S. 909 (1964); Cargill, Inc. v . Commodity Credit Corp.. 275 F.2d
745 (2d Cir. 1960); United St:.ales; v. Mauh~w~. 244 F.2d 626 (9th Cir. 1957).
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intended to benefit from the agricultural lending program.P Accordingly,
there is little to commend the position that the rule's justification lies in its
benefit to agricultural lenders or that Congress should so view it.

Judtcial Alteration of Federal Law 10 ProtectFederal Agencies:-:
The second assumption which underlies the board's adherence to the farm
products exception is the assumption that federal courts fashion rules
which are most favorable to federal agencies. The foregoing analysis
questioned whether the exception would in fact be beneficial to federal
interests. However t even assuming that the exception benefitsfarmlend­
ers and the federal agencies committed to them, it is questionable that
this benefit would motivate federal courts to retain-the farm exception
rule notwithstanding its elimination from the Code. A close look at the
rule of federal cases reveals that uniformity of result is the principal
reason for judicial adoption of federal commercial law which differs from
state commercial law; and, accordingly, that the uniformity of a Code
rejection of the farm products exception would prompt federal adherence
to that result regardless of any putative federal benefit of retaining the
rule.

The leading case dealing with judicial formulation of federal
commercial law different from applicable state law is Clearfield Trust
Co. v. United States. 89 In Clearfield Trust a check issued by the federal
government was cashed with a forged indorsement. The payee was not
given notice of the forged indorsement until more than fifteen months
later, at which time the federal government instituted suit to recover the
amounts paid. Rather than apply state negotiable instruments rules, which
require prompt notice, and therefore would have yielded a result adverse
to the government, the Supreme Court resorted to the "federal law
merchant. '·90 The Court held that delay in notice was a defense only if
actual damage to the payee was shown and, in effect, fashioned a rule to
accommodate tbe bureaucratic vastness of the national government.91

While the factual holding in Clearfield supports the board's fear that
the federal courts would favor the federal government, the language and
rationale of Clearfield are far more reassuring: "The application of state
law ... would subject the rights and duties of the United States to
exceptional uncertainty" It would lead to great diversity in results by
making identical transactions subject to the vagaries of the laws of the
several states. The desirability of a uniform rule is plain"~'92 A proper

18 .';~~ g~,,~raII.Y Brake. note 24 supra. S~~ also 12 U.S.C. § 2001 (1976).
89 318 U.S. 363 (1942).
90 Id . •11 367.
91 Id. at 369·70.
Q2 Id . at 367. See also D'Oench, Duhme & Co. v . F.D.l.e .. 31S U.S. 447.472 (1942)

(Jackson. J... concurring) C"Federal law is no juridical chameleon changing complexion to
match that of each stale wherein lawsuits happen to be commenced because of the accidents
of service of process and of the application of the venue statutes.' '),
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reading of Clearfield, then, reveals two concerns: first, that the govern­
ment cannot be subject to rules fashioned for private litigants and there­
fore unrealistic in their application to the government; and second, that
the government should not be subject to the vagaries and uncertainties
that obtain in the absence of uniformity.

Lower federal court decisions have carefully observed Clearfield's
uniformity rationale and therefore should dispel the concern that federal
courts will accede to a federal insistence on the farm productsexception.
These decisions have held that the federal court prerogative of choosing
federal common law over state law arises in those situations where' a
"genuine federal interest would be subjected to uncertainty by applica­
tion' of disparate state rules.•'93 That federal interest prevails especially in
instances involving the federal fisc.94 This is not to say, however, that
federal courts must fashiona rule to favor the government in all instances.
"Rather, the thrust of this consideration is that federal rights should not
be at the mercy of the power of any particular state court or legislature to
change the applicable law."95 While a majority of the circuits favor
application of the federal rule in farm sale cases,96 that majority empha­
sizes the uniformity rationale of the Clearfield line of authority,97 and
those which eschew the federal ruledo so on the grounds that the need for
uniformity is not compelling.P In accord with the uniformity rationale,
federal courts reflect a ready willingness, furthermore, to incorporate the

9) United Stales v . Sommerville, 324 F.2d 712, 114..15 (3d Cir. 1963), cen. denied. 376
U.S. 909 (t964). Significantly, the Somm~rv;lIe court rejected Pennsylvania's Code. which it
saw as peculiarly state law, as it largely was in 1963. Set also New York. N.H.&H. R. Co.
v. Reconstruction Fin. Corp., 180 F.2d 241. 244 (2d Cir. 1950): U[S]uch agencies. being
national in their scope and aim. shall not be forced to shape their transactions to conform to
the varying laws of the places where they occur, or are to be carried out.'

94 United States v. Hexr, 444 F.2d 804,810 n.18 (Sth Cir. 1971); Cassidy C~lm'nCo. v.
United States" 387 F.2d 875, 878 (10th Cir. 1967); United States v. Sommerville" 324 F.2d
71:!. 716 (3d CiT. 1963), cen. denied, 376 U,S. 909 (1964).

9S United States v, Hext, 444 F.2d .804 {5th Cir. 1971). Significantly, the Hext court,
whose opinion reflects strong support for a uniform federal rule, held against the Farmers
Home Administration.

96 Compare United States v . Hext. 444 f,2d 804 (5th Cir. 1971); Duvall-Wheeler Live...
stock Barn v, United Slates" 415 F.2d 226 (Sth Cir. 19(9); Cassidy Common Co. v . United
States, 387 F.ld 875 (10th Cir. 1967); United States v. Carson, 372 F.2d 429 (6th CiT, 1967);
United States v. Sommerville, 324 F.2d 712 (3d Cir. 1963), cen. denied. 376ltS. 909 (1%4);
United States v. Hughes. 340 F,Supp, 539 (N.D. Miss. 1972), with United States v. Union
Livestock Sales ce.. 298 Fo2d 155 (4th CiT. 1962); United States v. Kramel, 234 F.2d 577
(8th Cir. 19~6).

91 United States v . Sommerville, 324 F,2d 712, 71S n.8 (3d Cir. 1963), cerro denied. 376
U.S. 909 (1%4) (""The necessity of uniformity must decide whether stare law should be
rejected as the source for the applicable federal rule. "). See United States v . Union
Livestock Sales Co.. 298 F.2d TSS (4th Cir. 1962); United States v. Kramel, 234 F.2d 577
(8th Cir. 19~~): Unued S<.:.ites v. Topeka Livestock Auction. Inc.. 39: F. Supp. 94 (N.D.
Ind. 1975t.

98 See United States v . Kramel, 234 F.2d 577, 58J (8th CiT. J9;f').

723



NORTHWESTERN UNIVERSITY LA \\I- REVIEW

provisions of uniform state laws into the federal common law rules. For
example, provisions of the Uniform Sales ..-\ct 99 and of the Negotiable
Instruments Law 100 found their way into federal common law as have the
provisions of article 2.101 Similarly, the federal bench recognizes thatthe
Code is truly •'national law't 102 and accepts it enthusiastically as aD
indication of what general law should be. 103 One federal opinion refers to
article 9 as the "principal fount of general commercial law governins
secured transactions.' t J04

Not surprisingly t the Code's role as a sourceof federai lawstems not
only from its reputation as a work of scholarship,I'05 but above ali from
the uniformity it has achieved.

When the states have gone so far in achieving the desirable goal of a
uniform law governing commercial transactions, it would be a dis­
tinct disservice to insist on a different one for the segment of
commerce, important but still small in relation to the total, consisting
of transactions with the United States. 106

Accordingly, federal courts carefully avoid peculiarly local variations of
the Code and refer instead to the official version. 107The SecondCircuit.
which wholeheartedly endorses the Code as a source of federal common
lawt 108 earlier rejected the Uniform Warehouse Receipts Act as a source
upon one question, because state courts divided sharply on the meaning
of that statute. 109 It is, therefore, in its role as a restatement that the Code
serves as the source of the federal Jaw. 110

99 Whitin Mach. Works v, United States, 175 F.2d 504. 509 (1st Cir. 1949).
100 New York, N.H.&H. R. Co. v. Reecnstruenon Fin. Corp.• 180 F.2d 241, 244-4S (2d

Cir. 1950).
101 Lea Tai Textile Co. v. Mannina Fabrics. Inc., 411 F. Supp. 1404, 1405 (S.D.N.Y.

1975).
102 United States v, Fjr~t NaCI Bank. 470 F.2d 944. 946 n.3 (8th Cir. 1973); Fruehauf

Corp. v, Yale Express Sys., Inc. (In re Yale Express Sys.. Inc.), 370 F.2d 433, 437 (2d Cit.
19(6).

tOJ Se~ DUVClU·"W'heeJer Livestock Barn v, United States, 415 F.2d 226 (Sth Cir. 1969);
Cassidy Common Co. v. United States. 381 F.~d 87S (10th CiT. J967)~ United States v.
Carson. 372 F.2d 429 (6th Cir. 1967); Fruehauf Corp. v. Yale Express Sy~.• Inc. (In,.t Yale
Express Sys.• lnc.j, 370 F.2d 433 (2d Cir. J966)~ United States v. Wegematic Corp.. 360
F.2d 674 (2d Cir. 1966). CI., Mahon". Stowers. 416 U.S. 100(1974)(per curiam)(the Court
concluded that the applicable federal law (Packers and Stockyard Act) did not override lhe
U.C.C. (TEX. Bus. & COM. CODE»•

•04 United State» v. Hext, 444 F.2d 804, 809·10 (5th Cir. 1971),
lOS Traynor, SIDlules Rtvn/vi", In Common-Law O,.bils. 17CATH. V.L. REV. 401, 42~

(lQ68).

U)() United States v. Wegematic Corp.. 360 F.1d 674.676 (2d Cir. 19(6).
'07 s« United States v. First Nat'l Bank. ~70 F,:!d 944.946 n.3 (8th Cir. 1973).
lOR Se« Fruehauf Corp. v. Yale Express Sy~.• Inc. (l~ re Yale Expres- 5ys .. Inc.« 370

F.~d 433,2d Cir. J%6)~ lJnited States v. Wegemat&c Corp, :.I{. F.2d f.74, 676t2d Cir. :%-6).
:C'J c-"rgHi. Inc. v. Commodity Credit Corp .. '1'~ F.~d 74~ ~2J Cir. 1%0).
110 Traynor . .supra note 105. at 421~ Fairbank». Morse & CO. Y. Consol. Fi~heries Co.•

190 F.:!d Hii. R2! n.9 (3d Cir. 1951).
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Admittedly, nothing in these decisions commands the application of
the Code to federal questions. Some courts defer to it in the absence of
federal authority, 111 and one respected jurist recently urged Congress to
adopt the Code in order to avoid the "disturbing prospect" of disparity
between federal commerce law and the Code. 112 Nevertheless, an analy­
sis of the federal cases does not support the eventuality, implicit in the
review committee's concern, that the federal courts will insist upon the
farm products exception. The federal agencies which are lobbying for the
rule do not make federal common law; and federal courts do not fashion
that common law in order to favor those federal agencies. Instead, federal
courts fashion law to achieve certainty and uniformity and to effectuate
the purpose of federal programs. 113 The excision of the farm products
exception from section 9-307(1) would not endanger those objectives,
making it likely that the federal courts will follow such an amendment
and not retain the old exception.

Actual Disuniformity in Farm Products Cases

The permanent editorial board does not appear to have been any
more concerned with rationalizing the farm products exception than were
the original drafters of the free market rule when they engrafted the farm
products exception onto it. Rather, the concern of both the original
drafters and the board in this area was with uniformity. The answer to this
concern for uniformity is a historical fact which the board apparently
overlooked: state courts and legislatures have already deviated from the
exception, so that there is in fact no uniformity. In addition, courts have
often done violence to useful principles of commercial law, thereby
giving rise to harmful precedent and jeopardizing other achievements of
the Code in the area of commercial lending. The remainder of this article
will discuss the theories under which courts and legislatures have sought
to avoid the effect of the farm products exception.

Waiver.-The 1950 Proposed Final Draft of the Code stipulated in
section 9-306 that by taking a security interest in proceeds, an inventory
lender gave his debtor authority to sell and waived the lender's security
interest when the sale was effected. I 14 The rationale for this proposed
4. 4.rule of construction' t JIS presumed that the security interest in proceeds
reflects a financing arrangement wherein the lender expects the debtor to

111 United States v. Humboldt Fir, Inc., 426 F. Supp. 29~. 296-97 (N.D. Cal. 1977).
111 Bank of America v. United States. 552 F.2d 302. 303 n.1 (9th Cir. 1977) (opinion of

Clark, J.).
113 Vnted States v. Carson, 372 F.2d 429. 432 (6th Cir. 1967) ("Where a decision is likely

to have a substantial effect on the implementation of a federal program. then a federal court
-hould declare a rule consistent with the program's demands .").

114 Secrion 9·306(2) 0950 version).
liS Id., Comment 2(b).
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sell the goods and expects the buyer, having given value, to take free and
clear. Bank spokesmen criticized what they saw as unrelieved market
freedom in this and other purchaser provisions of the 1950 and subse­
quent drafts. 116 Professor Gilmore, one of the chief draftsmen of article9,
defended the notion that the secured party should be satisfied with
proceeds.' 17 The bankers prevailed, however.. when the 1957 Official
Draft retreated' somewhat by excising any reference in the text of the
statute to the notion that taking a security interest in proceeds amounts to
a waiver and constitutes authorization for sale. The notion survived,
however, in the comments.I'! and Professor Gilmore maintained his
original position. ~ 19 It was not until the i 972 revisions .chat the drafters
entirely eliminated from even the comments the idea that the taking of
proceeds is an indication of waiver of the security interest on sale. l20

Nonetheless, section 9-306 stands as strong support for the waiver
argument by providing that an authorization to sell the secured collateral
destroys the security interest. Such an authorization may be found in the
security agreement itself or may arise "otherwise." The term "other­
wise" invites courts to construe actions of the creditor as waivers
amounting to sale authorization, and the rule of section 1-103, which
directs that the law of equity and the principle of estoppel "shall supple­
ment" the provisions of the Code, underscores that invitation. Courts
accept the concept of waiver as intrinsic to that section. 121

As this paper noted earlier t in most industries inventory lenders
traditionally recognized the need for intermediate term, working capital
loans with inventory as collateral, as opposed to discrete inventory loans.
They have authorized the sale of inventory without the bother of prior
approval. By virtue of such authority, those sales become free of the
lender's lien under section 9-306(2). However, in the agriculture industry
fann lenders traditionally have refused to grant such authorization in the
security agreement. l22 As this article also suggests, historic features of

116 2 N.V.LAW REVISION COMM'N. HEARINGS ON THE UNIFORM COMMERCIAL Coot: 1123.
1321-22 (19S4).

117 ld. at J184.
118 Section 9-306. Comment 3 (1962 version).
119 2 G. GILMORE. supra note SO, § 26.11.
120 In fact. the 1972drafters were not satisfied with merely deleting the language from the

comment. They specifically rejected the notion that the taking of proceeds is any implica­
tion of waiver. "The right to proceeds, either under the rules of this section or under
specific mention thereof in a security agreement or financing statement does not in itself
constitute an authorization of sale." Section 9-306, Comment 3. This change may reflect the
fact that the 1972 Code also stipulates, contrary to earlier drafts. that unless the security
agreement otherwise provides. the secured party has a security interest in proceeds. Sec::On

9-~r.~{~).

':!J \fuhjpla~l;cs. Inc. v. Arch Indus... Inc .. i66 Conn. 280. 348 A.2d 618 (1974). Set I
A"OF..RSON·S U~IF()RM COMMERCIAL CODE § 1·103:51. at 36 (2d ed. 1970).

122 Even though farm lenders have not authorized sale in the security agreement itself.
these lenders in practice have not insisted on notice by the farm debtor prior to an inventOr)'
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agricultural lending, rather than logic, explain that refusal. In any event,
coupled with the farm products exception of section 9-307( 1) (itself a
product of those same historic features), that refusal confronts courts with
a formidable obstacle to any open market result. A few courts, however:
have proved equal to the task.

The leading case reaching an open market result is Clovis National
Bank v. Thomas. 123 There the lender conducted itself in the fashion often
repeated throughout many of these cases and throughout much of agricul­
tural finance. The bank forbade the sale of collateral without its prior
written consent. At the same time, true to the reality of intermediate term
financing, the bank permitted the borrowing rancher to sell his cattle
without that consent. Instead, the bank relied on his honesty to account
for the proceeds either by paying the bank or by acquiring new cattle
inventory. This "course of conduct," the court ruled, amounted to a
waiver of the condition that sale must be consented to in writing. The
waiver of the condition left the sale authorized, and, pursuant to the rule
of section 9-306(2), such an authorized sale operated to place the collat­
eral in the hands of the purchaser free of the bank's lien.P'

Some critics promptly attacked the Clovis reasoning.F! They noted
the Code's command that express terms control over course of dealing
when the two cannot be construed together reasonably. 126 Since the
course of dealing in Clovis suggests no requirement for written authority

sale. In Colorado Bank & Trust Co. v. Western Slope Inv .• Inc .. 36 Colo, App. 149,539 P.2d
501 (1915), the security agreement forbade sales without the written consent of the bank.
The bank's loan officer testified that he never required his borrowers 10 obtain that consent.
He said that he relied on their honesty alone. See generally Hawkland. supra note 22. at 419;
Hunt & Coates, supra note 39. at 17()"71. Other cases indicate that with marked consistency
farm lenders. including government agencies, do not insisr on such notice as evidenced
through their course of dealing or usage of trade. See. e.g.; United States v . Hext, 444 F.2d
804 (5th Cir. 1971); Cassidy Common Co. v . United States. 387 F.2d 875 (10th Cir. 1967);
United States v . Sommerville. 324 F.~d 712 (3d Cir. 1963). cen. denied, 376 U.S. 909(1964);
United States v . Central Livestock Ass'n, 349 F. Supp. 1033 (D.N.D. 197~); Unued States
v E.W. Savage & Sons. Inc., 343 F. Supp. 123 (D.S.D. 1972), aff'd, 475 F,~d 305 (8th Cir.
1973); United States v . Pirnie, 339 F. Supp. 702 (D. Neb. 1972), aff'd per curiam, 412 F.2d
71:! <8th Cir. 1973); In re Cadwell. Martin Meat Co., 10 V.C.C. Rep. Servo 710(E.D. Cal.
1970); Planters Prod. Credit Assn 'I_ Bowles. 256 Ark. 1063.511 S.W.2d645 CI~74)~ Lisbon
Bank & Trust Co. v . Murray, 206 N.W.2d % (Iowa 1973); Farmers State Bank v . Edison
Non-Stock Coop. Ass'n, 190 Neb. 7R9. 212 N.W.2d 62~ (1973); Garden City Pruo. Credit
Assn v , Lannan. 186 Neh. 668,186 N.W.2d 99 (1971); Clovis Nat'! Bank v , Thomas, 77
N.M. 554.425 P.2d 726 (l967)~ Blubaugh v . Ponca City Pr-od. Credit Ass'n, 9 V.C.C. Rep.
Servo 7R6 (Okla. C1. App. 1971); Burlington Nat'l Bank v. Strauss. 50 Wis. 2d 270, 184
N.W.2d 122 (1971). See generaJiy §§ 1-205(1) & (2). But see Fort Collins ProJ. Credit Ass'n
v. Carroll Dairy. 553 P.2d 95. 91 (Colo. App. 1976).

''::3 77 N.!'vf. 55.... 4;5 P.~u 726 (1%7).

124 The tensron underlying the Clovis situation rs not new to i1rgri,:!~lr\lr:; .'. ·~f(\~rce. See .
e.g., Patridge v. Minnesota & D. Elev, Co .. 75 Minn. 496.78 N.\V. ~S nkW;

J:!S See, e.g., 20 B.o\Yl.oi( L. REV. 136 (1967); 8 NAT. RESOURCES J. 183 (19f,8).
J26 Section 1-:!05(4).
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and since the express terms do require it, reasonable construction of the
two does not obtain, and the Code's preference for express terms applies.

Professor Dugan'j? contends that in situations similar to Clovis the
course of dealing section is inapposite and that the course of performance
section controls. J2.8 Course of dealing comprises a "sequence of previous
conduct between the parties to a particular transaction which is fairly to
be regarded as establishing a common basis of understanding. . . ." 129

The term 4'previous" means "previous to the agreement, ,~. according to
the comments.P? Course of performance involves conduct after the
agreement. 13. Although in Clovis it appears that the conduct was pre­
agreement, J32 certainly many t if not most, cases will involve post-agree­
ment conduct.

In any event, the same problem is posed for the Clovis defenders by
the course of performance section-it designates express terms control­
ling when those terms and course of performance cannot reasonably be
construed together. 133 Professor Dugan argues, 134 however, that subsec­
tion 3 of the course of performance section renders course of performance
"relevant to show a waiver or modification" of any term inconsistent
with the course of performance.P! If this argument is correct, the waiver
issue may turn in part on the question whether the conduct occurred
before or after the agreement. This position suffers, however. from the
fact that the course of performance provision is located in the sales article
and by its terms applies only to a "contract for sale. ,. These factors
suggest that application of the course of performance provision to a
security agreement is inappropriate.P''

There remains, however, a second criticism of the Clovis court's
reliance on course of dealing. That criticism stems from the fact that the
party benefiting from the course of dealing in Clovis was not a party to it,
and, so far as the opinion discloses, did not even know about it. The Code

127 Dugan • .supra note 40. at 340-41.
128 Section 2-208.
129 Section 1-20S(I).
130 Section 1-20S. Comment 2.
131 Section 1·205. Comment 2; § 2·208(1).
132 17 N.M. at S57-58. 425 P.2d at 727-28. There had been more than one security

agreement. The court found that the bank knew of sales without prior written consent under
earlier security agreements but had no actual knowledge of sales during the term of the
security agreement under which the bank was claiming.

B3 Section 2-208(2). See ~ 1..205(4).
t~4 Dugan . .fUPTQ note 40, at 340-41.
n~ "[T[he preference i~ in favor of ·waiver' whenever suc~ c--nstruction ... is needed

iv p:·''',t:rve the f iexible character of commercia! contracts and ~c ;}n.~ven; vurprise or ~iCil:r

::'H'J"hi~.·· Section ~-10H, comment 3.
:~fl Profesvor Dugan, however. rejects the notion that the course of performance section

applies only to sales contracts. He contends that §§ 9-105(4) and 1-201(3) support extension
of the course of performance rule to security agreements. Dugan, supra note 40, at )40.
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expressly defines course of dealing as dealing "between the parties to a
particular transaction .. "" 137 The reason for this limitation is to respond to
the reasonable expectations and reliance of the parties and not of some
stranger.J38 The course of performance section may be given the same
construction.139 The comments to that section note that the reason for the
rule is to "prevent surprise or other hardship. "140 Further support for this
construction is found in the fact that the section makes it clear that a
course of performance arises out of conduct by one party only when the
other party has had an opportunity to object to that conduct. 141

The Clovis decision, by allowing a third party to take advantage of
the course of dealing between other parties, does not use the course of
dealing provision in this restricted manner .. This broader construction,
however, is more correct. It does not matter that the effect of this
reasoning is to benefit a stranger to the course of dealing, because section
9-306(2) itself operates to carry the effect beyond the immediate parties to
that conduct. If the secured party had authorized the sale expressly, a
cattle auctioneer ignorant of that authorization would, nonetheless, es­
cape that liability because section 9-306(2) directs that an authorization to
sell renders the sale free of the security interest. By the same token, if the
course of dealing between the secured party and the debtor results in an
authorization to sell, it does not matter that the auctioneer is a stranger to
it. The reason behind the course of dealing section does not justify its
extension to strangers, but the reason behind section 9-306(2) does.

In addition, some cases criticize the Clovis court's use of the waiver
doctrine on the grounds that the bank did not intend to waive its security
interest. Traditionally, the argument goes, the doctrine of waiver includes
a requirement of knowledge. 142 It is only the knowing waiver which the
law considers. Courts have rejected waiver arguments based on inadvert­
ent conduct or conduct which the actor does not reasonably know will
cost him a contract right. 143 In Clovis, however, the bank must be
charged with the knowledge that since it had not insisted upon prior
written approval on previous occasions, the court might conclude that
such conduct amounted to a waiver of the prior written approval require­
ment. It is also fair to infer that waiver of the requirement for pnor written
consent amounts to an authorization to sell.

07 Section 1...205(I).

13M See Weidinger Chevrolet, 10'-=. v. Universal C.I.T. Credit Corp.. 50J F.2d 459. 463
(8th Cir.), cerro denied . ..JI~ U.S. 1033 (1974).

D9 The: term "other" in § 2-~(}8( J) must he taken to mean the other parry.
140 Section 2·~O~. Comment 3
141 Section :-::?n~( ,\
14;! Set' MuJtjp:&a~lu:,. :il~. v. Arch Indus .. Inc., ibn Conn. 2S0. ~~";""" .~..(':":' . ~ 61~. ~::

( 1974) ("Waiver j, the intcmiona] relinqurshment of a known right ;")
14~ See. e.g.; KCJne v. American Nat'J Bank. ~1 IlL App. 3d 1046. 316 N.L.~J }i, (197o.ll
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Courts which eschew Clovis nonetheless refuse to accept this rea­
sonable imputation of knowledge of waiver. They reason that while the
lender knew it was waiving the prior consent requirement, and may
reasonably be charged with knowledge it was waiving the prohibition
against sale, it did not know it was waiving its security interest in the
goods. 144

Those cases, however, require too much, because section 9-306(2)
renders it unnecessary to show a waiver of the security interest. It is only
necessary to show a waiver of the prohibition of sale. Section 9-306(2)
does the rest. It provides that an authorization to sell operates as a rule of
law to render the .sale free of the security interest. There is nothing in
section 9-306(2) which suggests that the rule applies only if the secured
party intends to waive its security interest. The waiver by the Clovis Bank
of the prohibition against sale clearly falls within the 640 r otherwise"
language of the section, thereby terminating the security interest upon the
event of the sale. The better reasoned cases so hold. 14s

Some anti-Clovis courts advance the argument that lenders who
waive the prior consent requirement do so on condition that the debtor
will remit the proceeds to the lender. 146 That argument ignores the
language of section 9-306(2), which charges a sale authorization with the
legislative implication that the sale wilJ be free of the security interest.
Courts which infer such a condition are allowing the private agreement to
frustrate not only the- reason but also the letter of section 9-306(2). That
provision, an open market rule, is designed to protect purchasers."?
Permitting the lender and seller to modify it by a condition is as unjus­
tified as permitting an entruster and bailee to modify the rule of section 2­
403(2) by private agreement.

144 Rather. these courts conclude that the secured party's knowledge was limited to the
fact that it was waiving only the prior written consent requirement. See, e.g., United States
v . Sommerville, 324 F.2d 712 (3d Cir. 1963). cen. denied. 376 U.S. 909 (1964); Vermilion
County Prod. Credit Ass'ln v . Izzard. II J III. App. 2d 190. 249 N.E.2d 352 (1969); Farmers
State Bank· v. Edison Non-Stock Coop. Ass'n, 190 Neb. 789, 212 N.W.2d 625 (1973);
Garden City Prod. Credit Ass'n v, Lannan, 186 Neb. 668. 186 N.W.2d 99 (1971).

J.s~ E.g.• Farmers Nat 'l Bank v . Ceres Land Co.. 32 Colo. App. 290,512 P.2d 1174(1973);
Draper v, Minneapolis-Moline. Inc., 100 III. App. 2d 324, 241 N.E.2d 342 (1968); Tanbro
Fabrics Corp. v. Deering Milliken. Inc .. 39 N.Y.2d 632" 350 N.E.2d 590.385 N.Y.S.2d 260
(1976); Credit Plan .. Inc. v. Hall. 9 V.C.C. Rep. Servo 514 (Okla. Ct. App. 1971).

146 See. e.g. , United States v, Hughes. 340 F. Supp. 539 (N.D. Miss. 1912); United States
v, Pirnie, 339 F. Supp. 702 (D. Neb. 1972). a//'d per curiam, 472 F.2d 712 (8th Cir. 1973);
Baker Prod. Credit Ass'n v. Long Creek Meat Co :!66 Or. 643.513 P.2d 1129 (1973). ct·
South Omaha Prod. Credit Ass'n v . Tyson's, Inc 189 Neb. 702, 204 N.W.2d 806 (1973)
(express condition .. known to buyer. prevents operation of § 9-307( I».

1..7 Section 9-3ON2) is hoch a security of property provision f,' rbe extent (hat it allows the
secur.rv 'nl~r~~t to f'lUOW the collateral into the hands of the p~.;rch~~··,~r and an open market
provivion tv (he extent that it excepts from that rule collateral sold pursuant [0 a sale that is
authorized by the security agreement or otherwise. It is in the second sense that the text of
this article refers to ~ 9-J06(2) as an open market provision.
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In short, there is a colorable argument for invoking waiver in the
.requently occurring Clovis situations. Although Clovis misconstrues the
.ourse of dealing provision, an argument for waiver can bemade from the
.ourse of performance after the agreement-at least such an argument can
~~ made if courts are willing to apply the course of performance provision
~,) secured transactions under article 9. In any event, Clovis has spawned
.! vigorous line of authority. 148 It should be noted, however, that these
.ases represent the minority rule; a majority of courts have rejected the
'.\ aiver theory either because Clovis misinterprets course of dealing, or,
~:111re spuriously, because courts hold the waiver to be conditioned on the
;-repayment of sale proceeds to the secured party. 149

Estoppel.-In addition to the Clovis waiver argument, one district
..»urt has adopted an estoppel theory which Clovis specifically rejected.
!:l United States v. Gleaners et Farmers Cooperative ElevatorCo. , ISOthe
.iefendant grain elevator purchased crops from a farmer that had obtained
.inancing from the United States Department of Agriculture. When the
":~fendant discovered the financing statement filed by the United States,
·.... hich apparently contained a general description of the collateral, it
.:,ked the chief official of the local Farmers Home Administration (FHA)
.... hether the security interest covered the farmer's crops. The official
~~plied that the security interest covered only livestock and farm rna­
.hinery, and, as a result, the defendant purchased the crops. The district
.. »urt held that the government was estopped to bring an action for
.. ,mversion on the basis of its actual lien on' the crops because the grain

;J8 See, e.g.; Swift &.Co. v, Jamestown NaCJ Bank. 426 F.2d 1099. 1104 (8th Cir. 1970);
~ nited States v. Central Livestock Ass'n, 349 F. Supp. 1033 (D.N.D. 1972); In re Cadwell,
'.t:.lftin Meat Co., 10 U.C.C. Rep. Servo 710(£.0. Cal. 1970); Planters Prod, Credit Ass'n v .
:1..iwles. 256 Ark. 1063, 511 S.W.2d 645 (1974); Hedrick Savings Bank v. Meyers, 229
-, \\'.:!d 252 (Iowa 1975); Lisbon Bank &. Trust Co. v . Murray, 206 N.W.2d 96 (Iowa 1973);
:-'~ntral Washington Prod. Credit Ass'n v, Baker. 11 Wash. App. 17,521 P.2d 226 (1974).

"J9 See United States V. Sommerville, 324 F.2d 712 (3d Cir. 1963), cerro denied, 376 U.S.
"'9119(4); United States V. Topeka Livestock Auction, Inc.. 392 F. Supp. 944 (N.D. Ind.
~ ...~): United States v, E.W. Savage & Sons, Inc., 343 F. SUPPa 123 (D.S.D. 1972), aff'd .

..:.' F.~d 305 (8th Cir. 1973); United States v. Hughes, 340 F. Supp. 539 (N.D. Miss. 1972);
, ~i!ed States v . Pirnie, 339 F. Supp. 702 (D. Neb. 1972). a/I'd percuriam. 472 F.2d 712 (8th

.t J97S); United States v. ~il Z Warehouse, 311 F. Supp. 283 (S.D. Ga. 1970); United
':~tes \I. Greenwich Mill & Elevator Co., 291 F. SUPPa 609 (N.D. Ohio 1968): Colorado
:~.1nk & Trust Co. v . Western Slope lnv., Inc.• 36 Colo. App. 149, 539 P.2d 501 (1915);
'''~rmilion Counry Prod. Credit Ass'n v . Izzard, III III. App. 2d 190,249 N.E.2d 352 (1969):
::- -rmers State Bank v. Edison Non-Stock Coop. Ass'n, 190 Neb. 789, 212 N.W.2d 625
>l"3,: Garden City Prod. Credit Ass'n v . Lannan, 186 Neb, 668, 186 N.W.2d 99 (1971);

~:.~,t ~at') Bank v . Calvin Pickle Co., J I U.C.C. Rep. Servo 124~ (Okla. Ct. App.). rev'd on
';htrgrou"ds. 516 P.2d 265 (Okla. 1973); Blubaugh v. Ponca City Prod. Credit Assn, 9
.. C.C. Rep. Servo 786 (Okla. Ct. App. 1971).

:~o ~J4 F. Supp, 1148 (N.D. Ind. J970). Ct. Muir v . Jefferson Credit Corp.. 108 N.J.
~uper. 586, 262 A.2d 33 (1970) (nonfarm case).
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elevator company was reasonably entitled to rely on the representations
made by the highest local official of the FHA. IS!

Estoppel facts, of course, are less likely to arise than are waiver
facts, and they probably yield results which are fair and which do not
interfere seriously with the availability of farm credit. One difficulty,
however, which confronts the estoppel argument is that some courts,
unlike the court in Gleaners, refuse to apply estoppel against the govern­
ment.1S2 Thus, any significant expansion of the estoppel doctrine would
yield a lack of uniformity in the frequent cases where the federal govern­
ment is the plaintiff. Most courts, however, have rejected estoppel argu­
ments on one theory or another. 1S3

Limitations on Parties Subject to Conversion Liability.-In United
States v. Kramel, 154 the Eighth Circuit applied pre-Code Missouri deci­
sions which held that livestock commission merchants were not liable in
conversion for dealing in cattle contrary to the lienholder's rights. ISSThe
Missouri casesl56 had construed the Federal Packers and Stockyards Act
as imposing public utility status on the stockyard along with a duty to
provide stockyard services without discrimination. That duty, the Mis­
souri courts felt, relieved the stockyard from conversion liability.

The Missouri Supreme Court's' decision to overrule the Missouri
precedent on which Kramel relies renders Krome! suspect.':" Yet, some
states1S8 through legislation of their own have effectively neutralized
conversion claims against certain classes of defendants and thereby sub-

Ul 314 F. Supp. at 1151.
J~2 See, e.g., United Stales v. E.W. Savage & Sons, Inc., 343 F. Supp. 123(D.S.D. 1m),

aU'd, 47S F.2d 305 (8th eire 1973). Ct. United States v. Hughes, 340 F. Supp. 539 (N.D.
Miss. 1972)(a waiver case).

1~3 See, e.g.; United States V. Topeka Livestock Auction, Inc., 392 F. Supp. 944 (N.D.
Ind. 1975); United States v, E.W. Savage &. Sons, Inc .• 343 F. Supp. 123 (D.S.D. 1972),
QU'd,41S F.2d 30S (8th eire 1973); Farmers State Bank v . Edison Non-Stock Coop. Ass'n,
190 Neb. 789, 212 N.W.2d 625 (1973); Clovis Nafl Bank v. Thomas, 77 N.M. 554.. 425 P.2d
726 (1967); Blubaug.' v. Ponca City Prod. Credit Ass'n, 9 U.C.C. Rep. Servo 786 (Okla. Ct.
App. 1971); Layng v, Stout, ISS Wis. 553.145 N.W. 227 (1914).

1S4 234 F.2d 577 (8th Cir. 1956).
,~, Accord, United Slates v. Union Livestock Sales Co., 298 F.2d 755 (4th Cir. 1962);

United States v. Sommervil1e, 211 F. Supp. 843 (W.O. Pa. 1962),af/'don othergrounds .. 324
F.2d 712 (3d Cir. 1963), cert. denied, 376 U.S. 909 (1%4); States Securities Co. v. Norfolk
Livestock Sales ce., 187 Neb. 446, 191 N.W.2d 614 (1911).

1S6 Cresswell v. Leftridge.. 194S.W.2d 48 (Mo. App. 1946); Blackwell v. Laird. 236 Mo.
App. 1217, 163S.W.2d 91 (1942), ovemded, Farmers State Bank v, Stewart. 454 S.W.2d 908
(Mo. 1970).

1~7 Farmers State Bank v, Stewart, 454 S.W.2d 908 (Mo. 1970).
158 See .. e.g., GA. CODE ANN. § I09A-9-J07(3} fa (4) (1973); MONT. REV. CODES ANN. § 52­

319 (1975); Nt::B. REV. STAT. § 69-109.01 (1968). See also note 169 infra; State Securities
Co. v. Norfolk Livestock Sales ce.. 187 Neb. 446, 191 N.W.2d 614 (1971).
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courts to accept the consequences of the farm products exception-a
resistance which, as here, may yield holdings that produce variation, not
uniformity, in Code law.

Negotiable Documents of Title .-There remains a subtle challenge
to the farm products exception with far reaching implications. An actual
case illustrates it best. In United States v. Hext 16S the farmer delivered his
cotton for marketing to a gin, which processed the cotton and warehoused
it against negotiable warehouse receipts. The secured party, the govern­
ment, knew of the delivery to the cotton gin and knew that the gin
company was closely related to the warehouse company ~ When the
warehouse sold the cotton, the government sued it on a conversion
theory. The Fifth Circuit reversed the district court's judgment for the
government, reasoning, in waiver or estoppel fashion, that the secured
party's conduct prevented it from disputing the authority of the defendant
warehouse.

More significantly, as an alternate theory for its holding, the court
relied on section 7-503. That provision restricts the negotiability of
documents of title by providing that the documents confer no right in
goods against a person (such as the government in the Hext case) who had
obtained a security interest in the goods prior to the issuance of the
document by the bailee. In short, the section operates in the spirit of
security of property principles. The provision, however, does not escape
open market precepts altogether, for it stipulates that its security of
property rule shall not apply if the secured party "acquiesced" in the
procurement by the bailor of the document of title, or if the secured party
"delivered or entrusted" the goods to the bailee with actual or apparent
authority to "ship, store or sell" or otherwise deal with the products in a
fashion that article 2 and article 9 would consider as calling for open
market principles. l66 Applying this provision, the court held that the
government had entrusted the cotton to the farmer with the apparent
authority to store the cotton in the warehouse.P? The court further held
that the government had acquiesced in the procurement of warehouse
receipts since it knew that it was the custom of the trade to market cotton
in that manner and took no steps to prevent it. J68

The Hext opinion is significant for three reasons. First, the secured
party in Hext wes the Farmers Home Administration. nus if Hex! were
to arise today in a state limiting the liability of commodity merchants, a
court applying federal law would follow rules far different from those
commanded by the state starure}69 Hext , then, demonstrates how the

16~ 444 F.2d 804 (5th Cir. 1971).
1M Section 7·503( J)(a)-(b).
1;,7 United States v. Hext. 444 F.2d 804. 814·15 n.~4 (~tl: elf. 1971).
1(,8 Id.
169 A~ the Hext opinion noted, the Texas legislature modified the rule of conversion

liability of cotton brokers in apparent response to the district court's decision against the
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federal law-state law dichotomy can contribute to a lack of uniformity.
Second, because the defendant was a warehouseman, rather than an

auctioneer, the court could have relied on section 7-404. That section
provides that a warehouseman is not liable in conversion if he observes
reasonable commercial standards and in good faith delivers the goods to
the holder of negotiable receipts. 170 That specific provision of article 7,
of course, contrasts sharplywith the rule of liability which generally faces
auctioneers and brokers under the Code and under the common law of
conversion in most states. Section 7-404 parallels the state statutes,
mentioned earlier, that limit conversion liability; it has the same effect of
contributing to the diversity of result in these cases.

The Hex! decision "also furthers disuniformity in a much more
fundamental and significant way. The "acquiesced" and "entrusted"
language of section 7..503, taken with the reference in it to section 2-403,
signals an invitation to use waiver and estoppel principles to achieve open
market results. Professor Gilmore concludes that any time a lender leaves
with the debtor goods which are inventory in nature, such as farm
commodities, [he lender has entrusted these goods for the purposes of
section 7-503. 171 Similarly, if a lender leaves farm goods with a farmer in
an area or industry where farmers traditionally warehouse products, and
the lender takes no steps to prevent this practice, then for purposes of
section 7-503(1 )(b) the lender will have acquiesced in the procurement of
documents of title. Whether a secured party otherwise 44delivered" or
"enrrusted' with apparent authority, or whether the secured party "ac­
quiesced" in the procurement of the warehouse receipt, are factual issues
similar to issues such as "negligence" or •'reasonableness. " Such
concepts lend themselves to characterization and are appropriately re­
solved by trial; they do not fix parameters or lead to uniformity. To the
contrary, their vagueness fosters di versity. This disuniformity feature is
likely to be substantial. A significant number of agricultural businesses
effect the sale of farm products through negotiable warehouse receipts,
.and, to the extent that they do, courts may be able to reach results
different from those that would obtain under the farm products exception.

CONCLUSION

Out of a desire for uniformity and a need to come to terms with
strong local feelings, the Code perpetuates a historic rule excluding many

cotton broker. 4-W F.2d aI809. See TF.x. REV. CIV. STAT. ANN. art. .5571 (West Cum. Supp.
1978).

)70 In fact. the Hext court did refer to § 1-404 with respect to the warehouse defendant.
444 F.:!d at 814-15 n.34. C/. §§ 8-318.3-419(3) (which attempt to create similar conversion
immunity for ~g~nt~ dealing in investment securities and depository banks. respectively).

171 ~ o. Gu l\tURF.. supra note 50. § 25.4. at 666. The pre-Code cases. Jsing waiver and
estoppel theories. SUPP(}rt Professor Gilmore. See, e.g. , Commodity Credit Corp. v. Usrey t

199 Ark. -")t). J33 S.W.2d 887 (1939).
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farm sales from open market principles. The exclusion stems first from
the origins of agricultural finance, which developed under conditions
different from that of other commercial finance; second, from archaic
notions of agricultural commerce; and third, from the perception that
agricultural sales are sufficiently different from other sales to merit
different treatment.

The unique history of agricultural finance goes far in explaining the
farm products exception. Agricultural lenders, enjoying 'protection from
the open n srker, are reluctant to relinquish what they see as their
preferred status. The nation's romance with the sturdy, yeoman farmer
dies slowly, and even 'though thoughtful economists agree that agricultur­
al credit needs parallel those of the rest of the economy, the myth persists,
thereby impeding entry of agricultural commerce into the open market.
The argument that agricultural sales may be unique in that most farm
sellers are small and most farm buyers big, falls before the impossible
search burdens imposed by the local filing rule and the "his seller"
feature of section 9-307(1).

While some may argue that the rule is necessary as a course to
achieve uniformity in the face of the insistence of the federal government
and many state legislatures, close analysis renders the validity of the
argument suspect. There is little in the federal cases to justify the charge
that federal courts ignore good sense to fashion law favorable to govern­
ment agencies. In fact, the cases support the contrary view. On the other
hand, the insistence of state legislatures is very real, but no more real than
the insistence of other state legislatures and state courts to the contrary.

The attempt to effectuniformity through the farm products exception
has not succeeded. It is abundantly clear that in the face of results which
strike courts and legislatures as unfair, the farm products rule falls.
Furthermore, the Code itself through the "or otherwise" language of
section 9-306(2), and the documents of title rules of SCections 7-503 and 7­
404, provides ample inroads against the rule for the imaginative and
resourceful lawyer or judge, thereby further increasing disuniformity.
What is more, the farm products exception has resulted in a strong line of
cases which seriously misconstrue the Code's course of dealing provi­
sion and other Code sections.

The farm products exception has bred sprawling diversity through
legislation, common law exceptions, and provisions within the Code
itself. The review committee's recommendation that the exception be
optional or be deleted altogether was a realistic alternative which, while
not achieving the unobtainable uniformity, would have gone far in avoid­
ing the baleful consequences the rule has fostered. In brief, such change
would remove unnecessary fetters on farm fnancing and would permit
commerce in agricultural commodities to assume its place in the open
market.
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Dee Issues
KEITII G. MEYER·

Should Congress Repeal the Farm
Products Rule of Section 9-307(1) of
the Uniform Commercial'Code?

Section 9-306(2) of the vee is
the starting point for this article. It
provides:

Except where this Article otherwise
provides. a security interest con­
tinues in collateral notwithstanding
sale, exchange or other disposition
thereof unless the disposition was
authorized by the secured pany in
the security agreement or otherwise
and also continues in any identifiable
proceeds ....

The major exception to this rule
concerns-a buyer in the ordinary
course' and it is found in Section
9-307( I). It provides that a buyer in
the ordinary course takes free of a
perfected security interest created
by' his seller. Thus, when a farmer
buys a combine from an implement
dealer or a television from an
appliance dealer who has granted a
bank a security interest in inven­
tory t the sale to the farmer severs
the bank's interest in the merchan­
dise" Yet, under Section 9-307(1),
the buyer in the ordinary course
will not take free of a prior per­
fected security interest when the
buyer buysjarlll products "from a

• Professor of Law. University of
Kansas, where he teaches courses in
Commercial and Agriculture Law.

t lJ. C.C. § 1-20J(9).'
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person engaged in farming opera­
tions. H2 This means that unless the
secured party has somehow au­
thorized the sale, a buyer of farm
products will take subject to a prior
perfected security interest.

There has been a considerable
amount of litigation concerning this
issue. The courts are split as to who
wins.! The basic issue i:~ whether

Z There is no definition of farming
operations in the UCC. Some courts
have broadly defined it. sec K.L. Smith
Enter. v, United Bank of Denver. 28
U.C.C. Rep. (Callaghan) S3~. 2 Bankr.
280 (Bankr. Colo. 1980). and some
have construed it narrowly In re
Blease. 24 U.C.C. Rep. (Callaghan)
4.50 (Bankr. N.J. 1978). See also First
State Bank v, Maxfield. 485 F.2d 71
(10th eire 1973); United Slates v. Next,
444 F.2d 804 (5th eire 1971); First State
Bank v . Producers Livestock Mktg.
Ass'n, 200 Ncb. 12: 261 N.\V.2d 854
(1978); Cox v . BancOklahoma Agri..
Serve Corp.• 641 S.W.2d 400 (Tex.
App. 1982).

3 Cases holding for the secured party
are, e.g., Duvall-Wheeler Livestock
Barn v . United States. 415 F.2d 226
(5th Cir. 1969); United States Y.

Hughes, 340 F .. Supp. 539 (~.D. Miss.
1972); Colorado Hank & Trust Co. v.
Western Slope Inv., Inc." 539 P.2d 501
(Colo" App. 1975); Vermilhon County
Prod. Credit Ass'n .v. Izzard, 2~9

N.E.2d 352 (III. App. 1969»: Garden
City Prod ..Credit Ass'n v . lannon. 186
N.W.2d 99 (Neb. 1911); Fisher v , Firsr
NaCI Bank, 54H S.\V.2d SIS (Tex. Cjy.

App. 1979).
Cases holding for (he purchaser are.

e.g., Fns: Nat'J Bania. & Trust Co. v .
Iowa Beef Processors. Inc.• 616 F.~d

764 (10th eire 19XO) (security agree..
ment did not have clause requiring
prior written consent to sell): United
States v . Centred Livestock Ass'n,
Inc., 349 F. Supp. 1033 (N.D. 1972)
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the lender had authorized the sale.

,. What the States Have Done

State legislatures have reacted in
a variety of ways. California has
eliminated the rule; others have
modified it. Some have required the
farmer to submit a list of potential
buyers to the lender who must
notify these buyers. If the buyers
are notified. they must write a joint
payee check unless otherwise di­
rected." Approximately fourteen
states had changed Section
9-307(1) as of the fall of 1983. This,
coupled with the strong push of the
livestock industry. apparently
'prompted bins to be introduced in
the U.5. Senate and House to fed­
erally repeal the farm products por­
tion of Section 9-307(1}.'· This col-

(authorization given under § 9.. 306(2»;
Hedrick Sav .. Bank v.. Myers. 229
N.W.~d 252 (Iowa 1975) (prior course
of dealing showed authorization); Lis­
bon Bank &. Trust Co.. v . Murray, 206
N. W.2d 96 (Iowa 1973) (authorization
course of dealing); North Cent. Kansas
PCA v . Washington Sales Co.• 55' P.~d

3S (Kan. 1978) (express consent or au­
thorization): Clovis Nat'I Bank v ..
Thomas. 425 P..2d 726 (N.M .. (967) (ac­
quiescence and implied consent, which
the legislature amended in § 9-306(2) to
read "a security interest in farm prod..
ucts and the proceeds thereof shan not
be considered waived by the secured
party by any course of dealing between
the panics or by any trade usage"). cr..
United Stares v, Hext, 444 F.2d H04
(5th en. 1971).

4 Examples are Indiana and Ohio.
, 5.2190. 98lh Cong.• lst Sess. (J9X3)

(would have amended the Agriculture
&. Food Act of 19H1), H~R~ 3296 and
H.R. 3291, 98th Cong., 1st Sess.
(J983).

umn will focus briefly on the valid­
ity of the rule and whether Con­
gress should be the body to change
it.

Reasons for the Rule

A number of arguments have
been advanced for the farm prod­
ucts rule. Some have argued that
buyers from farmers should be
treated differently because farmers
sell their products through agents
or sell to financially sophisticated
buyers. These business operators
are. or should be, aware of the need
to check the filed financing state­
ments. which is not the case with
most consumer buyers. Another
consideration is that many farm
operations are cyclical in nature.
Most of the products come into
existence at one time of the year
and are often sold in a large unit.
Farm lenders recognize this and
generally expect payments only
when products are sold. Thus, the
lender has all of its expectations
and security tied up in one asset. It I

has been aflgued that this is like a ~

bulk sale and deserves to be treated
differently.s

If the farm products rule were
totally eliminated, the lender would
lose a substantial protection.
Moreover. the lender would have
no leverage with the potential
buyers concerning who should be
named as payee of the check when
products subject to a security
interest are sold. Also, the creditor
would never be able to determine
who all of the potential buyers are

6 cr. U.C.C. Art. 6.
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inasmuch as grain and livestock
can be easily transported out of the
local area. This is in marked con­
trast to the notice filing system cur­
rently in effect under the Code that
makes it possible to determine who
might have a security interest.
. Assuming the creditor is not able
to ensure being named as a joint
payee on the check, it will have [0

establish procedures to assure that
the proceeds from the sale of the
covered collateral are idem ifiable
as required by Section 9-306(2).
The contrast to other businesses is
arguably striking. In many other
business operations, particularly
dealing with expensive goods. the
proceeds will consist of chattel pa­
per, which is fairly easy to police
and identify. For the farm lender to
keep proceeds identifiable, it would
mean keeping the farmer from
commingling them with other
funds. This has historically been
very difficult when farmers are in­
volved, inasmuch as farmers are
generally paid by check that is de­
posited in a general checking ac­
count. This means big trouble for a
lender because under Section
9-306(4)(d) of the Code, the lender
would be entitled only to proceeds
from the sale of commodities de­
posited in the account within ten
days of insolvency proceedings.'

7 I" re Gibson Prods .• 543 F.:!d 652
(9th Cir. 1976). Section 9-306(4Hd)
provides:

{fIn all cash and bank accounts of the
debtor, if other cavh proceeds have
been commingled or deposited in a
bank account, bur (he perfected se ..
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Finally t assuming that a change of
Section 9-307( I) would create sub­
stantially more risk for thOe lender.
it would appear that the lender
would loan less, require much more
in the way of collateral or guaran­
tors. or raise costs. Also. this could
well put further pressure on the
federal government to get more in­
volved in the lending business in­
asmuch as the Farmers Home Ad­
ministration's current requirements
are that borrowers are not eligible
unless credit is otherwise not avail­
able. Of course. there is always the

. possibility of the creditor being
able to obtain -an insurance policy
to cover this risk:

Reasons Against Keeping the Rule

Buyers and agents make many
arguments supporting their ~yiew

that the rule is- unjusufiable.e'The
risk of nonpayment has been in ef­
fect shifted to the buyer. The free­
flow-of-commerce principle, which
is the basis of the ordinary buyer
taking free of a prior perfected se­
curity interest, applies to farm
products as well as the inventory of
the appliance store, i.e., farmers

cunt y interest under this paragraph
(d) is ...

(ii) limited to an amounl nor
greater than the amount of any
cash proceeds recei ved by the
debtor withrn len days before the
institution of (he msotvencv pro­
ceedings and comrninglec or de..
pc~ned in a bank accou>. pri.Jr ro
ihe insotvenc y proceed: ngs less
the amount of cash proc~cJs re­
ceived by the debtor and paiu 0\ er
to the secured party during the ten
day period.
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should be treated as any other
business. The lender will still have
a security interest in the proceeds.
Moreover, it is too costly and im­
practical for purchasers of farm
products to check the appropriate
records. And) farmers do not tell
the buyers in advance of sale dates.
This is a particular problem for the
livestock industry in that many
packers buy from multistate areas
and they are required to pay before
the close of the next business day.1
This rule has resulted in many live­
stock buyers obtaining insurance.

As indicated earlier. some states
have placed the burden on the
farmer to provide a list of buyers to
the lender who must notify the
buyers. At least two states make it
a crime for the farmer to sell to
anyone not on the list.' It is .inap­
propriate, the author believes, to
exercise the criminal process when
dealing primarily with a creditors
rights and collection problem.

Moreover, before using the crim­
inal process or eliminating the rule,
central tiling for financing state­
ments covering farm products with
easy and quick access to the filed
financing statements should be
tried. Qne stale, Iowa, has had, this
in op~ration for some time. farrn
products are filed with the secre­
tary of state ~nd {.here i.~_._~.priva[e..

search firm that will provide the in­
formation immediately by phone.

--~... ~II concern~d seem to be harR¥.
_~ith this rule ,

• 7 U.S.C./\. § 22Mb (West Supp.
19HO).

9 See note 4 supra.

It would also seem that with the
advance of the computer age, it
should be easier to technically pro­
vide instate access to tiled informa­
tion through what are called "dumb
terminals." or by some other
means. One problem cited is cost,
but it seems that, if the legislatures
will not siphon the revenue. the us­
ers, those searching as well as
filing, would pay for the system.

Congress Should Not Interfere

Irrespective of whether the rule
should be changed t it should not be
done by Congress unless it is essen­
tially going to federalize the whole
uee. There are a number of rea­
sons for this. The regulation of
commercial transactions has been
traditionally done at the state level.
The fact that the states have differ­
ent versions of Section 9-307( 1) is
not. an appropriate justification for
federal legislation because this is
not the only part of the vee that is
nonuniform. More than twenty ~

states (Arkansas. Florida, Georgia,
Indiana. Iowa. Kansas, Kentucky,
Michigan. Missouri, Montana,
Nebraska, North Dakota, Ohio.
Oklahoma, Oregon, South Dakota,
Texas, Utah. Washington. \Viscon­
sin, and Wyoming) have' amended
Section 2-~15. which deals with
implied warranties when livestock
is sold. There are three basic fHing
rules in effect in the forty-nine
states that have adopted the vee.
At least ten states utilize so-called
alternative 1, some twenty-three
use some version of alternative 2,
and fourteen use alternative 3. The
others use something else. The
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point is that there are a variety of
filing rules in effect. There is also a
split in the states as to whether a
farmer is a merchant for purposes
of the Statute of Frauds in Section
2-201 (2)}O Finally t farmers are
upset about Sections 2..403 and
7·205, which provide that farmers'
stored grain, sold by the storing
warehouse, cannot be retrieved by
the farmer from a good-faith pur­
chaser or buyer in the ordinary
course if the warehouse fails to pay
the farmer. State legislatures have
been asked in the past to reverse
this rule and will be asked again to
change the rule. If farmers are un­
successful at the state level, they
would surely seek federal legisla­
tion if Section 9-307( 1) were to be
changed.

Even if Section 9-307 were to be
changed, buyers of crops produced
on rented land would still have to
contend with unpaid landlords in
many states. Landlord liens are ex­
cluded from coverage of the UCC
by Section 9-10-l(b). Thus, priority
battles would be decided by some
other law. Some states have by
statute provided that a purchaser of
crops. produced on rented land,
takes subject to a landlord's lien
and some states have case Jaw to
the same effect, "The person enti­
tled to the rent may recover from
the purchaser of the crop. or any

'0 See. e.g., N~lson v , Union Equity
Cuop. Exch .. 54S S. W.2d 352 (Tex.
1977) (farmer is a merchann. Contra
Decatur Coop. Ass'n v . Urban. 547
P.1d 3~3' (Kan. 1'J76) (farmer is not a
merchann. See also Annor., 95
A.L.R.3J 4Hcol (1979).
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part thereof', with notice [actual
and constructive] of the lien the
value of the crop purchase 9 to the
extent of the rent due and dam­
ages."'1 There are also certain
cases reaching the same result.'?

When thinking about this issue,
the U.S. Supreme Court decision in
United SIQleS v. Kimbell Foods.
Inc.,13 should be considered. It es­
sentially concluded that there was
no need for a federal uniform law
that "would disrupt commercial re­
lationships predicated on state
law." Kimbell dealt with the ques­
tion of which law should determine
priority between. a federal lender
and private liens where there was
not a federal statute setting priori­
ties. It stated:

To resolve this question. we must
decide first whether federal or state
law governs the controversies; and
second. if federal law applies,
whether this Court should fashion a
uniform priority rule or incorporate
state commercial law. We conclude
that the: source of Jaw is federal. but
that a national rule is unnecessary to

. protect the federal interests underly- .
ing the loan programs .. Accordingly.
we adopt state la w as the appropriate
federal rule for establishing the rela­
tive priority of these competing fed­
eral and private liens.

• • •
This Court has consistenrly held that
federal Jaw governs questions involv­
ing the rights of the United States

II Kan. Stat. Ann. § 58":!5:!6 ( J~76).

IZ Cleveland v . McNabb, 312 F.
Supp. 155 (W.O. Tenn. 1970)~ Holmes
v . Riceland Foods. Inc .• 546 S. \V. 414
(Ark. 1977); Pryor v. Rathjen, 199
N.W.2d 327 (Iowa 1972).

I) 440 U.S. 715 (1979).
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arising under nationwide federal
programs....

Guided by these principles. we think
it clear that the priority of liens
stemming from federal lending pro­
grams must be determined with ref­
erence to federal Jaw. The SSA and
FHA unquestionably perform fed­
eral functions within the meaning of
Cleartield [Trust Co. v, United
States, 318 U.S. 363.63 S. Ct. 513.
81 L. Ed. H38 (J943)j....

That the statutes authorizing these
federal lending programs do not
specify the appropriate rule of deci­
sion in no way limits the reach of
federal law....

Federal law therefore controls llac
Government's priority rights. The:
more difficult task. to which we tum,
is giving content to chis federal rule.

Controversies directly affecting the
operations of feder.ll programs, al­
though governed by federal law. do
not inevitably require resort to uni­
form federal rules. . . .

Undoubtedly, federal programs that
"by their nature are 3nd must be uui­
form in character throughout the Na­
tion" necessitate formulation of con­
trolling federal rules. . . .. Con­
versely t when there is little Rced for
a nationally uniform body of law,
state law may be incorporated as the
federal rule of decision. Apart from
considerations of uniformity. we
must also determine whether appli­
cation of stare law would frustrate
specific objectives of the federal pro­
grams. If so. we must fashion special
rules solicitous of those federal
interests. Finally, our choice of Jaw
inquiry must consider the extent to

which application of a federal rule:
would disrupt commercial relation...
ships predicated on state Jaw.

Because the state commercial codes
"furnish convenient solutions in no
way inconsistent with adequate pro­
tection of the federal mteresqs}" ...
'lie decline to override intricate stale
laws of general applicability on
which private creditors base their
daily commercial transacnons.

While there is no doubt that the
economic hard times on the farm
have caused many to focus on the
farm products rule. the rule should
flO( be rejected without some seri­
ous thought being given to what
impact it will have upon the avail­
ability of credit. Credit has become
an essential pan of most farm oper­
ations today t and if the lenders
were to severely cut back on loans,
"it could have a substantial impact
on farmers. Those particularly vul­
nerable are the younger and not­
well-~stabli£hed farmers. More­
over, there is not much hard data
establishing that buyers have had
to pay twice a substantial number
of times .. FinaUy. if buyers and
I~nders alike could be protected by
central filing and very quick access
to the filed information, it should be
tried. In any evc:nt, the appropriate
body to consider the problem is the
permanent editorial board of the
Uniform COlnmercial Code. not
Congress ..
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Farm products for purpose ofArticle 9 of the UCC~

by Keith Meyer
r

Under 9-J02(J) any credit transaction in­
tended to create a security interest in per- -:
sonaJ property triggers the application of
Anicle 9. Tangible personal property is
divided into four classes of propeny: "con­
sumer goods. Uequipment.'t I'farm prod­
uets" and "inventory." These a.ssifica­
tions are mutually exclusive and correct
classification of the goOds is crucial to pro­
per creation and perfection of a security in­
terest. Recently there bas been considerable
interest in the difference between "farm
products" and 6Iinventory."

In order to be "farm products" under
section 9-109(3) the goods must bea crop or
product of a crop or livestock, in the
possession of the debtor who is engaged in a
fannins operation. The possession require­
ment is probably the most troublesome. Re­
member, however, that to have fann prod­
ucts all three of the requirements must be
satisfied.

The possession issue can arise: when a
farmer stores grain in a commercial ware­
house or when the debtor's cattle are being
fattened in someone else's commercial
feedlot. Each of these situations will be
briefly considered.

At harvest a grain farmer willlenerally
store some or aU of the crop on the farm or
at a local elevator because cash prices tend
to be lowest at harvest. When the farmer
stores the harvested grain on his farm there
is DO problem with the possession require­
ment inasmuch as the debtor-farmer has
physic:al possession of the grain. The grain
stored in an elevator or warehouse is
another matter,

Upon deposit of the grain in the elevator t

the farmer will generally receive either a ne­
gotiable or nonnegotiable warehouse re­
ceipt. I Clearly. the grain is still owned by
the fanner and be will be entitled to sell it
whenever he chooses, but he obviously does
nOI have physical possession of the grain.
Moreover. since it is a fungible product, the
exact grain deposited will have been comm­
ingled with other similar grain. Assuming a
warehouse receipt has been issued.1 a docu­
ment of title) is now involved and the ques­
tion is, can the grain still be classified as
"farm products"? While there is a crop or
a product of a crop, there is a problem with
the requirement that the grain be in the pos­
session of a debtor engaged in fannins.

Possession is not defined in the Code and
therefore it is unclear precisely what the
drafters meant. If possession means
physical possession by the fanner who owns

the grain, it would mean that the grain
deposited in the elevator ceased to be "farm
products." Also, the elevator is not engag­
ed in farming and this presentsa problem in
view of comment 4 to 9-109 which provides
in pan: ."

"When crops or livestock or their prod-
ucts come into the possession of a per­
son not engaged in fanning operations
they cease to be 'fami products.' If they
come into the possession of a marketing
aaenC)' for sale or distribution or of a
manufacturer or processor as raw
materials, they become inventory."

Consequently, the creation and perfection
of a security interest in the warehouse re­
ceipt would be of primary coneern."

On the other hand, it can be argued that
if the drafters wanted possession to be con­
strued broadly t the warehoused lrain could
stin be considered to be in the possession or
the farmer. Some Code sections cenain)y
point in the direction of broad construction
of "possession." For example, section
'-205'5 allowing the debtor significant con­
trol over the property might suggest this.
Also, section 9·305 could support a broad
construction of possession. This section
provides in part: "If such collateral other
lhan goods covered by a negotiable docu­
mentis held by a bailee, the secured party is
deemed to have possession from the time
the bailee received notification of the
secured party's interest."

While 9..305 obviously deals with perfec­
tion, the argument can be made that non­
negotiable warehouse receipts in the hands
of the farmer should be sufficient to be
possession for purposes of the definition 0 f
"farm products." And, if there were a
negotiable warehouse receipt issued, it
would represent ownership of the goods
and therefore the farmer possessing the title
would be in possession of the goods.' In
short. the farmer is still the owner of the

I harvested crop and it is simplY in the hands
9f an agent. The farmer has to pay storage
.fees and the farmer ~ not the elevator,
decides when to sell. It must also be noted
that Professor Gilmore stated in his treatise
that "Goods cease to be 'farm Products'
when they are subjected to any manufactur­
ing operation ...or when they move from
the possession and ownership of a farmer to
that of a non-farmer (canner. cooperative,
etc.).' In addition, it must be noted the
drafters could have simply inserted the
word "physical" before the word posses­
sion in the definition of farm products. '

Assuming arguendo it was determined
that the stored crops are not 'to be consid­
ered "farm products':' the issue is what
type of collateral do you have then. One
possibility is that the warehouse receipt
could some how be considered proceeds of
"farm products. n The argument would be
that the warehouse receipt was received
upon "exchange" for the crops. ': This is
probably an unpersuasive argument
because the thrust of section 9-306 is that
the debtor has given up all control and in­
terest in the collateral.

If the stored grain were to be considered
a "good." the only possibility would be
"inventory. It Comment 3 to section 9-109
states: "The principal test to determine
whether goods are inventory is that they are
held for immediate or ultimate sale. Impli ...

". cit in the definition is the criterion thal the
prospective sale is in the ordinary course of
business." But there are severe problems
with concluding the grain is "inventory.'t
While most grain fanners will hold their
grain for sale," the drafters of the Code
chose to treat the farmer differently by not
defining the farmer's goods held for sale as
"inventory.. " Also, Professor Gilmore. in
describing "farm products" stated:
U 'farm products' are ineffect a farmer's
inventory... although there is no 'held for
sale' languqe in the definition, it is in
highest degree unlikely that farm products
not destined for sale will ever show up as
collateral for loans. tt. All this appears to
establish' the stored grain would still be
classified as "farm products .. " Finally, it
must be noted that proper classifications of
the good is still important even if the is­
suance of the warehouse receipt would
make the document of title rules
applicable.'

The recent case of Garden Cit)' peA v,
Intemationai came Systems, 32 UCC Rep.
1207(DOC Kan. 1981), involved the posses­
sion' requirement when livestock were the
collateral. peA harl a security agreement
which covered aU of debtors' cattle, includ­
ing after...acquired cattle. The cattle were
not in the physical possession of the debtor­
'owner.. Rather, ICSt a feedlot operation,
apparently was rattening the cattle for debt­
or and always had possession of the cattle.
leA sold the cattle to meat packers. peA
sued JCS and packers in conversion.

The court held the cattle were not Ufarm
products" but were inventory. Its reasoning
was that ~he debtor never had possession

(00111;"&1«1 on "~X1 ptlI~

DECEMBER 1983 AGRICULTURAL LAW UPDATE :



CA was nOI viewed as debtor's ..ent
urposes of cstablishing possession. In
. the court seems to "ead"'1.be posses­
..equiremfDl or 9-109(3) to be limited
ysical possession.
vioa determined that the cattle in tbe
)1 were inventoryt the coun concluded
the Packer which bought the cattle
ICS boulht them in the ordinary

: of business L'1d look free of any
ned security interest in the cattle. The
rehed upon 9-307(I) which provides
Dtbuyer takes free of any security in-
created by his _lie,. While not ex­
v stating it, the coun must have con­
i lhat ICS was acting as an asent of
!btor here "'hen it sold the eanle 10
r inasmuch as 9-307(1) only applies to
ly interests created by the seller. If
vere considered the seDer. 9-307(I)
. not apply.. Assuming that the court is
:1 fhat the cattle were inventory and
was not properly perfected, what
if ICS is considered the seller? See

§§ 9-201. 301, 1-109 and 2-403(2).
ile the facts are not totally clear in In­
ionat COllie Syslems. the analolY to
ored grain is striking. The farmer was
ently stili the owner of the cattle, he
mdoubtty paying the feedlot for its
es, and he probably was determining
the cattle would besold. Consequent­
e agruments made about possession
tored grain apply when owned live­
arc not in the physical possession of
btor, This all assumes the cattle could
s be identified.
: Kansas legislature responded to the
-ational Cattte Systems case by adding
aderlined words to the definition of
1 products":
"farm products" jf they are crops or

estock or supplies used or produced in '
ming operations or if they are prod­
:5 of crops or livestock in their un­
inufactured states (such as ginned cot­
I, wool-clip, maple syrup, milk and
~s)t and if they arc in the possession of
febtor engaged in raising, fauening.
!Zing or other fanning operations or if
~y are livestock being held in Q feed
, as defined in K ..S.A .. 47-150J, Qnd
'" amendments thereto. If goods are
"In products they are neither equip­
-nt nor inventory;
·nor Carlin, however. vetoed the bill..
Governor's veto message suggested
his was a substantial change in the
rm Commercial Code and all in­
ed parties were not given an adequate
1unity to pursue the ramifications of
:oposed change. Pan of the opposi­
o this suggested chanae in the Code
from cattle buyers. They viewed it

s another extension of tbe protection

extended (manders by 9-307(1).
-:rile questions of what coUaterai is con­

sidered farm products and whether 9-307(1)
should bechan,cd exist in most farm stales
today. As one considers whether it is wise to
chaDae any "definitions" in the Uniform
Commercial Code. or for that matter

.-:9-307(1), the impact upon other provisions
of the vee must be carefully considered.
Abo. what impact the changiDI of tbe farm
products exception of 9-307(1) ~ouJd have
upon the "/intlllcin," of fanna~otbe
overlooked. .

1. For ckfinitions orware~5receipts under
the Code. see U.C.C. II 1-.wnIS), 2-201(45).
9-IOS(IKf), 7-I02(J)(c). 7-201. '-104.

2. Most times the farmer will receive a weight
or scale ticket first and then will receive a
warehouse receipt. A walhl or scale ticket will
normally show the date. the Dame of the
depositor. 11'055 weilhl of truck or .alon, nct
weilht, test wei.ht of tbe kind of pn, and the
lilnature of ahe .,ent of ahe elevator. Normally
these tickets wiD be serially numbered. The
warehouse receipt which will either be a stale or
federally approved form will comain. amoRg
olher thinls. a statement whether the Irain
received is to be delivered to bearer. to a speci.
fied person. or to his order; the date of die is·
suancc of the receipt. the Det w&ipt of the ..,ain
aJoD8 with the ,rade: and the words
Unqotiable" or unonnesotiable." For statutts
dcaliq with the fonn of the warehouse receipt.
see C.I., Iowa Code ell. S43 (1980); Kan. StaL
ADn. I AnD. § 34.239 (1981); , U.S.C.A. § 260
(West 1910). It must also be nOled that Section
7-202 prescribes. form for warehouse receiprs•.
The failure to foUow it will result in liability for
.y loss caused by 1he omission of • required
term. Some state-and all federally licensed
elevators must issue warehouse receipts. Those
thai do nOI issue receipts rely on weight tickets
and settlement sheets. Clearly, farmers should
obtain warehouse receipts. For cases dealing with
the rights of warehouse receipt holders and
weiSht ticket holders, see Uni/~d SillIes y­

Luther. 22S f.2d (10th Or. 19S5); Filrm~rs

Elevtltor Mut. /IIS. Co. v. Jew~tt. 394 F.2d 896
(10th Cir. 1968): HIlTlford Accident & tndem.
Co. v, KtllISIIS. 2A7 F.2cI315 (10th eire 1957): In
,e Che~nne Wells Elntltor, 2S1 F. Supp. 275
(D. Colo. 1966); S/~ns v. Fllrme,'s Elevator
MUI.lns. c«. 197 Kan. 74.41S P.2d236(J966).

3. See u.e.c. § 1-201(15), 1-201(4S),
9-105(1)(0, 7-102(I)(e).

4. Clearly, a doc.ument of title is a separate
type of collateral and can easily be pledged if
nesotiable. There also are different ruleslovern­
iD, the creation and perfection of security in­
terest in them. U.C.C. I§ 9-102(1), ~203. 9·304.
and Comments; cf. I 9-401(3). For leneraJ
discussion of this area .see Meyer. uCrops·· as
CoUateral for an Article 9 Security loterest and
Related Problems, ".15 U.e.e.L.J. 3. %7·29
(1982). . A.

S. See Comma! 2 to U.C.C. I 9-304. The
Commcot to Section 9-305 reinforces this theory -

wben it states: "PoueuiOD may be by die
IeCUrccl Party himSelf or by aD "eDl OD his
bebalf; it is of course dear t bowewr. that che
debtor or a perIOD coauoDed by tum ClDDot

" qualify. as such an ..cat for the securedpart)'••'
For some cases dca1iDa widJ perfcetiOD by

possession. see. ~.6.- In ~ Copn."d. 5JI F.2d
1195 (3d Cir. 1976) (escrow .,eat can relaiD
possession); Lft \I. COX', 18 U.C.C. Rep. 807
(M.D. Tenn. 1976) (reaisuation papers of Ara­
bian horses Dot possession); Blllm~n.sI~i" ••
Phi//ips Ins. Qn:~r. Inc. 490 P.2d 1213 (Alaska
I"J) (possession DOt established by c:reditor
removin, equipment from boat ad prepariDait
for wiDter).

6. 1 Gilmore, S«:uTity 11J1'rests in P~1SDIIIII

Properl)' 112.3, at 374 (emphasis added).

7. Section 9-306(1) provides in pan: .. &Pfo..
ceeds' includes whatever is received upon the
sale, exchange, coUection.or other disposition of
collateral or preeeeds."

8. J Gilmore. note 6 SWP'il, at 734.. For some
cases dealing with when a lood is ufarm prod­
ucts" or ·'invenlory," see, e.g., United SIQles v.
HUI. 444 F.2d 804 (Sth Cir. 1971); In re Collins,
28 U.C ..C .. Rep. 1520. 3 B.R. 144(D.S.C. 1980);
K. L. Smith Enterprises. LId. v. U"ited BlInk of
lRnwr. 28 U.C.C. Rep. 534. 2 B..R. 280 (D.
Colo. 1080); Oxford Prod. em/il A.ss'n ". Dye.
·368 So. 2d 241 (Miss. J979); Finl SUIte /kink ...
ProdUClS Livaloclc Mk',. Ass',. Non-Slock

·-Coop., 200 Neb. 12,261 N.W.2d 854 (J978);"/n
re Charo/au Breeding Ranch~1'S, LId.. , 20 U.C.C.
Rep. 193 (Bankr. W.D. Wis. 1976); cf. BQk~T

PeA v, Long Cr«k Meat co.. 266 Ore. 643. 513
P.2d J129 (1913).

9. See U.C.C. §§ 7-502-04. 9-304(2)-9-­
304(3).
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SUMMARY OF MORTGAGED COMMODITIES PROBLEM

Problem --

For a number of years the livestock and grain industries have
been plagued by a difficult situation which adversely affects
companies that handle sales transactions for farmers, ranchers
and other sellers. The problem is created by a small minority
of producers who illegally sell livestock which has an out­
standing lien and, without paying the-security holder, divert
the funds to other uses. Third parties, i.e. market agents,
packers, elevators and other parties without actual knowledge of
the recorded liens, are liable to the security party for the
value of the commodity, thus incurring a loss equal to that
value. As·a result, the injured third party pays for a commodity
twioe, once to the seller and once to the bank as 'payment for
the sellers loan.

This situation poses an undue financial hardship on markets to
whom producers sell their products. We are concerned about any
problem which reduces the economic viability of agricultural
markets.

II. Cause Of The Problem --
I c~j~)

Section 9~307 of the Uniform Commercial Code states, "A. buyer in
ordinary course of business, other then. a person buying farm
products from a person engaged in farming operations, takes free
of a security interest creat~d by his seller even though the
security interest 1s perfec~nd even though the buyer knows of
its existence." In other words, buyers of products in the

~ ordinary course of business are under no obligation to search
tor liens. However, because of the exoeption ft ••• other than a
person••• 1n farming operations ••• " in Section 907, buyers of
farm products must search for liens and are liable to repay the
loan if a lien exists. This section of the Code, therefore,
treats agricultural producers differently than any other busi­
nessman and means that the purchaser of a farmer's grain or
livestock 1s liable to pay for commodities twice when the
producer fails to repay the lien holder for the mortgaged
commodities.

III. Analysis Of The Problem

For a number of months industry and government representatives
have met to analyse the problem and discuss alternative solu~

tions. A summary of the scope of the 'problem is included in
Attachment 1 and a summary of alternative solutions is discussed
In.Attachm~nt 2.

IV. SolutiOn To the Problem ~-

Amend the Uniform Commercial Code to remove the farm products
exception. This makes transactions for farm products subject to
the same laws governing all other commercial transactions and

. limits the risk liability for livestock and grain markets.
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ALTERNATIVE SOLUTIONS

I. Legislative Changes

A. Amend U.C.C. Sectio·n 9--307 to eliminate the double payment
possibility. Requires eliminating the farm products exemption
and adding wording eliminating commission merchant or selling
agent liability. Requires follow-up work with individual

. states to pass s1ml1ar legislation. -

B. Amend the U.C.C. to require lenders to notify buyers .of
existing liens ("pre-notice" or "actual notice" requirement).
Includes provisions for prosecution of producers who commit
the fraud and for penalizing the lender who fails to notify
a market of the existence of a lien. Follow~up action with
states.

c. Amend P&S Act to eliminate a livestock buyers liability.
Similar amendment to U.S. Grain Standards Act or other
legislation to eliminate grain elevator liability.

II. More d1'ligen-t prosecution of tbo'se who commit fraud.

III. Administrative changes:

A. At the time of the loan, notify borrower that conversion of
mortgaged property without payment to lender 1s a fraud.
Require produoers to sign a si~11ar statement at the time of
sale.

B. Restrict the statute of limitations period.

C. State legislation requiring liens to be centrally filed at
the Secretary of States office or some other office.

IV. Others ..



SALE OF MORTGAGED
AGRICULTURAL COMMODITIES
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Farm Bureau Policy Development

June 1984

The Problem
A minority of producers illegally sell

livestock, grain, cotton, etc., which have
outstanding liens and, without paying
the security holders, divert the funds to
c uses. The buyers, Le. market

t packers, elevators and others,
...~ut actual knowledge of the recorded

.u~nSt may be held liable by the secured
party for the value of the commodity up
to the amount of the lien, thus incurring
a loss equal to that value. As a result, the
buyer pays for the commodity twice,
once to the seller and once to the lien
holder as payment for the seller's loan.

Basic Information
The Uniform Commercial Code {UCC)

provides that buyers, except farm prod­
uct buyers, in the ordinary course of busi­
ness will be protected by being able to
take title of goods free and clear of securi­
ty interests even if the goods are collater­
al for a loan on which the seller defaults.

On the other hand. the good faith buy­
er of farm products is not protected.. Such
a buyer can end up having to pay twice
for the farm products in order to take
title-once to the farmer and again to the

secured party if the farmer fails to repay
his secured loan and the secured party ~
seeking restitution.

There does not appear to be a valid rea­
son for differentiating between buyers of
farm products and buyers of other com­
mercial goods. Treating farm products
differently has caused serious problems
for buyers. sellers and the courts.

Most bankers argue that eliminating
the farm products exemption will in­
crease the cost and availability of money
to farmers .. However. California elimi­
nated the farm products exemption in
1976 and no adverse effects on farm
credit have resulted.

Lenders do not want the farm products
e~emption in the UCC changed because
it lowers risk exposure without any in­
crease in cost. Lenders can be more lax in
farm loan supervision because of the
added protection granted in the UCC.

CurreDt Farm Bureau Policy
Farm Bureau supports legislation elim­

inating the farm products exemption in
the UCC because:

(1) The double-payment penalty is
jeopardizing the financial security of

many markets (livestock, grain, cotton.
etc.) to whom farmers sell their products.
Farm Bureau is interested in eliminating
problems which can reduce market
opportunities.

(2) It is not only livestock markets or
grain elevators that may be forced to pay
for commodities twice. Many farmers
buy breeding stock. feeder pigs. etc .•
from other farmers and are forced to pay
twice for the commodity.

(3) Losses due to double payments for
products are passed on to other pro­
ducers in terms of higher marketing fees
and processing costs.

QuestioDs For Discussion
Several states' have enacted compro­

mise legislation with a "pre-notice" or ac­
tual notice provision which:

• Requires the producer to identify his
potential markets for the lender's benefit
at the time the loan is made;
. • Requires the lender to notify these
markets of the existence of a lien; and

• Eliminates a market's/farmer's liabil­
ity if the lender fails to provide notice of
the existence of a lien.

Does Farm Bureau support this
approach?

Produced by the American Farm Bureau Federation • 225 Touhy Avenue • Park Ridge, Illinois 60068
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MEMORANDUM

January 4, 1985

nLEPHONE
(202) 789-1212

TO: STEVE KOPPEROD
AMERICAN FEED MANUFACTURERS ASSOCIATION

FROM: OLSSON AND FRANK, P.c.

RE: LENDER PROTECTION IN CALIFORNIA

Pursuant to your request, we have reviewed the various

techniques used by California banks to protect their interest

in light of the California Commercial Code provision which grants

clear title to buyers of farm products. To accomplish this

review, we have had numerous discussions with the California

Grain Feed Association and various California lending institutions.

This memor'andum summarizes our findings.

Legal Framework

In January, 1976, California amended its version of the

Uniform Commercial Code (Vee) to extend to buyers of farm products

the same protections granted buyers of other goods; namely that

a buyer takes free and clear o~ any security interest in the

goods if the purchaser is -. ,buyer in the ordinary course of

business.-

Under both the vee as adopted by California and the othe;

48 states, a buyer in the' ordinary course of business is one

who purchases ·without knowledge that that sale is ••• in violation

of ••• the security interest of a third party.- Accordingly,
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under California law, a purchaser of farm products takes free

ana clear of a lender's security. interest if the pur e ne se r is

unaware that the sale is in violation of that security interest.

Thus, in california if a seller of farm products diverts the

funds from his lender and the purchaser has clear title, the

lender would suffer a loss. To avoid such losses, California

banks have implemented var~ous procedures to assure that purc~asers

of larm products have. -knowledge- of any security interest in

the goods. Such -knowledge- would not qualify a purchaser as

-a buyer in the ordinary course of business· and he would not

ta ke clear ti tle to the goods. The next section discusses the

various devices' used by California banks.

California Methods

The principal method of protecting a lender's interest

has been to notify the purchaser of the farm products of the

existence of the lien and how payment should be made consistent

with the terms of the security agreement. It must be emphasized

tha t there is no statutory requirement that the lender provide-
the notice ~~ however, failure to provide that. notice jeopardizes

the lender's security interest.

California banks have developed two principal methods to

notify potential purchasers of the lien~ letters to potential

buyers and assignments of returns.

Under the first method, the bank may request the grower/

borrower to provide a list of potential buyers in conjunction
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with t)ae loan application. Once ,~. loan is granted I the bank

then .ends out a letter to all "t.n~ial buyers identified by

the grover to apprise them of the eaiatence of a security agreement

in the particular crops .n~ the ••••ptable manner of payment,

normally a check m.'. ,ayable ~o ••• ,rover and lender as joint

payees. The receipt of tbis l.~t.r puts any potential buyer

on notice of the bank' •••curitJ iaterest in the crops and of

how the sale is to ~ ••de, fail.,. ~. follow the instructions•

will ~.ny the purchaser cl.ar title t. ~b. crops since the purchaser

would ~.ve known that tbe ••le •••••de in violation of the

security agreement between the aaak ,.a~ ,rower.

~h. second method ~- assi'.... t ef returns is used by

banks when a grower deals primar117 wi~h a one purchaser. Onder

this ••thod, in conjgnction with t-' l~.n application, the grower/

borrower will file' with tbe ar.••a, .. -••~i9nment sign'ed by both

the grower ana the purchaser stati., that the grower has assigned

all ri9hts to payment to the ~••k. While such an assignment

does not normally incluae the p.~.~a&. price, the assignment
.,'!

requires payment directly to the ~ftk !!~ payee. With this

method, failure of the purchaser te pay the bank will aeny him
,

clear title.

Since neither of these methods are required by statute,

banks are fre~ to use' them as they see fit. Normally, if ­

bank has·a longstanding relat~onship with a particular growe.

~rid the grower has more than adequate capitalization, a bank
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may choose not to send letters to potential purchasers or request

an assignment of returns. On the other hand, for those growers·

who are new to a bank and are without more than adequate capital­

ization, a bank may further protect its interest by conducting

monthly audits.· Under this system, a bank will conduct a monthly

review of the grower's:accounts and adv~nce m6ni~s only after

they are sure that the glower has not diverted the funds but

has paid the bank promptly. With this system, a bank can keep

a close eye on the grower and keep diversions to a minimum.

Banker's Reactions to the California uee

Overall, bankers seem to be comfortable with the clear

title for farm products. Since banks are free to notify all

potential and actual purchasers, they have been able to adequately

protect their security interests in farm products, just as they

have for other commercial commodities and goods. Furthermore,

since .the California Dec does not require a particular form

or type of notification, the banks are free from any worries

as to whether any particular notice was technically proper.

In light of California's experience with the clear title for

farm products, it would appear that this system is both workable

and desirable.
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Mr. VOLKMER. Has the gentleman concluded?
Mr. HATCHER. Yes.
Mr. VOLKMER. I have no further questions.
I appreciate you being here.
The chairman may have some questions. He is tied up over at

the Capitol right now. I would appreciate it if you would be aole :.-.:
stay for a little while until he returns in order to determine whe.;..~~·
er or not he has questions he may wish to address.

Thank you very much for your statements. We appreciate you.
being here. It has been most informative.

At this time we will call our next witness, Mr. Jay Spivak of
Denver, Colo., for the National Meat Association; accompanied by
Mr. James Kefauver-that is a well-known name-and also Mr.
John Carr, director of public affairs.

Mr. Carr, I would .appreciate your introducing yo~~~' witnesses
that you have here.

The statements that we have will be made a part of the record,
and you may either summarize the statements or review of t.:J.~

statements in full.
Mr. CARR. Thank you, Mr. Chairman.
As you said, my name is John Carr. I am director of public af­

fairs at the National Meat Association.
With me today to present our association's statement is Jay

Spivak, on my far left. He is executive vice president, sales and op­
erations, for Pepper Packing Co. in Denver, Colo.

On my immediate left is the association counsel, Mr. Jim Ke­
fauver, to also help answer questions on this issue.

Mr. Spivak.

STATEMENT OF JAY SPIVAK, EXECUTIVE VICE PRESIDE~"T,

PEPPER PACKING CO., ON BEHALF OF THE NATIONAL MEAT
ASSOCIATION. ACCOMPANIED BY JAMES KEFAUVER, COUNSEL,
AND JOHN CARR, DIRECTO~ PUBLIC AFFAIRS, NATIONAL
MEAT ASSOCIATION

Mr. SPIVAK. Good morning.
My name is Jay Spivak. I am executive vice president of sales

and operations for Pepper Packing Co.. of Denver) Colo. This morn­
ing I am representing the National Meat Association, a Washing­
ton-based trade association that represents packers and processors
nationwide.

We are pleased to have this opportunity to appear before this dis..
tinguished panel and discuss the serious double-jeopardy threat we
face whenever we buy livestock. Unlike buyers of most commod­
ities, we do not receive clear title to livestock purchases, which
leaves us vulnerable to legal actions if the cattle are mortgaged
and the sellers do not repay their loans.

The National Meat Association is most qualified to address this
issue. Association members handle more than 70 percent of the Na­
tion's beef and substantial portions of the pork and processed
meats industries. A majority of these members must purchase live­
stock d:..~.~.y as the raw materials they need to operate their bnsi­
nesses.



15

can always make a loan and profit from it, and at the same time be
secure in the knowledge that someone will repay him.

Lenders also conjure up a bleak picture of farm loans dwindling
if their free loan insurance were eliminated. This suggestion is dis-
proved by concrete evidence. \

In 1976, California removed the farm products exemption from
its UCC. Did nonreal estate farm credit dry up in California? No.
As you can see from this chart on my right, in every year-with
the exception of 1978-nonreal estate farm loans in California in­
creased. at a more rapid rate than the average for the United
States as a whole. .

This is significant. I·am certain that other witnesses will testify
today that if the agricultural exception contained in the Uniform '.
Commercial Code is removed the number of loans made to farmers
will decrease.

Please bear in mind the experience in California, which leads the
Nation in agricultural :aoducB has proven otherwise. We are
cohfidelit What transplr in · ornia is indicative of what will
occur if the farm products exception is removed nationwide. Rather
than a negative effect on farm loans, such action by Congress may,
in fact, have a positive effect. See attachment A.

Further, as indicated by the recent Wall Street Journal article,
Farm Loan Funds Are Not in Short Supply. See attachment A.
Indeed, rural community banks have access to a corporation
formed by 12 State banking associations to market their loans to
major lending institutions, including international ones.

Opponents of the Harkin bills-that is, those who would defend
the status quo-also argue that these bills constitute Federal intru­
sion into matters traditionally under the control of the States. This
argument overlooks the thrust of the Uniform Commercial Code­
uniformity. It was a lack of State uniformity in the laws governing
commercial transactions that led to the adoption of the UCC in the
first place. The Uniform Commercial Code, as its title indicates,
does not contemplate that each State do its own thing.

Moreover t because of the plain unfairness of section 9-307, many
State legislatures have enacted amendments to this provision.
These amendments differ radically in the 12 or so States involved.
Some States passed laws to institute a statewide ruing system for
liens. Other States require sellers to disclose liens to buyers. One
State permits a lender to recover from a buyer only after the
lender has instituted criminal action against the defaulting borrow­
er. And California, as I mentioned previously, has eliminated the
farm products exception altogether. Thus, .the uniformity of this
code provision among the States has already been eroded. There­
fore, a Federal enactment would create uniformity, which was the
fundamental purpose of the code in the first place.

The facts, the logic, and plain commonsense support treating
buyers -of farm products just like buyers of any goods. We are
asking for nothing more than this.

In the difficult economic times that farmers and other business­
men are currently going through we can ill-afford such a burden­
some and marketing disruptive law that serves only to insure lend­
ers from losses due to imprudent loans or improperly supervised



17

ATTACHMENT A

MONREAL ESTATE FARM DEBT OUTSTANDING IN
UNITED STATES AND CALIFORNIA. 1977-1982

~ United States· I Change California·· I Ch.ftQ~

1977 37.800,000 +14S 2.730,000 +171

1918 47,300~OOO +251 3.130.000 +151

1979 54.800,000 +162: 3,770,000 +20~

1980 63.500,000 +161 4.750,000 +261

1981 69,200~OOO + as 5. 160.000 • 9i
1982 77.800.000 +121 6.960,000 +351

-Figures stated in Sl.000's rounded off to nearest S100.000.000

--Figures stated in Sl.000·s rounded off to nearest $10,000.000.

-Monreal Estate farm Debt-, Statistic,l Bulletins 1977-1982
Farm Credit Administration, Economic Analysis Division. •
(Figures for 1978-1982 include Commodity Credit Corporation
loansi figures for 1977 do not.)



STATEMENT OF THE AMERICAN FARM BUREAU FEDERATION
BEFORE THE AGRICULTURAL RESEARCH AND

GENERAL LEGISLATION SUBCOMMITTEE OF THE
SENATE AGRICULTURE, NUTRITION AND FORESTRY COMMITTEE

REGARDING MORTGAGED AGRICULTURAL COMMODITIES

Presented by
Ray Mackey, President

Kentucky Farm Bureau Federation

September 26, 1984

My name is Ray Mackey, President, Kentucky Farm Bureau
Federation, and a grain, livestock and tobacco farmer from
Elizabethtown, Kentucky. I am·also a member of the American
Farm Bureau Federation Board- of Directors •

.
BACKGROUND

Farm Bureau appreciates the opportunity to testify on
the mortgaged agricultural commodities issue which 'is
becoming an increasingly more onerous problem to a.broad
segment of agriculture. This statement is supported by
Farmers Bome Administration (FmHA) statistics (See
Attachment Il which indicate that the problem in 1982 was
larger in grain sales than in livestock sales despite the
fact that ·the value of livestock cases pending showed an
850 percent increase from 197B~82. Cotton is not included
in FmHA statistics, but testimony in the Bouse Agriculture
Committee indicated that there is a growing problem for this
commodity also.

For a number of years the livestock and grain
industries have been plagued by a difficult situation which
adversely affects companies that handle sales transactions
for farmers, ranchers and other sellers. The problem is
crea~ed by a small minority of producers who illegally sell
livestock, grain or other commodities which have an .
outstanding lien and, without paying the security holder,
divert the funds to other uses. Third parties, i.e. market
agents, packers, elevators and other parties without actual
knowledge of the recorded liens, are liable to the security
party for the value of the commodity and incur a loss equal
to that value. As a result, the injured third party pays
for·a commodity twice, once to the seller and once to the
bank as payment for the seller's loan.

IMPACT ON AGRICULTURE

We are concerned about this situation for three
reasons:
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First, it poses an undue financial hardship on markets
to which producers sell their commodities. We are
interested in' any problem which reduces the economic viabi­
lity of agricultural markets.

Second, as the problem continues to grow, it is
adversely affecting individual farmers as well as the
markets to whom farmers sell their products. Farmers bUy
products such as feeder cattle and pigs, and breeding stock
from other producers. Onder the current lien laws, farmer­
buyers are required to make double payments when loans are
not repaid to security holders.

Third, the current situation is inequitable. Section
9-307 of the Uniform Commercial Code states, -A buyer in
ordinary course of business, other then a person buying farm
products from a person engaged in farming operations, takes
free of a security interest created by his seller even
though the security interest is perfect and even though the
buyer knows of its existence. w In other words, buyers of
products in the ordinary course of business are under no
obligation to search for liens. However, because of the
exception • •••other than a person••• in farming
operations••• • in Section 907, buyers of farm products must
search for liens and are liable to repay the loan if a lien
exists.

This section of the Code, therefore, treats agri­
cultural producers differently than any other businessmen
and means that the purchaser of a farmer's grain or
livestock 1s liable to pay for commodities twice when the
producer fails to repay the lienholaer for the mortgaged
commodities. To avoid the double payment possibility, the
buyer is expected to conduct a title search on the hundreds
of sales transactions conducted daily. The title could be
recorded 1n a county that is not even in the same state as
the sale. The sale could also occur in the evening or on
the weekend when county offices are not open.

It 1s unreasonable for the livestock market or grain
elevator to become a credit supervisor for a lending
institution. In effect, the buyer of farm products becomes
the involuntary guarantor of a loan about which he knew
nothing, in which he had no input as to the advisability of
the loan or the limit of the credit granted, and for which
he receives no compensation in th~ form of interest to cover
risk exposure and jeopardy he has involuntarily and
unknowingly assumed.

The "inequity is especially apparent for tbe livestock
market which does not have the protection of other buyers in
commerce because of the lien laws, but is subject to the

. prompt payment requirements of Section 201.43 of the Packers
and Stockyards Act.
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WHY IS THERE A FARM PRODUCTS EXEMPTION?

The answer to this is unclear. The exemption appears
to have been adopted by draftsmen of the Uniform Commercial
Code because it was the predominant view of case law early
in the 1960's. Case law probably supported the exemption
because agriculture loans were difficult to supervise early
in this country's history. Poor roads and communication
made it difficult for-lenders to check on loan collateral
such as range cattle. However, this is certainly not the
case 'today.

_The exemption should be analyzed in terms of-its appli­
cation to modern agriculture. Tremendously improved
transportation and communication networks make agricultural
loan supervision easier.

Farm products are no different than other products sold
in commerce and shouldn't receive different treatment. The­
current Code treats farmers as if they were unsophisticated
businessmen. However, the management skills, technical
knowledge and capital requirements in farming today are
equal to those in most other businesses.

The inequitable situation faced by the buyer of farm
products who pays for commodities twice is in sharp contrast
to the favorable situation faced by the lender. For reasons
which aren't clear, the agriculture exemption puts the
agricultural creditor in a less risky, more advantageous
position than the inventory creditor. This inequity, which
benefits one small group of individuals to the detriment and
exc~usion of the rights of others, must be corrected.

HOW WILL FARM CREDIT BE AFFECTED BY ELIMINATION OF THE
EXEMPTION?

Lenders argue that the cost of credit will increase and
the availability of credit will decrease 1f the exemption is
eliminated. This hypothetical argument used by the lenders
is without merit. If our leading state in agricultural pro­
duction is an example of what will happen to agricultural
credit upon removal of the exemption, then this is clearly
not the case. In 1976, California eliminated the exemption .
and' non-real estate farm loans increased- in every year
except one. The increase was at· a more rapid rate than the
national average. The harm presently being suffered by far­
mers far outweighs a speculative or unconfirmed concern that
the elimination of the exemption might adversely affect farm
credit.
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When commercial banks throughout the country make loans
to farmers, Section 9-307 is not taken into consideration.
If it were, we think that farmers would pay less for credit
and get more favorable credit terms than anybody· else in
regular commerce because there is less risk. Since farmers
do not receive more favorable credit terms from commercial
lenders, we don't feel that elimination of the exemption
will have any effect.

Based on ~hese arguments, we believe that agricultural
lenders are opposed to elimination of the exemption because
it lowers the riSk on agricultural loans and allows less
stringent loan 8upervision.

IS A FEDERAL OR STATE SOLO'1'ION APPROPRIATE FOR '!'HIS PROBLEM?

One of the effects of adoption of the Uniform
·Commercial Code by several states has been to facilitate
interstate trade. The underlying purposes and policies of
the Code are to clarify and modernize the law concerning
commercial transactions, to permit continued expansion of
commercial practices through custom, usage and agreement of
the parties, and to make uniform the law among the various
ju~isdictions. Since it 1s also the specific intent of the
Code that the courts be able t~ develop the law embodied
therein in light of unforeseen and new circumstances and
practices, it follows that the proper construction of the
Code be in view of the above mentioned policies and
purposes.

It is also important to note that significant quan- .
tities of grain and livestock are marketed across state
lines. When encouraging Congress to pass grain elevator
bankruptcy legislation, we argued that uniform state laws
were necessary to facilitate agricultural trade. The same
point is valid in-this issue.

For these reasons we feel that a state solution to the
problem is not appropriate. Senator Huddleston's bill,
s. 2190, enables buyers of farm products to take title free
of third-party security interest. This bill, with a minor
amendment to protect livestock agents and auction markets,
(See Attachment II) is the proper legislative solution.

KENTUCKY EXPERIENCE

In Kentucky, we have taken action to partly resolve the
problem that develops when-mortgaged agricultural com- .
.modities are sold. For example, Kentucky farmers have
experienced the misfortune of losing a great deal of money
from grain elevators and stockyard bankruptcies.
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Often these bankruptcies were brought about because the
market place was forced to pay twice for the same commodity
which had been sold illegally. The double payment, there­
fore, jeopardizes the opportunity of other farmers who sell
their products legally from receiving payment.

Kentucky's Commercial Code had for several years
required that all selling agents, except tobacco wareho~se­

men, be responsible for determining whether a lien exists on
any item passing through his sales ope~ation. Otherwise,
the agent had been responsible to the lienholder for the
amount of the lien. In 1982, we amended our state law by
giving the same protection to licensed grain and .livestock
yard operators as was previously afforded tobacco warehouse­
men. Lienholders are now required to notify the market
place either by certified or registered mail 1f they desire
the market place to be responsible for the amount of the
lien should the mortgaged property pass through the
operation. If no such notice is given, the market place is
not responsible.

Kentucky's law has worked very well, and I might add
that agricultural credit 1s still available and our lending
institutions have not fled the state as many might have
suggested. Unless Congress takes action to solve the
problem, many states will follow the ways of Kentucky by
attempting to address the situati.on by adopting a wide range
of legislative solutions. This action could possibly bring
about additional problems due to the fact that the various
state laws governing commerce will no longer be uniform.

We appreciate the interest and support this
Subcommittee has shown in- the mortgaged agricultural com~

modity problem and encourage you to consider a legislative
solution similiar to s. 2190.



ATTACHMENT I

FMHA SUMMARY OF MORTGAGED COMMODITIES CASES

LIVESTOCK

FISCAL AVERAGE

~ NUMBER AMOUNT ill!

Refer-red to OGC* 1978 105 $ 508,130 $ 4,839
1982 292 4,004,680 13,714

• 2,151Collected 1978 S6 120,447
1982 Sl 383,055 7,511

Pending at OGC* 1978 128 766,663 5,989
1982 595 6,581,968 11,062

G R A I N

FISCAL AVERAGE

~ NUMBER AMOUNT em

Referred to OGe· 1978 No Info No Info
1982 199 $4,215,940 $21,185

Collected 1978 No Info No Info
1982 54 517,428 9,582

Pending at OGC* 1978 No In·fo No Info
1982 439 7,194,321 16,387

* USDA's Office of General Counsel



ATTACHMENT II

In order to protect the seller's agent, the following
wording should be added to s. 2190:

.
-A commission merchant or selling agent who
sells livestock or other agricultural
products for others shall not be liable ~o

the holder of a security interest in such
livestock or other -agricultural produ~ts"

even though the security interest 1s
perfected, 1f the sale is made in the
ordinary course of business and without
actual knowledge of the security interest.-



SENATE JOINT RESOLUTION 123

WHY THE STUDY IS NECESSARY?

The livestock and gra1n industries have been plagued by a difficult situation
which adversely affects companies that handle sales transactions for farmers,
and other sellers. The problem is created by a small minority of producers who
illegally sell 11veatock or grain which has an outstanding lien and, wi thout
paying the secur1ty holder t divert the funds to other uses. Third parties,
1.e. market agents, packers, elevators and other parties without actual
knowledge of the recorded liens, are liable to the security party for the value
of the commodity, thus incurring a loss equal to that value. As a result, the
injured third party pays for a.commodity twice, once to the seller and once to
the bank as payment for the sellers loan.

THE FOLLOWING PROBLEMS ARISE DUE TO THIS SITUATION:

1. The double-payment penalty 1s jeopardizing the financial security of many
markets (livestock, gra1n, etc.) to whom farmers sell their products. Farm
Bureau is 1nterested in eliminating problems which can reduce market
opportunities.

2. It's not always livestock markets or grain elevators who are forced to pay
for commodities twice. Many farmers buy breeding stock, feeder pigs, etc.,
from other farmers and are forced to pay twice for the commodity.

3. Losses due to double payments for products are passed on to other producers
1nterms of higher marketing fees and processing costs.

WHAT IS THE CAUSE OF THE PROBLEM?

Section 9-307 of the Uniform Commercial Code states, ~~.buyer in ordinary course
of business, other then a person buying farm products from a person engaged 1n
farming operations, takes free of a security interest created by his seller even
though the security interest 1s perfected and even though the buyer knows of its
eXistence." In other words, buyers of products 1n the ordinary course of
business are under no obligation to search for liens. However, because of the
exception " ••• other than a person ••• in farming operations••• n 1n Section 307,
buyers of farm products must search for liens and are liable to repay the loan
if a lien exists. This section of the Code, therefore, treats agricultural
producers differently than any other businessman and means that the purchaser of
a farmer's grain or livestock is liable to pay for commodities twice when the
producer fails to repay the lien holder for the mortgaged commodities.

WHY ARE THE AMENDMENTS NECESSARY TO SJR 123?

1. A comprehensive broad study is needed to look at all alternative solutions
to the problem. The amendments broaden the thrust of the study.

2. A national study has revealed several viable solutions for states to the
problem.

3. The farmer will pay any costs associated with statutory solutions - the best
most least costly solution is desirable.



Legislative Issue~

Lien Legislation: Congressmen Stenholm (D-Tex) -and Gunderson (R-Wis)
have introduced a. bill in Congress which would shift the burden of
checking for liens from buyers to lenders. Lenders would tave to
inform potential buyers that liens exist or ,they will have no claim
against a buyer when the seller didn't use proceeds to payoff the
loan. A similar bill is moving through the Senate.

This would indeed solve a serious headache for buyers such as pac~ers,

stockyards, grain elevators, etc., but it would create an even more
devastating effect on the producer's ability to borrow operating
money. If a lender is not able to repossess the collateral used to
secure a loan, he will simply stop lending against that type of coll~

ateral. What impact would it have on agriculture if lenders refused
to lend production money·unless it could be. secured with equipment
pr real estate? Obviously many producers would be forced out of busi­
ness. Granted, buyers have 'a significant problem under the current
system, but this legislation would create havoc for producers and
eventually problems for the buyers also. Virginia and severa~ other
states have taken steps toward a central filing system for· liens on
agricultural commodities. 1his approach, if i~ can be introduced
cost effectively, appears to be a much more sensible solution to the
problem, and one which would not require Federal legislative inter-
vention. ·
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S.F.

Section 1. Section 554.9307, subsection 1, Code 1985, is

2 amended to read as follows:

3 1. A Except as provided in subsection 4, a buyer in

4 ordinary course of business t~~bseetieft-9-e£-sectieft-554.i~eit

5 othe~-than-a-perso"-b~y~"g-£erm-pree~ets-£rom-a-perse"-engaged

6 ift-£armiftg-e~eratie"s as defined in section 554.1201,

7 subsection 9, takes free of a.security interest created by
8 that person's seller even though the security interest is

9 perfected and even though the buyer knows of its existence.

10 For purposes of this section, a buyer or buyer in ordinary

11 course of business includes any commission merchant, selling

12 agent, or other person engaged in the business of receiving

13 livestock as defined in section 189A.2 on commission for or on

14 behalf of another.

15 Sec. 2. Section 554.9307, Code 1985, is amended by adding

16 the following new subsection:

)- NEW SUBSECTION. 4. a. A buyer in ordinary course of
Jusiness buying farm products from a person engaged in farming

19 operations takes free of a security interest created by that

20 person's seller even though the security interest is perfected

21 and even though the buyer knows of its existence, unless the

22 buyer receives prior written notice of the security interest.

23 "Wri tten notice" means an or iginal financing statement

24 effective under section 554.9402, or a carbon, photographic,

25 or other reproduction of an original financing statement

26 signed by the debtor or a notice on a form prescribed by the

27 secretary of state, or a carbon, photographic, or other

28 reproduction of the form that contains all of the following:

29 (1) The full name, address, and social security or tax

30 identification number of the debtor.

31 (2) The full name and address of the secured party.

32 (3) A description of the collateral.

33 (4) The date and location of the filing of the financing
3~ _atement.

(5) The date and signature of the secured party.

-1-
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(6) The date and signature of the debtor.
b. The written notice expires on the earlier of either of

the following dates:

(1) Eighteen months after the date the secured party signs
the notice.

(2) When the debt that appears on the notice is satisfied.

c. For the notice to be effective, the buyer of the farm

products must have received the notice prior to the time the

buyer has made full payment to the person engaged in farming

operations. The notic~ is not eff~ctive against any payments

made prior to receipt of the notice.

d. Within fifteen days of the satisfaction of the debt,

the secured party shall inform in writing each potential buyer

listed by the debtor to whom the notice provided in paragraph

"e" has been sent that the debt has been satisfied.
e. A debtor engaged in .farming operations who has created

a security interest in farm products shall provide the secured
party with a written list of potential buyers of the farm

products at the time the debt is incurred if the secured party

requests such a list. The debtor shall not sell the farm

products to a buyer who does not appear on the list unless the
secured party has given prior written permission or the debtor

applies the proceeds the debtor receives from the sale to the

debt within fifteen days of the date of sale. A debtor who

knowingly or intentionally sells the farm products in
violation of this paragraph is guilty of a serious

misdemeanor.

f. A buyer of farm products buying from a person engaged

in farming operations shall issue a check for payment jointly

to the debtor and those secured parties from whom the buyer-has received prior written notice of a security interest. A

buyer who issues a check jointly payable as specified in this

subsection takes the farm products free of a security interest
c~eated by that person's seller. A buyer who does not issue a

check jointly payable as specified in this subsection does not



S.F. H.F.----

1 take the farm products free of a security interest created by

2 that person's seller. A buyer shall not withhold all or part
3 of the payment to satisfy a prior debt. However, the buyer
4 may withhold the costs incurred by the purchaser to market or
5 transport the farm products if such costs are part of the

6 agreement to purchase the farm products.

7 EXPLANATION

8 This bill provides that a buyer in the ordinary course of

9 business who purchases farm products from a person engaged in
10 a farming operation takes free of a security interest created

11 by the seller unless prior to making full payment the buyer
12 receives a notice from the secured party that the secured

13 party has a security interest. The debtor is required to pro­
14 vide the secured party if requested a list of potential

15 buyers. The debtor is guilty of a serious misdemeanor if the

16 debtor knowingly or intentionally sells the farm products to
17 another person unless the secured party has given written
18 permission or the debtor satisfies the debt within fifteen

19 days of the date.of sale. A buyer· who receives notice of the
20 security interest shall issue any payment check jointly in the

21 name of the seller and the secured party.
22

23

24

25

26

27

28

29

30

31

32

33

34

35
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First Regular Session

LDO NO. 85 0387/1 Fifty-fifth GeneralAssembly

STATE OF COLORADO

BY SENATOR R. Powers

SENATE BIll NO. 3Ga_lL.
IATIIlL DIleO I EBIY

A BILL FOR AN ACT

1 CONCERNING THE PROTECTION OF BUYERS OF FARM PRODUCTS SUBJECT

2 TO SECURITY INTERESTS.

Bill Summary

(Note: This su_ar~ 'Y!:~lies to this bill a~ introduced
and does not necessarily reflect any amendments WhlCh may be
sUbsequently adopted.)

Amends the "Uniform Connercial Code ll to include, in a
provision which allows buyers to take free of security
interests. persons buying farm products from persons engaged
in farming operations.

3 Be it enacted ~ the General Assembly of the State of Colorado:

4 SECTION 1. 4-9-307 (1), Colorado Revised Statutes, is

5 amended to read:

6 4-9-307. Protection of buyers of goods. (1) A buyer in

7 ordinary course of business (subsection (9) of section

8 4-1-201) ether--ths"--a--person--ba,;ng--farm-produets-from-a

9 pe~son-engaged-;n-fa~m;"g-ope~at;o"s takes free of a security

10 interest created by his seller even though the security

11 interest is perfected and even though the buyer knows of its

12 existence.

(:.a,l;t.' letter. indir.te lIetE nu'erUl Itl be .dded to ai.ting .,.'Ule.
n••J.a...._ .......1. J_ ~.... • ••.• •



1 SECTION 2. Safety clause. The general assembly hereby

2 finds, determines, and declares that this act is necessary

3 for the immediate preservation of the public peace, health,

4 and safety.

-2- 36
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I. INTRODUCTION

A significant problem facing buyers of farm products -- especially the. ,

buyers who are packers or processors of livestock, or marketing agencies, ~~

is that the commercial law applicable in virtually all states generally allows

the lending i~stitutio" th~t has"financed the producer's operations to pursue

the farm products collateral for those loans into the hands of buyers in the

ordinary course of business. This means that when a producer sells livestock

or other farm products, but does not use the sale proceeds to repay the

lender's loan, the lender may sue and recover the value of ,those goods from

the buyer. To safeguard the lender's interest, in other words, the buyer may

be forced to pay twice for the same goods.

As a result, this state-law rule frustrates the normal expectations of

commercial buyers, and leaves the rights of farm products buyers out of line

with the rights of all other marketplace buyers in th~ ordinary cou~se of

business.

This Nfarm products exception" deserves the Subcommittee's serious

attention for a number of reasons:

1. That port;on of the Uniform Commercial Code that presently protects

the lenders instead of the buyers of farm products t i.e. t the -farm products

exception,· is anomalous within the Uniform Commercial Code ;tself, and out of

step with basic commercial la~ poljcies. Ordinary-course buyers of commercial

inventory routinely take free and clear of security interests created by their

sellers, as do buyers of other types of collateral such as negotiable

instruments, securities, warehouse receipts and bills of lading. Only in the·

case of- farm products is the otherwise dominant policy of encouraging the free

flow of goods in COfiwerce not maintained.



2. Recognizing the anomalous and capricious effect of the farm ·products

exception, a number of courts and state legislatures have sought to modify its

impact in various ways; while sometimes helpful to farm products buyers, these

state law efforts are sporadic and inconsistent, and in fact create new legal

uncertainties and impose new procedural burdens. These state initiatives,

however, do confirm the suspect nature of the -farm products exception- itself.

3. The problem is exacerbated for buyers of livestock, because federal

law (the Packers and Stockyards Act. as amended in 1976) requires cash buyers

of livestock to pay for the;r purchases on ~he spot or within twenty-four

hours after the sale transaction. This means that processors, meat packers

and other livestock buyers (including producers buying from other producers)

~ part with their purchase money at a time and under circumstances when it

is simply impossible for them to protect themselves against undisclosed

security interests. The buyers, in short, are compelled by federal law to be

insurers for any lender who is not paid off promptly with the proceeds of the

sale.

4. Preemption of state law appears to be the only practicable .. way to

produce a fair and uniform rule for application in the increasingly multistate

farm products markets. Uniform state legislation to change the farm products

rule is not likely in the forseeable future, if ever. Meanwhile utterly

inconsistent special rules are being enacted on a state-by-state basis.

Preemption of state law is justifiable not only to achieve uniformity, but

also to correct the imbalance created by the federal Packers and Stockyards

Act. Such preemption, with respect to the state-law Uniform Commercial Code,

would not be unprecedented.

3



The sections below develop each of these points at greater length. There

are also attached to ,this testimony several appendices which summarize the

existing state law (including recent state legislation farm products

exclusion), and the court decisions involving claims against buyers of farm

products.

II. THE "FARt,t PRODUCTS EXCEPTION" IS AN ANOMALY IN C_OMt-1ERCIAL LAW.

A. General policy of buxer protection in the uce
1. uce provisions.

The so-called farm products exception derives from the language of section

9-307{1) of the Uniform Commercial Code, which provides:

A buyer in the ordinary course of business •••

other than a eerson buying farm products from a person engaged in

farming operations takes free of a security interest created by his

seller even though the security interest is perfected and even though,

the buyer knows of its existence.

The general thrust of this provision ·is to insulate ordinary-course purchasers

from the claims of pr;or secured parties, but t~e underscored language

explicit1y denies that protection to buyers of farm products.

The isolated nature of the farm products rule is clear on an examination

of other UCC provisions. Under UCC 9-306(2) a secured creditor waives its

rights in any type of collateral if the creditor has authorized the debtor to'

sell or dispose of the goods, and such authorization to sell may arise from

explicit contract language, "or otherwise." uce 9-308 and 9-309 confirm that

bo~afide purchasers of chattel paper, negotiable instruments, securities,_

warehouse receipts and bills of lading may take free and clear of prior

4



perfected security interests. Outside of the secured financing context,

provisions in Art.icles·2, ~ and 7 of the uee create broad bonafide purchaser

protections for buyers of goods, negotiable instruments and negotiable

documents. See uee sections 2-403. 3~305, and 7-502.

The farm products rule is therefore clearly an exception to the mainstream

commercial policy of permitting buyers to take free of prior claims of

ownership or security.

2. The pureoses of bonafide purchaser protections

It is important to understand why. as a general po~icy, the uce favors

purchasers over prior claimants. The reasons are basically ones of fulfilling

the expectations of the parties, and implementing good public policy.

a. Goods cannot move smoothly through commercial channels ;f

each buyer must initiate an ;nvestigation of the origins of the goods and of .

his seller's authority to sell. The buyer's usual expectation is that goods

offered for sale by a merchant are legitimately in the stream of comulerce, and

that· a purchase transaction -- once completed in the ordinary course of

business -- will not be overturned or challenged by earlier secured creditors.

b. Protection of bonafide purchasers is also justified on

pragmatic grounds. The secured creditor has presumably investigated the

debtorls creditworthiness, integrity and business competence. to determine the

level of risk in the transaction. Indeed a lender's business routinely

includes calculating and taking those kinds of risks. The lender is therefore

in a better position to monitor the debtor's conduct, to police the

collateral, and to assure that the proceeds from the debtor's sale of

collateral are applied on the debt. Purchasers, on the other hand, are

generally not in a position to appraise whether the debtor/seller ;s properly

Jerformin9 its obligations under fi~ancing arrangements with various lenders.

5



c. The UCC confirms this general policy of protecti~g buyers

in a striking fashion. Once the collateral is sold. UCC 9-306(2) gives the

original lender an automatic and continuing security interest in the proceeds

of that sale. Thus, when a farmer or rancher sells his crop or livestock,

receiving in exchange the buyer'.s check, note or other pa3~ent obligation,

that payment obligation becomes subject to the original security interest and

may be seized by the lender to satisfy the original debt. This right to

proceeds is in a very real sense a trade-off for allowing the buyer to take

the actual collateral free of the security interest. But in the case of farm

products the effect of these rules is that the lender's security interest

continues in both the original collateral and the proceeds. The farm products

lender gets two bites at the apple.

B. The "farm products exception" has never. had clear theoretical or

practical justification_

Against the general uce policies for protection of buyers, just

discussed, the ufarm products exception". in uce 9-301(1) stands as a unique

rule that has never been adequately justified.

1. Origins of the farm products exclusion.

Protection for lenders on farm products collateral was the prevailing

caselaw rule prior to the official promulgation of the Uniform Commercial Code

in the early 1950s. Thus it is not surprising that the draftsmen should adopt

that dominant view into UCC 9-307(1).

But what were the underpinnings of this special rule for farm products

that the UCC draftsmen adQpted? The Official Comments to the UCC.say nothing

about it. The principal draftsman of Article 9 of the UCC, Professor Grant

Gilmore, has said that the the farm products exclusion exists "for reasons



which are never precisely articulated." II G. Gilmore, Security Interests i~

Personal Property §26.10 (1965). The gist of the pre-UCC caselaw was that
. .

somehow the purchaser just did not seem to merit treatment as a bonafide

purchaser, at least when evaluated against the desire of the lender to retain

its security interest protect;on~

Perhaps the best explanation ·is suggested by Profess~r Gilmore, and it is

that a ·small country bank holding a small country mortgage- made a more

instinctively appealing plaintiff than did large commerc;al lenders. This

makes sense. The court holdings that developed the special farm products rule

are largely from the late 1800s and the early decades of this century

times when the privately-owned. farm-community bank was thought to be

indispensable to the area's economic progress and wel1~being.

It is doubtful that the ·small country bank" syndrome offers any

persuasive support for the farm prQducts exclusion in. the 1980s. Even the

smallest banks -- with the assistance of trade associations and federal and

state supervisory agencies -- have the capacity to operate sophisticated

lending programs. If'the farm products rule·was originally thought necessary

to prevent ba~k failure and the loss of customer deposits and savings, federal

and state deposit insurance programs virtually nullify any such risk.

Moreover, with the initiatio~ of government financed or gove~nment supported.

farm credit programs under the aegis of the Department of Agriculture, the

federal government itself has become a major financer of farm operations and

thus a major beneficiary of the farm products exception. It taxes ~redulity

to justify a preferential rule for large government lending programs on the

ground that those programs are essentially "small country banks."
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There is not ·even a clear and universal distinction between goods that are

farm products and goods that are inventory. The same crop or livestock may be

class1iied as farm products in one case but as inventory in another. The farm

products exception operates only on collateral which, at the time of sale, l!
farm products as that term is def;~ed in the Uniform Commercial Code. ·The

definition lists crops, livestock and similar items, but impose~ two

additional specifications: (1) in the case of products of crops or livestock,

they must still be in an ·unmanufacturedU state. and (2) in all cases, to be

farm products, the goods must stili be ;n the possession of a debtor engaged

in farming operations. Any goods that fall outside this complex definition

become "inventory" and so are not subject to the farm products exclusion. The

definition indicates how shadowy is the dividing line between farm products

and inventory. For example, one court found that where a rancher left

livestock' at a commercial feedlot and sold them from there, the' livestock 'were

·inventory" rather than farm products. Garden City peA v. Internatio~al

Cattle Systems, 32 uce Rep. 1207. (D. Kans. 1981).

"The point is that there are no differences of significance between farm

products and inventory -- yet purchasers of inventory qualify for bonafide

purchaser protection while buyers of farm products do not.

Probably the strongest factor sustaining the farot products exception is

simply inertia. The rule was incorporated into the uce based on older

judicial precedents, and has not been changed on the statute books of most

states. Over time, of course, a protective rule such as this garners staunch

defenders among those who benefit from it. But self-interest based on the

status quo is not necessarily fair.

9



c. Specific ways in which the farm products exclusio~ is anomalous

withi~ the Uniform Commercial Code.

The farm products exclusion is inconsistent with the UCC's general polic~

of protecting the expectations of ordinary-course buyers, as just described.

The odd nature of the farm products rule is shown in a number of specific

instances.

1. Normally, when inventory collateral is sold off, the financerls

security interest shifts from those inventory items to their proceeds. The

farm products fina~cer obtains such an enforceable security interest in the

proceeds of sale -- the check, note, or other payment instrument -- which the

financer can trace into the debtor's bank account if necessary. But by virtue

of the farm products exception, that financer also continues to have an

effective interest in the goods themselves, despite their sale. Farm products

lenders) in other words, have two forms of security, where other lenders have

only one.

2. According to uce 9-301(1)(c}, the farm products financer loses to a

buyer in the ordinary course of business if the financer's security interest

is left unperfected. Perfection usually involves filing a notice in an office

in the county where the debtor resides. Yet, as discussed in more detail in

the next section, buyers often find it impossible to verify whether financing

statements are on file or not, before finalizing their purchases. Thus the

farm products rule mayor may not operate in the lender's favor, depending not

on any particular knowledge by the buyer. but rather on the technicalities of

the lender's own paperwork.

3. · As noted above, the farm products rule does not apply if the goods

are classified'as inventory. Whether a particular farm commodity qualifies

for the special rule may·then depend on whether the goods have in some sense.
been "manufactured," or on whether they are ~til1 in the "possession" of the
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farmer/debtor. These characteristics, which would shift a crop or herd of

livestock from farm products to inventory, may be largely fortuitous. In

other words, the financer may be unaware of, and have no control over,

circumstances that change the 'character of his collateral and no longer

subject it to the farm products exclusion.

4. The only interests that are preserved through the farm products

exclusion are formal security interests (virtually always held by professional

lenders). Other kinds of prior ownership interests can readily be cut off by

bonafide purchaser rules elsewhere in the uce. For example. suppose a rancher

buys cattle from a neighbor in exchange for a check that bounces. If in the

meantime the rancher resells those cattle to an innocent purchaser, that

purchaser takes free and clear of the neighbor's claim of ownership. UCC

2-403. It is difficult to justify protecting the purchaser against this kind

of fraud but not against the rancher's failure to pay the bank. It is equally
. .. .

difficult to explain why the professional lender deserves protection but the

neighbor does not.

5. Perhaps the most bizarre effect of the farm products exception is

that if the lender's security interest survives the debtor's sale to an

immediate buyer, then it survives as to all SUbsequent purchasers as well.

Thus a livestock financer, for example, could ~ue not only the commission

merchant to whom the cattle were sold directly, but,also the slaughterhouse

that purchased from the commission merchant, and the packing plant, processor

or other distributor, that bought from the slaughterhouse. ' Theoretically, the

lender could pursue his collateral all the way to the consumerls dinner

table •. This is clearly the effect of UCC 9-307(1), even though in those

subsequent sales the goods are

11



conventional inventory and no longer farm products. ' (In sales of inventory,

the buyer takes free of security interests created by his immediate seller,

but not free of earlier liens). The farm products exception, in other words~

frustrates the expectations not only of the first buyer but all buyers in the

chain of distribution.

III. STATE-LAW DISAGREEMENT WITH THE FARM PRODUCTS EXCLUSION.

Beyond the analytical weaknesses in the farm products exclusion, there has

been substantial disenchantment expressed about it by courts, state

legislatures, and uce draftsmen.

A. Court holdings

Although protection for the farm products lender probably remains the

majority rule based on uce 9-307(1), a number of courts have found openings in

the UCC through which the effects of that provision can be avoided.

The most common ground for judicial decisions in favor of the purchaser is

that the lender somehow aauthorized" the sale, thus relinquishing any

continuing security interest in the farm products once they are sold. This

notion derives from language in UCC 9-306(2), and the courts have read it as

qualifying the farm products rule in 9-307(1). Typically, farm products

lenders will specify in their loan agreements with producers that collateral

is not to be sold without the lender ls permission and without. accounting for

proceeds. Those courts which have found in favor of buyers have emphasiz"ed

that despite such contract language a ucourse of dealinga had developed

between the lender and borrower in which the lender acquiesced in sales made

without express permission.

Not all courts have agreed on the applicability of this "waiver" theory.

Some, intent on protecting the lender l s interest, find either that the lender

~ever gave any implied authorization to sell, or that the express terms of the
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contract control over the parties' conduct. The minority line of cases

recognizes the importance of the actual conduct of lenders, debtors and

buyers, rather than simply relying on the literal language of the farm

products exception in the UCC. The waiver or aauthorizatio~" cases thus show

that judges will sometimes be cr~ative, and will not apply the farm products

rule unthinkingly in situations where it produces unfair results. Professor

Barkley Clark, in his treatise on Secured Transactions Under the UCC, has

recently noted that these cases ·continue the swing of the pendulum in favor

·of bonafide purchasers in this area." These expressions of judicial

conscience, however, are limited in number, and offer no long-term solution if

the rights of the parties must be litigated in every case.

As noted earlier, other courts have found that the farm products financer

may not recover f~om the purchaser for other reasons: either the lender Js

sec~rity interest was unperfected (as by'an inadequat~ description of the

collateral), or because the goods were no longer in the possession of a farmer

and thus were "inventory· rather than farm products.

Together these cases confirm that the farm products exclusion i~ neither

blindly applied nor universally approved in the courts.

B. A number of state legislatures have enacted statutes to ease the

burden of the farm products exceptio~ on bu~ers.

Most of the security interest provisions of Article 9 of the Uniform'

Commercial Code have been enacted and retained in the form in which the

draftsmen promulgated them. But the farm products exceptio~ has been the

subject of direct or indirect modification in at least sixteen states. MOst

of these modifications have as their purpose to reduce the risk that farm

products buyers may have to pay twice for the same goods, and thus to avoid

the discriminatory effect of the farnl products exceptio~.
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This state legislation is listed and summarized in an attachment to this

testimony. The state laws fall into several distinct categories:

1. One state has repealed the farm products exception outright, leaving

farm products collateral subject to the same rule as other inventory: ~,

ordinary-course buyers take free 'and clear of the lender l s security interest.

It ;s noteworthy that the state that flatly rejects the farm pr~ducts rule is

California, the nation's largest producer of agricultural cORmlodities. Bills

to repeal the farm products exception have been introduced in nine state

legislatures in the past two years.

2. Another type of state law provision subjects the debtor to criminal

prosecution if the debtor engages in miscondu~t such as selling collateral

without accounting for the proceeds. or selling collateral to buyers not

previously listed with the seller. The purpose of these criminal sanctions is

to encourage the farm products producer to disclose the lender's involvement

to the,purchaser. The safe step for the purchaser is then to issue its

payment check jointly to the seller and the' lender, thus assuring that the

lender realizes those proceeds.

3. Perhaps the most frequently used mechanism in these variant state

laws is to require that the secured lender give specific notice of its lien to

prospective purchasers in advance of sale, as a condition to ~he continuing

va1idity of the lien against those purchasers. Here t~o the ,theory is that,

with such notice, the purchaser will take steps to assure that the payment

proceeds go to retire the sel1er ls indebtedness to the lender.

4. A related technique in some states ;s to require the buyer to obtain

from the seller a certificate which identifies any outstanding security

interests. The buyer must then make payment jointly to the seller and

.ienholder. U~less the buyer receives such a certificate, and makes payment

accordingly, buyer is subject to the lien.
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5. A number of states in recent years have changed from county fil~ng to

central state filing for security interests in farm products. This limits the

number of offices in which records must be checked to verify outstanding

security interests, but those offices may still be hundreds of miles away from

~he point of sale, or in other states altogether.

6. Several states have shortened the statute of limitations applicable

to the lender's action over again~t the purchaser. This reduces the

co~tingent nature of the purchaser's liability to the lender. ~nd may induce

the lender to monitor the debtor/seller a bit more closely. But it does "

nothing to relieve buyers of the basic risk imposed by the farm product~

exception.

Together these state enactments suggest a growing concern in the state

legislatures about the fairness of the farm products rule in uce 9-307(1).

Each of these approaches seeks to alleviate some of the risk for a purchaser

who innocently b~ys farm products without immediately seeing to it that

outstanding liens are satisfied. But together they represent only scattered

and uneven responses to the problem. For example, a buyer located in" one of

these states would still be subject to the full force of the farm products

exception if it purchased goods at sites outside that state.

c. The Article 9 Review Committee recommendations.

In the light of the more recent state legislative activity just described,

it is worth noting that in 1970-71 there was a serious proposal to delete the

farm products exception from the official Uniform Conwercial Code. At that

time the Permanent Editorial Board of the uce had appointed a Review COlnmittee

to draft revisions of Article 9 of the Code. In a preliminary report, the

Review Committee recommended that the farm products exception be eliminated,
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but in its Final Report in 1971 the Review Committee waffled. Noting. the

pre-Code origins of the rule, the Committee "questioned whether the pre-Code

practice is still sound under modern conditions," but doubted that the states

would ever agree on a uniform policy. The Committee therefore softened its

recommendation to an ·optional" one.

The Permanent Editorial Board deleted the Committee1s optional

recommmendation, for reasons that are unexplained. In context, it is likely

that the PES simply wanted to avoid making such a schizophrenic optional

recommendation on a point that was so controversial in the states. The PES

may also have been deferring to the desires of the federal government, whose '

farm 'credit agencies were frequently the lenders insisting on preservation of

their security ;nterests against purchasers.

IV. THE PARTICULAR DILE~1AS FOR LIVESTOCK PURCHASERS

The effect of the farm products exception is ,to force the purchasers

of farm products to become either collecting agents on behalf of the lender t

or guarantors of the debtor's honesty, or both. Purchasers, however, are in

no position and have no skill or means to perform either function, and there

seems little reason why they should have those resBPnsibilities.

A. The impossibility of verifying farm products liens

Commercial sales of farm products commonly take place through a variety of

market forums -- i.e., through auctioneers, commission merchants, stockyards,

warehouses, feed lots, buying stations, sale yards, terminal markets. and the

like. Sale locations have tended to shift from large terminal markets to

points closer to the farmer's or rancher's operations. Deals are negotiated,

struck and consummated quickly, in a setting where complete and reliable

information about the seller's outstanding loans and security interests on

particular lots of goods may not be immediately at hand.
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In this setting, the buyer concerned about protection from possibJe future

claims by the seller's fin~ncing institution has some very lisnited options.

The buyer may ask the seller about the existence of liens and the identity of

the lienholder. If such information is provided, the purchaser may issue

checks payable jointly to the seller and the "lienholder, or may seek lien

waivers from the lender. But th.e seller may be unreachable (for example if

goods are being handled through brokers or agents); or a seller engaged in

widespread farming or ranching operations may not have available the details

of financing arrangements covering those specific goods; or the seller may

simply misrepresent the true facts. This latter possibility is likely in

cases where the seller intends to divert the proceeds, and it is in just these

cases that the unpaid lender will later seek a second payment from the

purchaser.

Alternatively, and theoretically, the purchaser m~y check the filed

financing statements required of secured creditors under Article 9 of the

ucc. Such financing statements, indexed in the name of the debtor, identify

the lienholder and contain at least a summary description of the covered

collateral. The very purpose of the uce filings is to alert third parties

about outstanding secured claims.

Ironically, however, the uce filing system that is designed to prevent

misrepresentation and secret liens is largely useless for that purpose in the

farm products setting.

With filings generally located in the county of debtor's residence or

where the crops are grown, the purchaser needs to ascertain the sellerls name

and the· appropriate location. That seemingly simply information may be quite

elusive, for sellers operate as sole proprietorships, partnerships,
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corporations (with subsidiaries and operating divisions), and through

syndications; and, they may operate as several different commercial entities

simultaneously. The county, even the state, of "residence,· or of crop

location, may be problematic for widespread production enterprises. Even if a

financing statement is found, it may reflect only a general description of

collateral -~ such as 61983 wheat crop,· or "beef cattleU
-- without further

specification.

Not only is the public record information difficult to- find and often

imprecise, but distance and time constraints make the problem more acute.

Buyers must often settle for purchases on the day of sale or shortly

thereafter, while lien information is located in offices that are usually open

only during normal business hours. Moreover, those filing off;ces are likely

to be many miles away, or even in different states.

As a practical matter, therefore, farm produc~s purchasers are often

powerless to verify and respond to the risk of an undisclosed security

interest. Yet the effect of the farm products exception is to force those

purchasers to guarantee that payment by them will actually reach the

{undisclosed} lienholder.

B. Eflfect of the "prompt payrnent 'l rule of the Packers & Stockyards Act.

Purchasers of livestock (as distinct from other farm products) face a

special problem that increases their dilemma. By virtue of Section 409 of the

Packers and Stockyards Act, 7 U.S.C.A. § 228b, cash purchasers of livestock

must settle for their purchases by check or wire transfer before the end of

the next business day after the purchase is made. That is, federal law

requires final payaent for the livestock within a time frame that is so short
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that it becomes virtually impossible to make inquiries of and receive

responses from uce filing offices that may be scattered through .numerous

states and counties. The purchased livestock itself ;s held ·in trust" for

the sellers until those payment checks clear.

This federal ·prompt payment" rule was strengthened by statute in 1976, as

part of an effort to protect livestock producers from the risk of

non-payment. This had happened following the bankruptcy of several large meat

packers whose checks for livestock purchases were then dishonored. Properly

administered, the PSA prompt payment provision may serve a useful purpose, but

its causal relationship to the problems arising from the farm products

.exception is clear. On the one hand federal law forces livestock buyers to

pay promptly to the seller; on the other hand the farm pro~ucts rule of the

uce forces them to pay again to the seller's financer if the seller

misappropriates the original payment. This seems a classic Catch-22 pattern.

There is an irony here as well. The prompt payment rule in sectio~ 409 of

the Packers and Stockyards Act was created to deal with problems flowing from

4 the collapse of meat packi.ng and processing companies. The indirect effect of

the PSA provision is to increase the f'isk that those packe~s and processors

will have to pay twice for some livestock; this kind of risk can only

contribute to the possibili~y of more meat packer failures.

V. PREEMPTION OF STATE LAW WITH RESPECT TO THE FARM PRODUCTS EXCEPTION

SEEMS JUSTIFIED, AND IS NOT UNPRECEDENTED.

A. Preemption is justified to deal with a problem of ~ational scope

where state law solutio~s are inadequate or uneven.

Present agricultural markets generally have relatively fewer (but larger)

purchasers of agricultural products for processing and resale than in the

past. This tends to blur state lines and create more national (or at least
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regional) markets for farm products. Differences in the state law applicable

to farm products sales become obstacles to the smooth operation of those

national and regional markets, and at such a point federal intervention and

preemption may become necessary_

Just such a situation is occuring with respect to the farm products

exceptio~. What was once a uniform state rule protecting the farm products

lender is now being whittled away by numbers of state statutes and court

opinions. Courts in some states continue to apply the farm products exception

literally, while courts in other states are inclined to find that the lender

has waived the lien by -authorizing" sales of the collateral.

A quarter of the states have acted legislatively to mitigate the farm

products exception, imposing various requirements to help assure that farm

products purchasers are not unduly burdened. But these approaches are

inconsistent from state to state, and that inconsistency undercuts any utility

those state innovations may have. Corrective action by one state does not

even help its own residents when-they purchase farm products elsewhere.

There is no realistic prospect that the Uniform Commercial Code will be

amended to adjust the farm products exception at the state .level. There are

currently no plans for revising Article 9 of the UCC in this regard. Even if

an official or ·optional" amendment were recommended by the Permanent

Editorial Board and the other UCC sponsors, there is little likelihood it

would be adopted in uniform fashion throughout the country.

With respect to the Farmers Home Administration and other federal farm

creditors, there is an especial reason why a federal statutory rule on

bonafide purchaser rights is appropriate. Because of the federal government's

~~terest in those lending programs, the courts have long agreed that the

20



government's rights as a creditor are not controlled absolutely by state law

and may be determined by courts as a matter of federal "common law." But in

its decision in United States v. Kimbell Foods» Ince," 440 u.s. 715 (1979), the

Supreme Court ruled that governmental entities such as the Small Business

Administration and the Farmers Home Administration would be bound, as a matter

of federal common law, by non-discriminatory state law of general

applicability. The effect is that the rights of the FmHA and similiar lenders

are controlled by the Uniform Commercial Code. To the extent-those rules

begin to vary from state to state with divergent interpretations of the UCC,

or with additional state statutory conditions, there is further justific~tion

for a standard, nationwide rule.

B. There is an overriding justification for preemption in the case of

buyers of livestock.

Beyond the reasohS just mentioned for federal preemption of the farm

products rule t there is an additional consideration affecting buyers of

livestock. This is the fact that part of the problem for livestock buyers is

caused by fe~eral law. The Uprompt payment" provision in Section 409 of the

Packers and Stockyards Act turns the screws several notches tighter for

livestock purchasers, who must pay their sellers immediately, usually without

opportunity to verify pre-existing liens. This federal provision, intended to

cure one difficulty, in fact created a new one •.
Congress -should acknowledge that its handiwork in 1976 has compounded the

problem of livestock purchasers. A preemptive federal law abolishing the farm

products exception would be the most appropriate response.

c.. Preemption in this context has ample precede~t.

If Congress were to preempt the farm products exception in the UCC, it

would hardly be the first time federal law has displaced portions of tile

Uniform Commercial Code.
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The most ,obvious ~recedent is in Section 410 of the Packers and Stockyards
..-.-,.

Act, 7 U.S.C.A. § 228c, which specifically preempts state laws dealing with

the bonding of packers and with prompt payment by packers for livestock

purchases•. The Utrust" provision of the same federal law, Packers and

Stockyards Act § 206 t effectively displaces those UCC provisions which some

courts had held to deny sellers the right to reclaim the goods if the buyer's

checks were dishonored.

Outside. of t~e farm products area, there are numerous examples of federal

laws that supersede portions of the Uniform Commercial Code. For example,

security interests in ships, aircraft, and railroad rolling stock are subject

to federal statutes with respect to perfection and priorities. The Federal

Bills of Lading-Act controls over Article 7 of the UCC for interstate

,carriers. Portions of the Magnuson-Moss Warranty Act limit the operatio~ of

rules in Article 2 of the uce. The Federal Reserve Board's Regulation J

applies to check collections through the Federal Reserve system,

notwithstanding UCC Articles 3 and 4.

The list could be extended. The point is that Congress has not hesitated

to act and to preempt even such deep-rooted state law as the UCC when there is

justification for doing so.

D. Preemption of the farm products exception should not undulx disruet

farm credit operations.

If Congress were to abolish the farm products exception by federal

statutes the immediate consequence is that farm products financers would no

longer be able to throw off onto innocent purchasers the risk of loss when the

~roducer fails to apply the sale proceeds on the debt. This, we submit, is



just what the law should provide, in the interests of fairness and to prevent

continuing discrimination.against purchasers of farm products. Whether such a

reallocation of risk would have any disruptive effect on the operations of

farm lenders and producers ;s necessarily a matter of speculation.

A ~umber of factors suggest that the impact of a preemptive federal law

would be minimal. For one thing, some farm products financers bear those

risks already: there is no farm products exception in California, and court

holdings in other states deny its use to lenders who have authorized the sale

of collateral. Presumably some lenders, though legally entitled to pursue the

purchaser, do not do so for reasons of expediency (distance, likelihood of

recovery, litigation expenses, etc.). So the amount of~ risk is unclear.

For another, preemption of the farm products rule would not mean that
.

purchasers could never be accountable. The buyer would still have to qualify

as a "purchaser in the ordinary course of business.- -The buyer would have to

be acting in good faith and without knowledge that the p~rticular sale was

unauthorized. These criteria would permit the lender to recover from any

buyer who was a knowing participant in an unauthorized sale.

A reallocation of risk from buyers to lenders is also justifiable if the

net amount of losses would be reduced t or if those losses could be absorbed

more efficiently by lenders than purchasers. A case can be made for each of

these suppositions. Losses from unauthorized sales and unaccounted-for

proceeds now fall indiscriminately on buyers. That is, the loss occurs after

the sale when a particular producer fails to payoff the secured loan with the

sale proceeds. Buyers are powerless to predict in advance the transactions

that will cause losses, and powerless to control the debtor/seller's use of



the procee~s once the sale had been finalized. Lenders, on the other hand.

generally ~1~tain continuing relatio~ships with their debtors, through which
. ,

they ca~ periodically check the status of the collateral or demand prompt

accounting for collateral that has been sold. It is likely that lenders

confro~ted ~ith a new measure of risk of non-payment will minimize that risk

through ine~pensive, routinized policing techniques.

Further, lenders are inherently better positioned to absorb and distribute

the resulting losses. For- example, lenders can reflect actuarial projections

of unauthorized-sale losses in their rate and fee structures 'for distributio~

among all borrowers. Or insura~ce against that specific form of risk may be

feasible. Under the present law, by contrast, the losses fall fortuitously

and randomly on purchasers of different sorts who ,as a group are much less

likely to be able-to absorb or distribute the loss~s through their customer

base.

With a clearly preemptive federal rule, financers and producers would be

~pared the'Qurden and expense of complying with the various recent state laws

~hat impose~extensive disclosure or certification duties on them.

Some may argue that at least a marginal increase in the cost of farm

credit is inevitable if the farm products exception is preempted by federal

~aw. This Subcommittee could usefully inquire into just that possibility. We

~oubt, however, that this Subcommittee or the Congress would find any

~easurable fnterference with farm products financing.
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VI. CONCLUSION

In summary, the so-cal1.~ farM ,roswcts exception as it now exists in

uce 9-307(1) is anomalous and ine~wita~le. It casts a risk of loss on

innocent purchasers that the uce generally would impose on the lender as a

cost of its business. It has the effect ef making farm products buyers

unwitting guara"tors of the seller's henesty, while the buyers are powerless

- to protect themselves against that .xpeswre. The farm-products exception is

fragmenting in the courts and in state legislat.ures, in a way that makes

uniform, preemptive federal ·law apprQpriate. Federal preemption is

particularly fitting in the case of livestock purchasers because the federal

Packers and Stockyards Act contributes to their dilemma. Finally, there is no

·-basis to believe that a real1ocatio" of this risk would seriously disrupt farm

credit.activities.

We appreciate the opportunity to present these views, and encourage the

Subscommittee to take steps to sGlve this farm products problem. We note the

two bills pending on this matter, H.R. 32" and H.R. 3297, and hope the

Subcommittee will pursue them.
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Holding the Line on
C it sses

Dealers in Iowa andMinnesota
lead a wave of demand
for repayment guarantees.

by The Editorial Staff

,
'N

0t since the 19305 bas
the issue of debtor
distress gripped the
fann community as it

has during the '80s, It says Neil Had, an
Iowa State University agricultuml econ­
omist, who monitorsthe financial health
of Americanagriculture. Thirty percent
of the nation's fanners are fully"loaned­
up"andfaceseriouseconomic problems,
he says, while 5 percentare expected to
fail by y~s ~·.tJ.

News accountsof increased fann fore­
closures and predictions that relief is not
imminent have sent fann lenders, input
suppliers, and a cast of other related
businesses scmmbling to assess mote
Carefully the financial capabilities of their
credit cUstomers-and to cut losses from
outstanding accounts.

Declining Equity Positions
Last March, a survey of Iowa fanners

foundthat 28 percent of those polledwere
carrying debt-to-asset ratios of greater
than 40 percent. Much of this problem
~an be traced back to a 1982 falloff in
annland values that eroded13percentof

the average fanner's equity. As a result,
croplandwhichhad earlierservedas loan
collateral now represents less security- .
prompting lenders to reduce the size of
production loan allowances, or require.

farmers to follow otherdramatic meas- repayment security and more efficient ­
ures aimed at paring down cash expen- methodsof detennining customer credit
ditures and bolstering liquid assets criti- worthiness. Each year, dealers say,
cal to servicing debt repayment scbed- farmersincreasedemand forcredit. Yet,
ules. under many state laws, fann suppliers are

Fertilizer retailers have' closely mon- forced to deal with cumbersome and
itored the myriad maneuvers of fann .time-consuming credit procedures.
banks to reduce lender vulnerability to What's more, when accountcollection
questionable agricultural loansand ensure problems arise, most retailers find
that collateral security agteements remain themselves categorized as commoncred­
binding. One suchmethod, sayretailers, itors-a position which reduces their
is lender pressuring of highly-leveraged likelihood of recovering overdue ac­
farmers to look to farm suppliers for a counts. These and other related frustra­
growing share of annual production tions are magnified as farmers increase
funds- in the fonn of retailcredit. theirdemand for still greateramounts of

InIowa, deal.en havecharged thestate's credit.
bankingcommunity withbeing toolenient In Iowa and Minnesota, retailer con­
an fanners in granting loan requests. cern over this issuepromptedsuccessful
Bankers answer these accusations with campaigns to give fann suppliersthe right .
charges of theirown,blasting retailers for to file priority liens against a customer's
being too quick to extendcredit in order crops or livestock. As a result, dealers
to land a sale. can recover the value of products or serv-

To besure, retailer-supplied credit has ices which were provided through prior
long been a fertilizer industry marketing credit agreements. In addition, both states
tool. Yet, today, fanners and suppliers adopted supplemental legislation requir­
alikeregard customercreditasmuchmore ing lender cooperation in disclosing the
than a sales aid; it has become a fact of financial capabilities of customers seek­
everyday business life. ing credit. And, if the overwhelming

dealer support that both campaigns at-
Laws Are Changing tracted is any measure of sentiment na-

However, news of thecontinued deteri- tionwide, a rash of similar contests is
oration of fanner financial positions has likely as retailers respond to reports of
convinced many retailers to seek greater deepening fanner financial distress. 10-
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Communication Is Key
In Minnesota, where similar supplier

lien legislation was recenr'v approved,
Rebecca Klein, Iegtsla: 'affairs
specialistfor the state's Fann \....redit Ser­
vices, says the first and most important
step in solving the issue of retailer risk
in granting credit is the required com­
munication between supplielS and lenders
in evaluatingcustomerssuspected of be­
ing poor risks. "Most situations that in­
volved retailer absorption of bad credit
were a result of an absence of dialogue
between suppliers andlenders," shesays.
"Withcommunication," sheadds, ~e've
found that lenders and suppliersgetalong
very well and are able to workout alter­
nate financing plans."

Iowa's Conover says suchcooperation
was widely practicedin his statedespite
the fact that no mandated lines of com­
munication betweensupplierand lender
existed. "Our country bank has seven
retailfertilizer suppliers as customers and
it's been common for them to discuss
their list of farm clients, and determine

Lien Privileges Important
Still, according to Winton Etchen,ex­

ecutive vice president of the IowaFertil­
izer and Ag Chemical Association, even
if retailers are only allowed to secure a
secondary lien against a customers crops,
theywouldbein a betterposition thanbe­
fore the priority lien ~egislatioD was
adopted. "The new law provides the

.privilegeto file a lien. Before, we would
line up with our hand outjust lilceanyone
else when a customer went under, even
though we supplied a good share of the
costs of that crop," Etchen says.

Indeed, almost half the production ex­
penses of a com crop are represented in
the cost of fertilizer and agrichemicals.
And, without a crop equity position, re­
tailersdidn't havea practicalrecourse for
collecting overdue payments. Now, ac­
cording to Etchen, ifa retailer suspectsa
potential customer to be a credit risk, he
can request that the individual sign a fi­
nancialdisclosure form. And, ifhe refus­
es, the association recommends that the
dealer operate on a cash-payment basis. ,

Similarly, if the bank reports that a
potential customer isn't good for the'
amountof credit desired, the retailerhas
a business decision to make-based on
documented facts, not from rumors
passed at the coffee shop. And, if the
retailer elects to grant credit despite the
risks, he also kDows at the outsetwhat ad­
ditionalsecurity agreements arepending.
-rhat's still better than being treated as a
common creditor," Etchen insist::.

Theprocedure assures they're briefedon er .repayment for outstandingaccounts.
the likelihood of repayment, and where
their lien would stand in respect to col­
lecting compensation, should the cus­
tomer fail or refuse to satisfy an estab­
lished repayment schedule.

Confusion Over Collateral
Fann lenders in Iowa and Minnesota,

however. had 8IJUCd against granting fer­
tilizer retailem theability to securepriori­
ty crop liens. They said it clouded the
issue of whichportion ofa growing crop

Holding Lenders Accountable can be guaranteed as secure lender col- .
Nevertheless, the JeCent passage of lien lateral.Lenders warnthat this issuecould

legislation in Iowa and Minnesota result in restricted credit to marginal
underscores the seriousness and deter- fanners.'
minationof retailers to resolve the credit The Iowa Banker's Association (IBA)
issue. The legislation, which requires was one of the most vocal opponents of
mutual cooperation betweenlendersand retaile~ in their bid to pass the lien
supplie,~ in sharing fanner financial in- legislation. Neal Conover,ch~ of
tormaQon, is viewed as. a pragmatic. mA's agricultural-legislation task force, .
app~h-oDe which almost all affected says the sales-driven~ of the fer­
factions could support in the final tilizer and feed supply business
analysis. But perhaps evenmoreextraor- significantly leCluces its regard for the
dinaIy are mandated procedures that hold overall financial healthof a farm opera­
lenders accountable for theirassessment tion compared to that of a principal
of customer credit worthiness-proce- lender. Therefore, once retailers are
dun:swhichassure repayment of overdue guaranteed the security of a prioritylien
accounts when creditors ~ previously position, salesstaffs couldbe inclinedto
iudged to have sufficient repayment encourage fertilizer purchases over and
capacity· above thoselevelsactuallynecessary, or

The drive to· implement crop lien beyond the fanner'srepayment capacity.
legislation in Iowa beganmorethan two .,f a supplier is goinl to have first
years ago and culminated with a com- rights on ". crop. we may DOt be able to
promise version thispast April. Underthe lendthe customer thetotal amount of pro­
legislation, Which will become effective' dudion fundshe reqeests because there
with fall fertilizer applicatioDS, dealers maybe uncertainty over collateralposi­
:80 now submit financial disclosure dons," Conover adds. That meaDS sup­
fonns-signed by the customer seeking pliers couldend upproviding male credit
credit- to determine if the individual has to marginalcustomers than theyeverhave
m adequate cash capacity to cover an- before, he wams. .
icipated purchases. The dealer can also "Retailers mayhavea lienposition, but .
earn if any security agreements have will the strength of their receivables be
t.lready been filed in connection withex- better than under the present position?·
sting loan obligations. Conover asks. "Just having collateral

Upon receipt of the notice, t~e .growing out in the tie14 doesn'tb~lp. ~'s

mstomer's lenderhas twodays to inform got to be harvested, hauled to the
he supplierwhether the applicanthas an elevator, and becreditedto the supplier.
~ net worthor creditcapacity with There is a lot of room for mistakes."
be b~ to ensure repayment of the Lenders, he says, are also concerned
eason'screditpurchases. Ifthe lender in- about the fonn ofcollateml they can se­
licates the customer doesn't have suffi- tuallycountOD. "Afanner couldobligate
ient equity to assure repayment, such himselfseveral times over on the same
otieeserves as fair warning to the retailer crop in covering the costs of seed, fer­
:tat he must accept the risk of nonpay- tilizerand agrichemicals, and otherpro­
nent if he grants the credit request. duction suppliers-and, as a result,the~
However, if the lender acknowledges wouldn't likely be enough money from

1attheapplicant has sufficient collateral the crop to compensate all lien holders.
) repay planned credit purchases, the "It's always been a popular notion that
enders letterbecomesan irrevocable let- there should be enough cash to go
erof credit guaranteeing the repayment around," Conover explains,but in reali­
,f all credit purchases indicated under the ty, it's much easier for a farmer to get
.otification statement. Thus, retailers over-extended. In addition, the Iowa
an make more infonned judgments as to bankers contend that the right to tile pri­
-hether credit can be safely extended. ority liens won't necessarily ensure Ietail-

deed, at least 10 other state fertilizer
..Jealer a.ssociations areexploring options
for introducing similar legislation.

But, fann supplier interestto establish
tougher lien lawsisn'ta new-found issue.
Similar lien legislation already exists in
several states, Including Nebraska and
North Dakota. Opposition from banks
and other lending institu~ons, however,
hasbeen sufficiently convincing in most
other statesto persuadelawmakers thatno
real need for change exists.
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~" ~ acceptable credit risks." "However, fertilizer dealen never desired important role In supplying SJgJUIICaDl

Moreover, he argues that an existing to make use of it. This infonnal system levels of credit, but adds that they'd prefer
mechanism for securing financial infor- worked quite well, but it just didn't work to remove themselves completely from the
mation on prior security agreements and to the satisfaction of fertilizer dealers," credit evaluation process.
loans was already sufficient.. According he maintains. "Still, it's exactly the same
to Conover, all state loan filings are mechanism bankers are expected to live Dealers Must Do Homework
handled through the secretary of state's with as extenders of credit." But both retailers in Iowa and Minne­
office. Retailers could learn the names But, this is preciselythe point retailers sora L:,;o concedethat the recently passed
of a customers creditors simplyby call- argue most passionately against. "Farm supplier lien legislation won't eliminate
ing that office and then seeking out suppliers aren't qualified to accurately all the risks inherent in extending credit.
creditors to gain specific information on judge the credit worthiness of customers. ~Itts not going to solve all our problems,
the terms and status of any loan.. We're in the business of supplying prod- but it will bring bankers back into the

"If the decision to press for a change ucts and services," says Crail Sallstrom, overall decision process," says Sallstrom.
in the code was to establish a mech- executivedirector ofthe Minnesota Plant 1'here will still be instances in which
anism for good communication, that Food and Chemicals Association. Sall- someone you never suspected as having
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:ummUDlty-1S round to have serious
:ledit problems," he adds. -We could also
cse some customers because they
eeome upsetwhenasked to signa finan­
:ial disclosure fonn. But maybe you're
Jetter off havingthat customer go down
he stn:et to somebody else."

Winton Etchenadds thatthe lien laws
;bowd encourage early identification of
nargiDal credit customers due to the
egislation's procedural requizements.
'Retailers can't wait until the season is
lpODthemto tdl a customerwho callsup
o order fertilizer thathe has to come in
LDd gooverhis financial informationand
iign a disclosure release," he says.
'Retailers will haveto do theirhomework
ahead of the season- which is a good
levelopment under any cilcumstanees.fI

EvenNealConoverapees thatthe new
egislatioD provides some worthwhile
neasures, such as the stipulation which
~ financialdisclosurefOnDS signed
)y the customer. MIt will put us in a bet­
er position to discuss the features of
:ustomer credit arrangements," he says.
:::onover readilyadmitsthatsome banken
lon't do a thoroughjob of disclosing in­
brmation with farm suppliers: .,t's Dot a
lerfect world-it's a little tough to find
)ankersthat are all unifonn in how they
(iew dissemination of information- just
ike it mightbe tough to prove that every

fertilizer dealer is committed to collecting
good credit information."

FiDaI Outcome Unclear .
One thing. however, is for sure. Few

of the proponents or opponents of the
Iowa and Minnesota legislation can
predict the long-term effects of their re­
cent aetioDS. Most IoWaDS and Min­
nesotaas trace their awareness of lieDS
backto 1977. when retailers in Nebraska
passed a fertilizerandagrichemicallien
law. Robert Anderson, president of the
Nebraska Fertilizer &, Ag Chemical In·
stitute, dismisses lender claimsof poten­
tial credit restrictions to financially strain­
edfarmers asanutterfalsehood. Says he:
"Despite continued waming~ from
bankers that margiDal customen. would
suffer increased rejections of eMit due
to a fertilizer lien. I have yet to hear of
a definite case."Priorto the Nebraska lien
lawt fertilizerdealers flatly lefuse<i credit
to marginal farmers if they were cut off
by their own bank, Anderson recalls,
Now, ifa lenderIeStrictscn:dit to 75 per­
cent of the plevious yeats borrowing
capacity, the deale~ can secure the crop
on which his products are to be applied.

Nebraska's program bas been even
more important in encouraging an in­
creased emphasis in the proper manage­
ment of customercredit.~ou've got to

set goals andestablish a struetwedc~ ·
program," Anderson says. "lf establish­
ed procedures are not in place and you're
unaware of your sales costs, aDd how
many additional sales are necessary to
cover those costs, you can't manage such
programs effectively."

The successor failure of the Iowa and
Minnesota supplier lien legislation is far
from being written, says Neal Harl.
wrhete are probably going to be some
problems over who has specific rights
underspecial conditions.

"'We clearly need an integrated, coor­
dinated approach to lending and credit
extension whichtakes· into account the in­
telCStand needsof the vendor, the fanner
and the lender, It he says. -Thus far,
each state is taking the action of im­
plementing it's own lien legislation-a
piecemeal approach to a national prob­
lem. Butit's a step in therightdiJectiOD,"
he emphasizes."t encourages the lender
andthe vendorto get togetherand size up
the farmer's capability together."

Undoubtedly, the successand intetpre­
tation of lien priority positions will re­
quire several examinations before long­
term difficulties are ironed out. However,
the benefits. of mandatol)' cooperationbe­
tween suppliers and lenders may be a
positivestep in providingboth immediate
and long-tenn gains. II
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1ST SESSIOK 5.2190
To amend the Agriculture and Food Act of 1981 to provide protection for

agricultural purchasers of farm products.

IN THE SENATE OF· THE UNITED STATES

NOVEMBEJl 18 (legislative day, NOVEKBEB 14), 1988

Mr. HUDDLESTON introduced the following bill; which was read twice and
referred to the Committee on Agriculture, Nutrition, and Forestry

A BILL
To amend the Agriculture and Food Act of 1981 to provide

protection for agricultural purchasers of farm products.

1 Be it enacted by the Senate and House of Representa-

2 tives of the United States of America in Congress assembled.,

3 That (a) title XI of the Agriculture and Food Act of 1981 is

4 amended by adding at the end thereof a new section 1123 as

5 follows:

6 "PROTECTION OF BUYERS OF FARM PRODUCTS .

7 "SEC. 1123. Notwithstanding any provision of Federal,
. .

8 State, or local law, a buyer in the ordinary cow:se of business

9 who buys farm products from a seller engaged in farming

10 operations shall take free of a security interest created by the



2

1 seller even though the security interest is prefected and even

2 though the buyer knows of its existence,",

3 (b) This section shall become effective thirty days after

4 enactment, except that liens made prior to the effective date

5 shall be exempt from the provisions of this section.

o

S 2190 IS



98TH CONGRESS H R 3296
1ST SESSIOK •• .

To provide that a buyer in the ordinary" course of business who buys fann
. products from a person engaged in farming operations shall O\\~ such goods

free of any security interest in such goods created bJ his seller even though
the security interest is perfected in accordance with applicable State law and
even though the buyer knows of its existence.

IN THE HOUSE OF REPRESENTATIVES

JUNE 14, 1988

Mr. HARKIN introduced the following bill; which ""&S referred to the Committee
on Agriculture

A BILL
To provide that a buyer in the ordinary course of businesSwho

buys farm products from a person engaged in fanning oper­

ations shall own such goods free of any security interest in

such goods created by his seller even though the security

interest is perfected in accordance with applicable State law

and even though the buyer knows of its existence.

1 Be it enacted by the Senate and House of Representa­

2 tioes of the United States of America in Congress assembled,

3 That this Act may be cited as the "Farm Products Buyers'

4 Protection Act of 1983".,

5 FINDINGS AND PURPOSE

6 SEC. 2. (a) The Congress finds that-



1 (1) certain State laws permit secured lenders to

2 enforce liens against a purchaser of farm products even

3 if the purchaser lacks knowledge that the sale of such

4 products to him is in violation of the ownership rights

5 or security interest of such lenders in such farm prod-

6 ucts, lacks any practical method for discovering the ex-

7 istence of such a security interest, or lacks any means

8 to assure that the payment of the loan of such lender

9 has been made;

·10 (2) such laws permit purchasers of farm products

11 to be subjected to double payment for the cost of such

12 products, first at the time of purchase, and second

13 when the seller fails to pa)? a debt which has been se-

14 cured by the farm products and the holder of the secu-

15 rity interest levies against the purchaser;

16 (3) the exposure of purchasers of farm products to

17 double payment inhibits free competition in the market

18 for farm products b)' discouraging purchasers from

19 dealing with sellers who have defaulted or may default

20 on loans; and

21 (4) this double exposure constitutes a burden on

22 and an obstruction to commerce in farm products.

23 (b) The purpose of this Act is to remove such burden on

24 and obstruction to commerce in farm products.

HR 3296 IH
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1 DEFINITIONS

2 SEC. 3. For .purposes of this Act-

a (1) the term "buyer in the ordinary course of busi-

4 ness" means a person who, in the ordinary course of

5 business, buys farm products from a person engaged in

6 farming .operations who is in the business of selling

7 farm products of that kind, and buys such farm prod-

S uets in good faith and without knowledge that the sale

9 thereof to him is in violation of the ownership rights or

10 security interest of a third party;

11 (2) the term "farm products" means-s-

12 (A) agricultural commodities,

13 (B) livestock,

14 (C) poultry,

15 (D) supplies used or produced in farming op-

16 erations or aquacultural operations, or

17 (E) unprocessed products of agricultural com-

18 modities, of livestock, of poultry, or of aquacul-

19 tural operations, including wool, maple syrup,

20 milk, and eggs,

21 which are in the possession of a person engaged in

22 farming or aquacultural operations;

23 (3) the term "knows" or "knowledge" means..
24 actual knowledge;

HR 329" 111
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1 (4) the term "security interest" means an interest

2 in farm products which secures payment or perform-

S ance of an obligation; and

4 (5) the term "State" means any of the several

5 States, the District of Columbia, the Commonwealth of

6 Puerto Rico, the Virgin Islands of the United States,

7 Guam, American Samoa, the Commonwealth of the

8 Northern Mariana. Islands, the Trust Territory of the

9 Pacific Islands, or any other territory or possession of

10 the United States.

11 PROTECTION OF BUYERS OF FARM PRODUCTS

12 SEC. 4. A buyer in the ordinary course of business who

13 buys farm products from a person engaged in farming oper­

14 ations shall own such goods free of any security interest in

15 such goods created by his seller even though the security

16 interest is perfected in accordance with applicable State law

17 and even though the buyer knows of its existence.

18 EFFECTIVE DATE

19 SEC. 5. (a) Except as provided in subsection (b), this

20 Act shall take effect upon the date of its enactment.

21 (b) This Act shall not apply with respect to a security

22 interest in farm products arising before the date of enactment

23 of this "Act.

o
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MORTGAGED AGRICULTURAL COMMOD!TIES

Senator Buddleston (D-KY) has introducec a bill, s. 2190, which
helps correct the problem created by producers who illegally sell
mortgaged livestock, 9r~in, cotton, etc., and use the funds for
purposes other than repaying the lender. Farm Bureau has supported
legislation to correct this problem because: .

1. The doubl~payment penalty is jeopardizing
the financial security of many markets
(livestock, grain, cotton, etc.) to whom farmers
sell their products. Farm Bureau is interested
in eliminating problems which can reduce
market opportunities.

2. It·' s not always livestock markets er grain
elevators who are forced to pay for commodities
twice. Many farmers buy breeding stock, feeder
pigs, etc., from other farmers and are forced to
pay twice for the commodity.

3. Losses due to double payments for products
are passed on to other producers in terms of
higher marketing fees ana processing costs.

. S. 2190 corrects the problem by deleting the farm products
exemption clause in the Uniform Commercial Code (DeC).

The DeC provides that buyers in the ordinary course of business
will be protected, except buyers who purchase farm products, by being
able to take title of goods free and clear of security interests even
if the goods are collateral on a loan that the se11er defaults on.

On the other hand, the good faith buyer of farm products is not
·protected~ Such a buyer can end up having to pay twice for the farm
produ~ts in order to take title~-once to the farmer and again to the
secured party if the farmer fails to repay his secured loan and the
secured party is seeking restitution.

. .
There does not appear ~o be a valid reason f~r differentiating

between buyers of farm products and buyers of other commercial goods.
Treating farm products differently has only caused serious problems
for buyers, sellers and the courts. ,

Most bankers oppose S. 2190 and argue that the cost and
availabil~ty of money to farmers will increase. However, California
eliminated the farm products exemption in 1976 and no adverse effects
·~n farm credit have resulted. '

Lenders-don't want any change in the farm products exemption in
the UCC because it lowers risk exposure without any increase in cost.
Banks can affoid to be lax in loan supervision because of the added
prote~tion granted in the UCC.
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-e i~vite yo~ to joi~ as in sponsc~in; s. 2190, a bill to ame~c
~he A;rieulture aft~ ~ood Act of 1921 to proviae ~rc~e=~ion fer
p~ch&se:s c! fa:: p=c~u=ts. ~he ~ill ~ill en~ble buyers of f~:c ­
proouets to take sucb proauc:s free cf thi~a~p&r~y seeu:i~y i~~e:e$:s•

. '.
~he Oniform Commercial Code, which has been adopted by &11 States

exeept Louisiana, provides prcteetioD for all buyers of goods in the
o:dinary ~ourse of busiaess except buyers who purchase f&rm prodDe~s.

The Code gives all except agricultural purchasers the right.to take
title of 9000S free aD~ clear of seeurity interests even if the goods
ere collateral O~ a loan that the' seller aefaults on. On the other
hane, the good faith buyer of fa~ products is Dot p:oteeted. Sueh I
buyer carl end ap baviDg to pay twice fo: the f&rm produets in order to
take title~~oDce to the farmer ana again to to tbe secured party if
-the fa:mer fails to repay his secure~ loan •

. I~ an attempt to ease the burden place~ on purchase%s of farm ­
products, many·States h3ve.modifiec, or are ~ow iDvol~e~ in the long
and complicated ~rocess-of modifying, their commercial codes to
address the problem. ~bis, however, may only caase furthe: confusion
because the States that have, to date, amended their statutes have not
used a single, consistent approach. S. 2190 would resolve the problem
in a uniform maDDer for all States and jurisaictions.

We ar-e enclosiDg eopies of a letter that lists a number of groaps .
supporting the enactment" of S. 2190 and the statement made upon the
introduction of the bill. If you would like to eospcnsor·S. 2190,
please have your staff call Laura Rice (4-S~O'), Hike Neruda "-3254),.
or Ben Bake~ (4-5207).

~nclosures. .

Sineerely,



National
Council.of
Farmer
Cooperatives ~1EMO TO:

FROM:

April 13. 1984

Product Lien Committee

Gl en Hofer n.
The joint NeFt/FCC Committee on Product liens met on March 30
in Washington. D.C. in the HeFC Conference Room.

The Issue

The present Uniform Conmercial Code contai.ns in Section 9-307 (1),
the following exemption:

uA buyer in ordinary course of business other than a
person buying farm products from a person engaged in­
farming operations takes free of a security interest
created by his seller even though the security interest
is perfected and even though the buyer knows of its

.. ex;stenee. I'
(Emphasis added)

This exemption places the buyer of agricultural products from
farmers, in the position of buying subject to a crop/livestock
lien without any practical means of knowing that the lien
exists. The result ;5 that buyers are made unfairly responsible
for repayment of the lien when the producer diverts proceeds of
the sale-to other uses. Thus the balance of ultimate responsibility
for liens which secure credit on agricultural products falls on
the buyer. The purchasers of agricultural products generally agree
that this burden of responsibility is inequitable and seek legislative
relief.

Agricultural lenders on the other hand, believe they must have
protection from those producers·who sell a commodity which has
an outstanding lien and then, without paying the security holder,
divert the funds to other uses.

The Current Legislative Proposal

H.R.-3296 (Harkin D-Iowa) and S. 2190 (Huddleston D-Kentucky) would
remove the agricultural exemption from the u.C.C., thus providing,

______"that a buyer in the ordinary course of business who buys fann -
1800Massachuseas products from a person engaged in farming operations shall own
~~hi:~~:~~0036SUCh.900dS free of any security int7res~ in such.goodS created
2021659-1525 by h1S seller even though the secur1ty tnterest 15 perfected

in accordance with applicable State Laws and even though the buyer
knows of its existence".
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Rationale for Compromise

Present situation is unfair to buyers who, with no practical
means of protecting their interest, often have to pay for
products; twice: once at the point of sale and a second time

, to lien holders, if sales proceeds have been diverted.

Proposed legislation would shift burden of responsibility from
buyers to lenders but would not address continuing problem of
diversion of proceeds from agricultural sales to uses other than
lien payment. It leaves the lender with no means to- enlist
aid of the buyer in seeing that proceeds are applied.

Various remedies have been legislated at the state level but a
lack of standardization has limited their effectiveness, particularly
as applied to the large volume of interstate traffic in agricultural
comncdities.

There is a need for standard procedures, which would create an
equitable sharing of responsibility between the lender, the producer
and the buyer. To this goal a joint NCFC/FCC Committee (listed
below) offers the following outline for remedial legislation.

Bob Andersen
Sandy Belden

Pat casey
Dave Dewey
Phil Dukes
Steve Phelps

Don Meers

Gail Tritle
Del Banner
Gl en Hofer

Nebraska Cooperative Council .
St. Louis Federal Intenmediate
Credit Bank
landmark
Wichita Bank for Cooperative
Agri Industries Board
St. louis Federal Intermediate
Credit Bank
Louisville Federal Intermediate
Credit Bank
Central Livestock Producers
Fanm Credit Council
National Council of Farmer Cooperatives

Proposed el enents of compromi se' 1eg; 51 a ticn des igned to amend the
Uniform Commercial Code in the treatment of security ~nterest in
agricultural commodity sales.

Actual Notice Requirement

8uyers will take subject only ~o liens of which they have received
actual written notice (from either the lender or the producer) within
18 months prior to the sale.



PrOducer I s Certificate - .J,J.J; s;. t'kLe;.. ~ ....1 u:~~/.. ~;~~

. Within the past 18 months, producer must have provided to the buyer
a certificate of ownership for liens outstanding against the commodity.
The certificate would include a warning of criminal penalties for
false statements and diversion of proceeds.

Joint Check Requirement

Having received such notice within the previous 18 months, the
buyer is required by law to include the lienholder{s) so identified
as a payee on the check. By so dO;"9 J the buyer is rel ; evec of ~"! 1
further 1iabil ity. .

Termination of Notice

Lenders must withdraw actual notice simultaneous with the filing of
a teMmination statement.

Crimina' Provisions

1.) Failure to apply proceeds from sale of products against
lien would be criminal offense•

.2.) Failure to remit within 10 days would be prima facie
evidence of fraudulent intent. .

3~) False statement on certification would be criminal
offense; however, remittance within 10 days would be
defense against charge of fraudulent intent.

4.) Criminal charges on transaction~yalues of less than $10,000.00
would be a misdemeanor. Criminal charges on transaction
values or more than $10,000.00 would be a felony. (Optional
by state)

Statute of Limitations

Should be shortened to two years from date of sale.



ELIMINATE TEE FARM PRODUCTS EXEMPTION TO

PROTECT BUYERS OF FAR..t.1 PRODUCTS

1. Farm Bill would be amended by adding the following wording:

SEC. 1123. Notwithstanding any provls~on of Federal,
State, or local law, a buyer in ~he ordinary course of business

who buys farm products from a seller engaged in farming

operations shall take free of a security interest created by the

seller even though the security interest is prefec~eo,\io even

though the buyer knows of it eXistenc:2)

(b) A commission" merchant or selling agent wbo sells farm
products for others shall not be liable to the holder of a
security interest in such farm products, even though tbe
security interest is perfected and even though the commission
merchant or se~l agent know of its existence, if the sale is
made in the ordinary course of business.

(c) This section shall become effective thirty days after

enactment, except that liens made prior to the effective date

sball be exempt from the provisions of this section.

II. Effect

Ca> Establishes an informal pre~notice system by allowing
creditors at their opt~on to notify markets of the existence of
a lien. The creditor could require that his authorization be

given.beforeOthe sale and/or that payment be made by joint
"check.

(b) If a marke t "is notiried of the lien, the credi tor is

not responsible for the loss because the market does not fit the

definition of buyer in "the or.dinary course of business."

According ~o this definition, a buyer must be "without knowledge
that tpe sale to him is in'violation of the. security

interst of a third party.- (DeC 1-201(9»

(cj Protection is only: provided to buyers w~o are unaware
of the existence" of the lien.
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Founded 1895
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(2021 635-5140

TIle Honorable Ualter D. Huddleston
United Sta~es senate
D~rksen Senate Office Building, Room 262
Washi'1gton. D.C. 20510

Dear .Senator Huddleston:

At the hearing on S. 21!)O \/hich you conducted on September 26, you asked
.:tlle \/itnesses to address tne form tflat any remedial legislation should take to
afford protection to buyers of farm products. There \1ere several suggestions
that legisl~tion Dodeled on tne recent state "notification" la~/s might be the
answer. In expressing N1I 's support for your bill, I alluded to the fact that
under S. 2190 creditors would be IDle to protect ~~e~selYes~;n the same way
they \lould under tne state notification 11\/5. This letter ts to elaborate a
bit on ~lat point, for inclusion in tne.hearing record if possible.

If your bill were enacted as is,·1 buyer of farm prodUCts would take free
of security interests only if the buyer qualified as a -buyer- in the ordinary
course of business.- This is a term of ar~ under ;he Uniform Commercial Code.
and presu~ably would be defined· the same way ;n a federal statute. It
requires'tllat the buyer be ·without knowledge tllat the sale to h;a is in
vi91ation of the ••• security interest of a third party.- Uniform
Commercial Code S '·201(9) (definition of buyer in the ordinary course of
business). In other 'lords, your bill "ould not operate as blanket protection
for all buyers under all circumstances. but only for buyers wllO were unaware
that-rt was an unauthorlzed sale.

It \loul d c:ertai n1y be possibl e for a secured credi tor, in tnese
circumstances, to take steps to notify ,possible buyers of the existence of the
security interest, and to advise such prospective buyers that the sale
requires the creditor's authorization. The notice might further state that
autilorization ;s given ;f the sale proceeds are remitted in the fore of a
joint-payee cnecx or similar arrangement". Once the creditor gave such notice,
tne buyer woul d be prot~cted from future cl aims only; f he compl ; es ~/i th the
restriction. ·



The Honorable Walter D. Huddleston
Oc~oDer 11 J 1984
Page 2

. Your bill does not require that creditors give notice in this fashion, but
it clearly permits them to 00 so. The various state notification laws aChieve
essentially tne same effect, Dut may impose very detailed requirementS about
the form, content and timing of the notice. Those requirements will
inevitanly vary from state to state. It is this feature of those state laws
tnat gives us concern about a blizzard of paper. with conceivably endless
haggling (and litigation) ov,r whether the notification was tecnnically
correct and timely.

Your bill, as originally 1ntroduced, may in fact be a more streaQlined way
to encourage creditors to monitor their debtors' markets, ~o identify
prospective buyers~ and to give tnem specific notice of the conditions for an
auulorized sale. The- only ·legal h question would be whether the buyer had
knowledge, and this is a question that, \ihen necessary~ the courts have
handled satisfactorily for years under the UCC. Secured creditors. under your
bill, would have maximum freedom to devise notification systems to suit their
own needs and preferences, witnout the riSK of imposing a new layer of
intricate papen~ork burdens.

Thank you for your continuing interest ;n this ~atter. N4I;s anxious to
work WiUl your SUbcocmit~ee and all other interested groups to find tne best
possible solution to the problem S. 2190 addresses.

Sincerely,

Ralph J. Rohner
Professor of Law.

RJR/gc
CC: Gary Jay Kushner

American ~~at Institute
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December 1, 1983

Hono:able Walt~r Budcleston
Uni~ec States Senate
Washington, D.C. 20515

Dear Senator. Buddleston:

We commend you for the interest you have shown in the mortgaged
commodity problem and for introducing S. 2190 which would protect
buyers of farm products. We are concerned, however, that this bill
will not, completely sol ve the problem for all adversely affect.ed
parties. In particular, we feel that livestock agents and auction
markets may not be afforded protection under this bill.

The Uniform Commercial Code states that "a buyer ••• " takes clear
title to products but the livestock auction market is not a buyer
because there has been no transfer of title. The auction market is an
extension of the seller, acting on behalf of the seller in order to
dispose of the commodity. Under .the provisions of S. 2190, the auc­
tion market will still be acting for the seller in committing a common
law tort when conversion of the mortgaged livestock occurs.

Therefore, in order to protect the seller's agent, the following
wording should be added to S. 2190:

ftA commission merchant or selling agent who sells
livestock or other agricultural products for others
shall not be liable to the holder of a security
interest in such livestocK or other agricultural
products, even though the s~curity interest is
perfected, if the sale is made in the ordinary
course of business and without actual knowledge
of the securjty interest."

We solicit your support to make this change.

Sincerely,

J n C. Datt
ecretary and Director

Washington Office



99TII CONGltE~S
1ST SESSION S.744
To amend the Agriculture and Food Act of 1981 to provide protection for

agricultural purchasers of farm products.

m THE SENATE OF THE UNITED STATES

)!ARCII 26 (legislative day, FEBRUARY 18), 1985

Mr. COCHRAN Ifor himself and ~lr. BOREN) introduced the following bill; which
was read twice and referred to the Committee on Agriculture, Nutrition. and
Forestry

A BILL
To amend the Agriculture and Food Act of 1981 to provide

protection for agricultural purchasers of farm products.

1 Be it enacted by the Senate and House of Representa­

2 tioes of t~e United Stales of America in Congress assembled,

3 That (a) title XI of the Agriculture and Food Act of 1981 is

4 amended by adding at the end thereof a new section 1123 as

5 follows:

6 "SEC. 1123. (a) Notwithstanding any provision of Fed­

7 eral, State, or local law, a buyer in the ordinary course of

8 business who buys farm products from a seller engaged in

9 farming operations shall take free of a security interest ere-

10 ated by the seller even though the security interest is perfect-



2

1 ed and even though the buyer knows of its existence: Prooul- ·

2 ed, however, That a buyer of farm products takes subject to a

3 sec~rit}? interest created by the seller if: (i) within twelve

4 months prior to the sale of the farm products the buyer has

5 received from the secured party or the seller written notice of

6 the security interest and of any payment obligations imposed

7 on the buyer by the secured party as conditions for waiver or

- 8 release of the security interest; and (ii) 'the buyer has failed to

9 perform those' obligations.

10 "(b) A commission merchant or selling agent who sells

11 farm products for others shall not be liable to the holder of a

12 security interest in such farm products, even though the secu­

13 rity interest is perfected and even though the commission

14 merchant or selling agent knew of jts existence, if the sale is

15 made in the ordinary course of business.

16 "(c) This section shall become effective thirty days after

17 enactment, except that liens made prior to the effective date

18 shall be exempt from the provisions of this section." ..

o

S 744 IS



99TH CONGRESS H R 1591
1ST SESSION • •
To amend the Agriculture and Food Act of 1981 to provide protection for

agricultural purchasers of farm products.

. ,

IN THE HOUSE OF REPRESENTATIVES

MARCH 19, 1985

Mr. STENHOLM (for himself. Mr. GUNDERSON, Air. BEDELL, Mr. DASCHLE, Mr.
ENGLISH, ~lr. J.ICCURDY, and ~lr. TALLON) introduced the following bill;
which was referred to the Committee on Agriculture

A BILL
To amend the Agriculture and Food Act of 1981 to provide

protection for agricultural purchasers of farm products. '.

1 Be it enacted by the Senate and .House of Representa­

2 tioes of the United States of America in Congress assembled,

3 That (a) title XI of the Agriculture and Food Act of 1981 is

4 amended by adding at the end thereof a new section 1123 as '

5 follows:

6 "SEC. 11~3. (a) Notwithstanding any provision of Fed­

7 eral, State, or local law, a buyer in the ordinary course of

8 business who buys farm products from a seller engaged in

9 farming operations shall take free of a security interest ere-

10 ated bv the seller even thouzh the buver 'knows of its exist-
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1 ence: Provided, however, That a buyer of farm products takes

2 subject to a security interest created by the seller if: (i) within

3 twelve months prior to the sale of the farm products the

4 buyer has received from the secured party or the seller writ­

5 ten notice of the security interest and of any payment obliga­

6 tions Unposed on the buyer by the secured party as .conditions

7 for waiver or release of the security interest; and (ii) the

8 buyer has failed to perform those obligations.

9 "(b) Notwithstanding any provisions of Federal, State,

10 or local law, a commission merchant or selling agent who

11 sells farm products for others shall not be liable to the holder

12 of a security interest in such farm products even though the

13 security interest is perfected and even though the commission

14 merchant or selling agent knew of its existence, if the sale is

15 made in the ordinary course of business: Provided, however,

16 That a commission merchant or selling agent of farm prod­

17 ucts takes subject to a security interest created by the seller

18 if: (i) within twelve months prior to the sale of the farm prod­

19 nets the commission merchant or selling agent has "received

20 from the secured party or the seller written notice of the

21 security interest and of anj~ payment obligations imposed on

-22 the commission merchant or selling agent by the secured

23 party as conditions for waiver or release of the security inter­

24 est; and (ii) the commission merchant or selling agent has

25 failed to perform those obligations.

HI 1591 lB



3

'1 "(c) This section shall become effective thirty days after

2 enactment, except that liens made prior to the effective date

3 shall ,be exempt from the provisions of this section.".

o

BR 1591 IB
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Delmar K. Banner
Pre\ldent

May 14, 1985

The Honorable Jesse A. "Helms
Chairman, Committee on Agriculture,

Nutriti~n & Forestry
United State~ Senate
Washington, D.C. 20510

Dear Mr. Chairman:

For The Farm Credit Council. the federated trade association representing
borrower-owned Farm Credit banks and associations and other cooperative
lenders throughout the country, I am writing to give our views on several
issues of concern to Farm Credit which may arise'during Senate Agriculture
Committee mark-up of the 1985 Farm 8i11. These involve various provisions
contained in three separate bills: S. 744 by Sen. Cochran; S. 466 by Sen.
Zorinsky; and S. 1119 by Sen. Melcher.

s. 744

For a number of reasons as outlined below, we continue to have serious
reservation~ about this bill as an appropriate and workable solution to the
farm products lien question. Unless amended, therefore, WE! must oppose 5.744
in its present form. We recognize. however. that under the current UCC farm

. products exception adopted in many states it is not always practical for·
buyers of farm products to determine whether a security interest exists in the
products they purchas~. The Farm Credit Council is committ~d to ·r~so11ing this
issue--but in a way that will permit a balanced sharing of responsibility
among the buyer, the lender and the producer.

In our efforts to find a constructive alternative to both the status quo and
S. 744, the Council has worked very closely with the National Council of
Farmer Cooperatives (NCFC)) with which it is affiliated. From the membe~ship

of NCFC) which includes both buyer groups and the Farm Cfedit banks, a task
force reflective of those diverse interests and all sides of the issue was
assembl~d. We believe the final product of that joint task force (chaired by .
a buyer representative) is a "true" and reasonable compromise.

· Enclosed for your review is a copy and summary of our proposal. It is
designed to result in an equitable sharing of responsibility among ~I j the
interested parties--the producer, the lender and the buyer--to deter
diversions and see that proceeds are applied to the secured loan. Especially
during these stressful times when the unique risks associated with
agricultural financing have never been more apparent, what is needed is a
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proposal sensitive to the lenders' need for adequate protection of their~ .
collateral. Yet it also must provide buyers with a reasonable way of avoiding
any liability for double payment in the event the producer wrongfully diverts
the proceeds from the sale of a mortgaged commodity. Our proposal achieves
both of these goals. · Under our propos al, in fact) even if the producer were
to make a false statement as to whether a lien exists, simply by obtaining
that statemen~ the buyer.would still be totally relieved of any ilability.

Althoug~ s. ~44 is at least some improvement over legislation from th~ last
Congress that would simply have eliminated the current UCC farm.products •
exemption , it is not a comprom i se bill. It has obvious- shortcomings. For
instance, in effect under S. 744 the one and only means by which lenders might
protect their interests would be to notify every prospective buyer. Yet
lenders are in no position to know to whom their borrowers will ultimately
sell. Borrowers themselves often do not know that at the time they obtain
their loans. Inevitably. the result of S. 744 would be to leave lenders with
no choice but to blanket the countryside with stacks of unsorted computer­
generated lists of borrowers. For all parties, but especially the buyers,
this would create a far greater paperwork proble~ than anticipated.

Another conce~n with S. 744 is that it may actually ,facilitate diversions:
because the potential buyer list required of sellers under this bill is
roughly the equivalent of a road map for a seller intent on committing freud.
The borrower prone to divert would know who he has put on that list for the
lenders: The same borrower would also know that he needs only to sell to a
borrower not on the list to beat the system. Our proposal corrects this
deficiency by coupling the option of actual notice by the lender with some
form of producer certification at the point of sale--the one '~art of the
transaction to which the lender is not a party. Under the Council's proposal t

each party may take affirmative steps to protect its interests; yet none.is
required to do so. We urge you to give favorable consideration to the
FCC/NCFC proposal.

Farm Credit Act Amendments

It is also our understanding that at least two amendments may be offered at
committee mark-up which would amend the basic Farm Cr~dit Act of 1971. One of
these could be a revised version of S. 466, a bill that broadens the
enforcement authorities of the Farm Credit Administration. In recent
testimony before the Committee the Council voiced a number of concerns with
such legislation as presently drafted. ~hile we continue to work closely with
and appreciate very much the willingness of its chief sponsor, Sen. Zorinsky,
to modify the bill so as to address our concerns) we do feel that an issue as
complex and specific to the Farm Credit System as this one would bes~ be
considered outside the context of the Farm Bill. For the same reason) we
would hope that any committee action on a measure by Sen. Melcher to insure
the "8" stock. of Farm Credit association stockholders might also be deferred
at this time and considered later after the,benefit of full hearings.



The Honorable Jesse A. Helms
May 14) 1985
Page 3

Thank you for considering the views of The Farm Credit Council. We would be
pleased to visit further with you or your staff on these or any other matters
before the Committee~

OKS: alh

cc: Members. Senate Agriculture Committee

Enclosures



·SU~~ARY OF FCC/NeFC PROPOSAL

Actual Notice Option

Buyers will take subject only to liens of which they
have t'eceived actual 'written notice (from either the
lender or the producer) within 12 months prior to the
sal e.

Producer's Certificate

Within the past 12 months, the proqucer must have
provided to the buyer a certificate of ownership for
liens outstanding against the commodity. This could­
be done at the point of sale, the one time when the
lender is not a' party to the transaction•. '

Joint Check Requirement

Having received such notice within the previous 12
months t the buyer ; s requi red by 1aw to i ncl ude the
lienholder(s) so identified as a payee on the check.
By so doing, the buyer is relieved of "all further
liability--even if the producer has falsified toe
statement obtained by the buyer as to whether a lien
exists on the product.

Criminal Provisions

1. Failure to apply proceeds from the sale of
products against a lien wouid be a criminal
offense.

2. Failure to remit within 10 days would be prima
facie evidence of fraudulent intent.

3. A false statement on the certification would be a
criminal offense; however, remittance. within 10
days would be a- defense against a charge of
fraudulent intent.

4. Criminal charges on transaction values of less
than $10,000.00 would be a misdemeanor. Criminal
charges on transaction values of $10,000.00 or
more would be a felony.

Shortened Statute of limitations

Set for two years from date of sale.



FCC/NCFC Alternative B;11 (Revised 4/30/85)

DRAFT

. That thi s Act may be c1 ted as the "Farm P:oducts Buyers ' Equ; ty Act of 1985. II

FINDINGS AND PURPOSE

SEC.2.(a) The Congress finds that --

(1) certain State laws pennit·a secured lender to enforce liens
against a purchaser of farm products even if the purchaser does not
know that the sale of the products violates the lender's security .
interest in the products, lacks any practical method for
discovering the existence of the security ;nterest, and has no
reasonable means to assure that the seller uses the sales proceeds
to repay the lender; ,

(2) such laws subject the purchaser of farm products to double
payment for the products (once at the time of purchase, and again
when the seller fails to repay the lender);

(3) the exposure of purchasers of far~ products to double payment
inhibits free competition in the market" for farm products; and

.
(4) this. exposure constitutes a burden on and an obstruction to
commerce in farm products.

(b) The purpose of this Act is to remove such burden on and obstruction
to commerce in farm products.

SEC.3. For purposes of this ~ct --

(I) the term Ubuyer in the ordinary course of business" means a
person who (A) in the ordinary course of ·business, buys farm
products from a person engaged in farming operations who is in ~he

business'of selling far~ products, and (8) buys the products in
good faith and without knowledge that the sale is in violation of
the ownership rights or security interest of a third party in the
products;

(2) the tenn "fann products" means crops or 1ivestocK used, or"
produced in farming operations or products of crops or livestock in
their unmanufactured states (such as ginned cotton, wool-clip,
maple syrup, milk, and eggs) that are in the possession of a person
engaged in farming operations; and



(3) the term usecurity interest" means an interest in farm
products that secures payment or performance of an obligation.

PROTECTION OF BUYERS OF FARM PRODUCTS

SEC.4. Notwithstanding any other provision of Federal. State or local
1aw --

(a). (If A buyer in the ordinary course of bu~iness shall take farm
products free of a securi ty ; nterest created by the se11er· of tbe
products, even though the security interest is perfected t provided
the buyer

(A)(1) receives written notice from the secured party identifying
the person who created the security ;nterest and the farm products.
subject to the security interest; or (i;) obtains, if the buyer has
not otherwise received wr;tten notice under subsection (A)(;),
prior to payment of the sale proceeds to the seller written notice
from the seller disclosing the existence of a security interest in
the farm products and the identity of the secured party, or if no
security interest in the products exists, stating that fact~ and

(B) includes ·the name of any secured party disclosed by any such
notice as joint· payee on the check or other instrument 1ss~ed in
payment for the farm products t unl ess the secured party gives the
buyer written notice of waiver of such requirement.

(2) For purposes of thi s sect; on, a buyer ; n the ordi nar·y course
of business may rely on the infor~ation obtained from the seller in
a notice under paragraph (l)(A)(ii) for a period of one year after
the date of the notice or until such t~me as the buyer receives
actual notice of a change in the infor~at1on contained in the
notice, whichever first occurs. ·

(3) For purposes of this section, a notice received from the
secured party under paragraph (l)(A)(i) is effective for one year,
and a buyer in the ordf nary course of business may rely on that
information for a period of one year after the date of the notice
or until such time as the buyer receives actual notice of a cbanqe
in the infonnation contained in the notice, whichever occur's first.

(4) A buyer in the ordinary course of business who fails to comply
with the provisions of paragraph (1) shall take farm products
subject to any perfected security interest in the products created
by the seller.

-2-



(b) (1) A corrmission merchant or selling agent who'sells farm pr·oducts
for another for a fee or commission shall ftot be liable to the
holder of a.security interest in such products, even though the .
security interest is perfected, provided the commission merchant. or,
selling agent

(A)(i) receives written notice from the secured party identifying ,
the person ·who created the securt ty ; nteres't and the fann pr-oducts
subject to the security interest; or (1;) obtains, if the
commi 5S; on merchant or sell; n9 agent has not other·wi se recei ved
written notice from the secured party under subsection (A)(i),
prior to payment of the sale proceeds to the seller written notice
from the seller disclosing the existence of a security interest in
th~ farm products and the identity of the secured party, or if no
security interest in the products exists, stating that fact; and

(B) includes the name of any secured party disclosed by any such.
notice as joint payee on the check or other. instrument issued in
payment for the fann products t unless the secured party gives the
buyer written notice of waiver of such requirement.

(2) For purposes of this section, a commission merchant or selling
agent may rely on the information obtained from the seller in a
notice under paragraph (l)(A)(ii) for a period of one year after
the date of the notice or until such time· as the commi ssion
merchant or selling agent r·eceives actual notice of a change 11\ the
infonnation contained ion the notice, whichever first occur'S.

(l) For purposes of this section, a notice received from the
secured party under paragraph (1) (A) ( i) is effect; ve for' one year ,
and a commission merchant or selling agent may rely on that
information for a period of one year after the date of the notice
or unt;l such time as the commission merchant or selling agent­
recetves actual notice of a change in the infonnation contained in
the notice, whichever first occurs. ·

(4) A commission merchant or selling agent who fails to comply •
with the provisions of paragraph (1) shall be liable to the holder
of any perfected security interest in such products created by the
sell er to the extent the secured party does not recet ve the
proceeds from the sale or other disposition of such products. ·

(e) A buyer in the ordinaT~ course of business who obtains a notice
under subsection (a){l)(A), or a commission merchant or selling agent who
obtains a notice under subsection (b)(l)(A), shall not publicly post or
disseminate to any person other than its agents and employees any
infor~ation contained on such notice.

-3-



(d) It is unlawfUl for a seller.of farm products engaged in farm
.operations who is in the business of selling farm products (1) who has
right to sell or otherwise dispose of farm products subject ,to a securi~_

interest created by such seller, or (2) who has the right to sell 'or
otherwise dispose of such farm products only on the condition that the
secured party receives the proceeds from such sal e, to sell or otherwj se.
dispose of the fann products or any part thereof and willfully and
wrongfully to fail to pay to the secured party the proceeds from the sale
or other di spas; ti on. Fa; 1ure to pay such proceeds to the secured party
within ten days after the sale or other dt spos i t-ton of the cc l l ater-al is
pr-ima facie evidence of a willful and wrongful failure to'pa~ under this
subsection.

(e)- It is unlawful for any person knowingly to make a false statement
in any notice obtained by a buyer in the ordinary course of business •

· under supsectton (a){l)(A)(ii-) or by a commission merchant or selling
agent under subsection (b)(l}(A)(;1). It is an affirmative defense to a~

.prosecution for the violation of this subsection that the secured party
received the proceeds from the sale or other disposition of the
collateral within ten days after such sale or ot~er disposition.

(f) A person convicted of a violation of subsection Cd) or subsection
(e) shall, if the value of the farm products involved is $10,000 or more.
be guilty of a felony and shall be fined net more than S10 tOOO or
imprisoned for not more than five-years, or both, or shall, if t~e value
of the farm products involved is less than S10,000, be guilty of a
misdemeanor and shall be fined not more than $5.000 or imprisoned for nc
more than·one year, or both.

(g~ The notice obtained by a buyer in the ordinar~ course of business
under subsection (a}(l)(A)(ii) or by a commission mercant or sel11ing
agent under subsection (b)(l)(A)(fi) shall include a warning that any
false statement as to the existence of or identity of apy secured party
is a criminal offens'e' and sha l l state the penalties therefor ,

(h) An action against a buyer of farm products or against a commission
merchant or sell; ng agent who sell s fann products f.or eno ther for a fee
or commission for recovery of such farm products or their value must be
commenced within two years after the date such f~rm products are sold.

ADMINISTRATION

SEC.5. The Secretary of Agriculture shall, not later than 180 days after
the date of enactment J issue fi nal .regul at tons impl ementi n9 the
provisions of this Act.

EFFECTIVE DATE

The provisions of this Act shall become effecti-ve 30 days after- the
date the Secretary of Agriculture issues final regulations under­
Section 5, but only with respect 'to security interests cr-eated
after such effective date.

-4-
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The Columbus School or Law

Founded 1895
Washin~ton. D.C. 20064

(202) 635-5140

March 29, 1985

The Honorable Howell Heflin
SH 728 Hart Senate Office Building
United States Senate
Washington, DC 20510

Dear Senator Heflin:

At the March 21, 1985 hearing before the Conmittee on Agriculture,
Nutrition and' Forestry, during which I testified on behalf of the
American Meat Institute regarding "clear ttt le" legislation, you asked
several questions to which I promised fol1owup answers. This letter
contains those responses. I am also enclosing for your information a
copy of a more extensive analysis of the "farm products exception" that
AMI has previously submitted for hearing records in both the House and
Senate during the 98th Congress.

1. You asked whether and how the proposed legislation to deal
with the "farm products exception" in the UCC would affect
conmission merchants, sales agents, auctioneers, and similar
brokers .

.~ Without explicit statutory protection, such tntermedf ar tes are ap­
parently subject to liability"in conversion to the farm products lender
when they sell property covered by the lender's security interest, even
though the sales are made routinely in the ordinary course of the
broker's or auctioneer's business. A number of cases to this effect are
cited in the enclosed memorandum. Thus it is not only buyers of farm
products that are exposed to liability under the uce, but intermediary
sales agents as well.

Repeal or preemption of the "farm products exception" language in UCC 9­
307(1.), however, would not necessarily help these sales agents since
they would rarely if ever be "buyers in the ordinary course of business. II

Yet their routine ha.ndling of farm products, and their inability to
verify pre-existing lienholders, makes them as deserving of clear title
protection as processors, packers or other ordinary course purchasers.
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The Honorable Howell Heflin

For this reason, the pending Cochran/Boren clear title bill, S. 744,
specifically provides that commission merchants or selling agents are
not liable to holders of security interests in farm products if the sales
are made in the ordinary course of the corrvniss.ion merchant's or selling
agent's business. This would relieve those agents of the burden of
becoming involuntary guarantors of the producers' loans.

2. You also inquired how the proposed legislation would affect a
situation in which the producer contracted to sell future farm
products but a lender acquired a security interest in the goods
before they were produced or delivered.

W~ b~ieve the bill would give the lender in this case the same oppor­
tunit} to protect itself against dissipation of the sale proceeds as in
cases mere the securi ty interest attached fi rst and the buyer con­
tracted to purchase at a later date. That is, if the lender notified the
buyers prior to the actual "sale" -- i.e., the actual transfer of title
to existi,q goods to the buyer -- the buyer would be on notice of the
secured cre1itor's rights and would need to remit the proceeds by joint­
payee check or similar means. In other words~ a buyer would'gain no
advantage oler secured lenders by entering into futures contracts for
farm produrts ,

The dist ',ction between an executary "contract for sale" of future
goods, ant a "present sale" of existing goods, is recognized generally in
commerci ~ law (see UCC 2-106), and would assuredly be carried over into
interpre Itions of the federal clear title legislation.

I hope t is is responsive to your concerns. If I can ~pply any further
informat on or clarification, please do not hesitate to contact me or
AMI.

Sincerely,

Ralph H. Rohner

RHRlwc
cc: Senator Thad Cochran v'

Enclosure
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Mr. Chairman and Membors ot tho SubcOlllftitteo:

I am Ralph J. Rohner, -and L am a Professor of Law at tho catholic

University of America 1n Washington, D.C., where! have taught courses in the

commercial law area for twenty years. r appear today on behalf of the American

Meat Institute, the national trade association representing packers and

processors of meat a.ncS meat products. t. take this opportunity to bring to this

Committee's attention a problem in state law that seriously threatens the

economic Viability of many in the agricultural cOIIIIlunity. Accompanying me is

Gary Jay lCushner, AMI's Vice P-resident and General Counsel.

We are here·today to register AMI's 8uppor~ for the stenholm/Gunderson

"clear title" bill introduced in the House of Representatives on March 19,

which would amend the FaDl Bill' to remedy a situation that is simply

fundamentally unfair to tho purchasors of agricultural products. A broad-based

coalition of other o~anizations also rapresont1nq buyars of ta~ products

supports that bill as well. Undor the uniform commercial law in all statos

save california, purchasers who in good faith pay sollers tor tann products

remain legally sUbject to the liens of lenders covering those fann products.

If a seller/debtor defaults on the loan, or fails to account for the sale

proceeds, the buyer can be forced to pay twice for the goods, once at the time

of ,sale and again -- often JnOnths or years later -- when the bank or other

lender sues the purchaser- for conversion of its collateral. This result

obtains because of an antiquated limitation on the good faith purchaser rule in

~ection 9-307 of the Uniform Commercial Code. Buyers of commercial inventory

generally take free and clear of earlier security interests, but buyers of

agricultural inventory - _. "fana products'f
• - do not.
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We have earlier submitted to both tho senato and tho Bouso an oxtensivQ .

analysis of this stato law rule!, and va would bo happy to supply furthor copias

of that analysis to this CoaIRitteo and its staff.

Hearings were held on this problem in the House in 1983 and 1984, and in

the senate in 1984. 'the record of those hearings is replete with first-hand

testimony of the hardship and ineqUity caused by the ucc provision. The

. aggregate amount of claims filed by lenders against innocent purchasers of

crops and livestock easily runs into millions of dollars just based on the

statements of prior Congressiona.l witnesses. '!'he typical case is one where a

rancher or farmer. sells his crop or herd to a buyer who is unaware that there

are ~utstandin9 liens on the goods. 'the producer fails to account for the sale

proceeds to the lender holding the security interest, and when the producer

then defaults on tho loan the lender filas a claim against tho buyer on tho

theory that the purchaser has unlawfully "convorted" tho londor·s collateral.

Such claims torce the buyer to pay again for tho Same! goods.

The source of this problem" - tho so-called "fa:r:m products exception" ot

the UCC -- is, we submit, an unjustifiable rule of law that ouqht to be!

abrogated by federal statute, as the stenholm/Gunderson bill would do.

Our earlier statements describe the anomalous nature of the farm

products exception, its uncertain history, its disfavored treatment by some

courts, and its harsh and unpredictable burden on fa:r:m products buyers. To

summarize:
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The special farm products rule runs against the grain of general

commercial law which seeks to encourage the free flow of coamerce by protecting

good faith purchasers from the risk of prior liens. Generally, the law allows

buyers who purchase goods in the nonal course of business to acquire full

ownership. Por example, when a custOlD8r pays a retailer for a refrigerator.

the bank that 1s financing the retailer's inventory cannot thereafter pursue a

claim against the customer. The same rule would apply when the retailer

purchases its stock of appliances from the manufacturer: as a buyor in the!

ordinary course. of business, the retailer would be! protected from claims by thQ

manufacturer's bank. By contrast, unCIor tho special. rulo tor farm products,

the continuation of the lenders' security interest frustratos tho troo movemont

of goods in coanerce, and has never had clear policy justification.

Farm products purchasers are, as.a practical matter, utterly unable to

verify reliably the existence of security interests at the time of purchase.

The DeC filing system which theoretically discloses such liens, is generally

based on filings in the producer'S hOlD8 county, a location that is effectively

often inaccessible in the short time frames in which farm products sales are

conducted, particularly when those sales are conducted on an interstate basis.

'!'he effect of the rule gives tho farm products lender a set of

involuntary guarantors on every loan it writes. A borrowor's failure to

account" for the proceeds of sale beeomos the risk not of tho professional

lender, but of the various innocent third parties downstroam in tho

distribution chain. The persistence of the! rule bodes ill for thQ financial

health of farm products purchasers, especially small operators who simply

cannot afford to pay twice for their agricultural commodities.
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The stenholm/Gunderson bill recognizes the basic unfairness of the

present farm products exception.' The case against tho rule is 80 strong and

self··evident ..- in law school we would say pxj..mo. ta~i._Q. • - that Congross'

failure to act on it must be based on COIDpelling grounds. We suggest,

therefore, that the burden is on the agricultural lending industry to

demonstrate a justification for continuinq the rule. 'They havo failed to make

any case in prior COngressional testiJDony.

~e lenders argue that COIIIDerce in farm products is somehow so unique

compared to other forms of coaaercia.l inventory - that the farm products

exception is ne~e8sary for one but not the other. we deny any such uniqueness

to farm· products financing. Decisions to lend in all cases are based on

prudent asses8ID8nts of the borrOwer' 8 capacity and character. 'the burdens

assumed 1Jy coanercial inYJm.t.ory lenders always include monitoring their

debtors· activities, and one of the inherent risks i8 the possible loss of

collateral to third party buyers in the ordinary course of business, yet

inventory financing flourishes. we have heard nothing that supports any claim

by farm products ~enders that their market uniquely entitles them to

protections not available to other commercial financers.

The lenders suggest that the buyers of agricultural prodUcts enjoy

"inherent advantages" to protect against the risk of seller default. On the

contrary, in the hurly-burly of cash sales, buyers are virtually powerless to

determine, on their own initiative, the existence of outstanding liens and the

identities of the lienholders. ~ey buy blind. The lenders, on the other

hand, are risk-taking professionals who ought to be able to monitor their
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debtors' activities 8ufficiently well to prevent dissipation of proceeds. It

may well be that the fana products rule has contributed to shoddy lending

practices.

Then the lenders raise the bogeyman objection that repeal of the farm

products exception would substantially increase their financial losses and thus

significantly raise the cost of credit. We disagree'. Whatever ilnpact a change

in the law aiqht have, its effects on the cost and availability of farm credit

are likely to be negligible if even ....ureable. The .tate of california ..

repealed the fana products exception in 19761 if there 18 any C!vidence that our

largest agricultural state, or the lenders or producers within it, are

..uffering on that account, we are unaware of it. The likely reality is tbat,

with the farm products exception gone, lenders will tighten tbeir

administrative supervision of producers to "minimize the risk of unaccounted-for

proceeds. It could be that changing the law 1n this regard will reduce lender...
losses by encouraging IDOre prudent practices aero.. the board.

Pinally, the lenders a~e that a number of states are e~r1menting

with techniques to ameliorate the effect. of the fa.ra products exception, and

that federal preemption i8 therefore inappropriate. 'n1e argument collapses on

itself. Yes, some states have enacted legislation, but the content and form of

those special rules vary in each enacting jurisdiction. 'n1e overlay of these

recent enactments on the UOC itself creates a new dimension of complexity for

.enders, producers and buyers. It is counterproductive in interstate sales

settings where the applicability and details of a given state's law may be in

doubt.
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More fundamentally, what the state legislative activity has produced is

substantial non-uniforin1ty among the states on the respective rights and

obligations of lenders an<l buyors of agricultural products. Allowing tho

states to continue this idiosyncratic tinkering with tho UCC can only lead to

greater uncertainty as to the controllinq law. It 1s a disingenuous argument

to suggest that a problem that arises. from a provision of tho PllifQral

Connercial COde should .be left to non-unifC?Dl resolution by the states.

What these c1rcUIIIStances real.ly indicate I we BubD1t, is the need for a

uniform national.rule that fairly re8p!cts the needs of buyers of agricultural

products. A uniforlll national rule i8 not likely to emerge frOID the states or

from the UCC .pon.ore. COngress h.. not only the prerogative' hut the

responsibility to 8upply the needed atabi11ty and consistency. '!'his is

especially true in the case of the agricultural markets for which Congress has

already assumed a 8ubstant!al SUpervi80ry role, and for the Federal faxm credit

programs where state rules would be preempted by 1"ederal policies.

Ultimately, the sole question presented by the stenholm/Gunderson bill

is whether COngress should act to correct an inequitable and c~ricious state

law rule that has inflicted 1Ili111ons of dollars of losses on purchasers of farm

products. we certainly believe COngress should 80 act, along the lines of this

bill.

The pending b111 offers a temprate, workable solution. Buyers of fana

products in the ordinary course of business would be protected from prior

liens, but a buyer would not qualify for this protection' if the buyer had been
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specifically notified of tho outstanding lien and had then tailed to issue a

joint-payee check or otherwise comply with tho lender's conditions for release

of its lien. Both the lender and the buyer would assume responsibilities for

assuring that the sale proceeds were not dissipated. This is an approach all

parties should be able to live with, without hardship on either side.

Mr. Chairman, we encourage favorable action tJy this CoaIIlittee and the

Congress to eliminate or modify the fara products exception. Thank you for

considering the views of theAJllerican Meat Institute. I will be happy to

answer any questions.
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t;-l': fni'i·'-~~..:'t.s t~ who.n farmer-so s.ell their pr-oduc t s ,
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which reduces the economic viability of agri~

cultural markets.
' ...

Third, losses due to double p~yments fo~

products are passed on to other producers in terms
of higher marketing fees and processing costs.

Fourth, the current law requires buyers of
agricultural products t~ become credit supervisors
for loans about which they have no knowledge.

H.R. 1591 is different than the Huddleston bill, S. 2190, which
WE? :5L{r:lp::';!""~:t::lj last 'lear. TI,i'='~ t,i11 is a "compromised" approach which
E'l imi.rlate:; l::;"le far-m products e~·:empt:i.on from the Uniform Commercial
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"r1oti,c:e'! ·t~o t~(:tenti.al b'_tyers that~ a lien ~>:ists. A descri.ption of how
t.t·,i s nett.., '~:f=~ ;"'t=~qLli ,-ernent works t s contai ned ;',i:n Da·ta Bank No. 754.
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\···r.:>i:H··ese:·I·t. ...,;t .....~::'::" partlqul;ar~y mernber·s of the HOLlse Agr:lcultLlre
CLH"'lmj.ttee~ .::\nd erlc:o....lrage\ AhJm tC) C:C)sp;:Jnsor tJ-lis·bill. 'AFeF plans to
:.u;)P::JI-t t;,.~::: bill at a·Hoi~se Agr·iCLlltLlre Subcommittee he;a~ing on
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v.::\i].'~i.n~~ c:I"'in,i.J1al per,altie~;. The I:JL\yer, iJC-!cC1l.\Se he d i d r1CJ·t: r-ec:eive
nntice from either Farmer Jones or the lender, would t~ke'title' to the

~ products free of the security interest.

·rl-.e t-':isk is EH=tLLitably di\.':ide-~(:I iF1 this way: The~ lentJ~?t- t:hOClses
wI-let her- c,r- riot he wi 11 prc)tect h i. m~:el. f by whether 0''- nC3t I,e t:l,oose~~ tt1

pre-notify potential buyers. If h~ chooses pre-notice, he secures the
, 1 i. ·~;t fr"oJll tt,e borrower- arid ·:;end~:. ·ttl:: rro t; i. c;?s. TJ"\e ·fc:'lrrner"'· c a .. ! c:l"-loc:;-:;e

·;:.C! r..crt:·if~l his bt.\YE!r· of trc(~ lien ;:\g~:\inst. 1.,is pr·,:>{:lLH:·tior1~ or' is ob l I-«
g.:':\'l:(-:-.j t.o pr-ov i de i~.n i~c:c',..lr-,~lt:e I i. '::·t c::'f l:)C)~::'~i.l:) 1. e i:Jl.l''!eY'''-:i 'l:o 'I-l i S 1. ender.
elf COLtrse!' t,e :i's sti 11 ob I i gated t.o re.J:.a'y the 1 o.an , TI-.f? l)Ll)lf:'r i~:)

~ ob 1 i. ~~a l:ed to f,::)llo'fJ the lender's repayment i.nsi':ruct ions orrc e 1.,.::- has
received notIce of the security interest.

BOTTOM LINE: It's up to the lender how he wishes to protect or
;:~Jt. ~Jf"c,1:.ect. r-;:i.S ::iecLtrity' :irtt.E-=r~:st. A ler.der· ,::ar, be a. pt-:i\~c:cte b ank ,
::: ;~:'; L.~ F'I:r1!' ·::(~-OP b arik , F'rnHA ()r· it cOI..ttd be -3. c ompan v or i.ndividLtal
selling feed~ seed~ fertilizer, bre~ding stock, etc., tD a farmer on
cr-e't:i i t; , I·f ::he .;}()oJ:j-fc..ai th bLtyeY- (jo.::. not recei ve a not i .::e (:>f the
'::;ec~~Jrit)l :int'?t-est fr(:Jm eit.r.er i:.t'le sf?11er 0'''' tt1E? lender, he t.ake:1 .t:itle
t () ~':i-\ose f ·3r- :-" prod'_.tcts f r-e-;.::a an-:j a:: J. f~.::1r o f any seCl.tr i t)-' i.nterest.

t:: :~:: / :.~ ~, ,/~3!5 1. 2: 33 r N
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MORTGAGED FARM PRODUCTS--IS THERE A TWENTIETH CENTURY
SOLUTION?

OR. AN END RUN ON THE' U. C. c.

By

L. Leon Geyer*
( C)

I. ~ U.~.~. ~ Mortgaged~ Products

Article 9 of the Uniform Commercial Code wa~ designed
"to provide a simple and unified structure within which the
immense variety of present-day secured financing transac­
tions can go forward with less cost and with greater cer­
tainty.tt l Pre-Code secured financing had been characterized
by conflicting and arbitrary requirements of each of the
numerous financing devices such as the chattel mortgage, th~

conditional sale and the trust receipt. 2 Professor Gilmore
has observed that "( a) tradition going back· for hundreds of
years stigmatized any security agreement, outside the real
property field, in which the debtor was allowed to remain in
possession of the collateral as a fraudulent conveyance or
the next thing to it."3 Article 9 has attempted to bring
consistency to the method of securing an interest in goods 4

and fixtures S by recognizing the similarity of all such
transactions and recognizing distinctions between devices
only when of "functional utility. "6

* Ass.istant Professor of Agricultural Economics, Virginia
Polytechnic Institute and State University, Blacksburg,
Virginia 24061.

1 u.~.~. Sec. 9-101 comment (1978).

2 .x.g.

3 1 G. Gilmore, Security Interest in Personal Property, Sec.
15.1 at 462 (1965) Hereinafter cited as Gilmore.

4 U. .Q.~. 9-105(£) defines "goods" to include all things
which are movable at the time. the security interest at-·
taches or which are fixtures... See also "Consumer
goods," ]J.C • .Q. 9-109(1); "equipment", U.~.~. 9-109(2),
"farm products", U.~.~. 9-109(3), and "inventory", U.~.~.

9-109(4). Fixtures are defined under state law.

S See U.~.C. Sec. 9-105 and 9-313 (1978).

6 U.C.~. Sec. 9-101 comment (1978) as discussed later, when
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Dole' describes the basic Article 9 definition as fol­
lows:

Section 1-201(37) provides an Article 9 security
interest is an interest in a debtor's personal property
or fixtures that secures payment or performance of an
obligation and is created by either contract or the
Code. Article 9 security interests ordinarily are
created by contract.

An agreement that creates or provides for a secur­
ity interest is a security agreement. A creditor in
whose favor a security interest exists is a secured
party. A person obligated to payor otherwise to per­
form a secured obligation is a debtor. Personal prop­
erty or a fixture that is subject to a security inter-
est is collateral. Collateral can include:
proceeds-personal property or a fixture that is ob­
tained through disposition or collection of any colla­
teral (for example, the purchaseprice of livestock
collateral); and accessions-personal property or a fix­
ture that is attached to other personal property of
fixtures without loss of its physical identity (for ex­
ample, a.new motor installed in an automobile).

Article 9 was created to provide security in personal prop­
erty for lenders similar to the security provided to lenders
in real property.

The thrust of Article 9 of the U.C.C. is to ensure that
business financing transactions function as planned. 8 .. Par­
ties to commercial transactions must be able to determine
their rights and obligations with a reasonable degree of
certainty' and a degree of fairness. 1. Q Commerce knows

the appropriate political pressures are applied, alterna­
tives are created. ~ infra notes 73-83 and 100-107 and
accompanying text.

? Dole, ~ Article i Security Interest,

in 2 A Transactional Guide to the Uniform Commercial~
984-985 (R. Alderman, ed. 2nd ed. 1983) Hereinafter cited
as Dole.

8 Hawk1and , "Uniform Couunercial Code Methodology", U. Ill.
L.I. 291,294. (1962).

9 Lockyer v. Offley, 99 Eng.- Rep. 1079, 1083 (1786).

1 0 .z.g.
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nothing of state boundaries tt 1 1 and increasingly, the sales
of agricultural products is being conducted by farmers out­
side the county of produc.tion and on a larger scale due to
the concentr~tion of agricultural production.

Se~tion 9-306(2) of the U.C.C. provides:

Except where this Article otherwise provides, a securi­
ty interest continues in collateral notwithstanding
sale, exchange or other disposition thereof unless the
disposition was authorized by the secured party in the
security agreement or otherwise and also continues in
any identifiable proceeds.•. 12

The major exception to this rule is that a buyer in the
ordinary course of business 1 3 "takes free of a security in­
terest if perfected and even though the buyer knows of its
existence. tt 1 4 The exception to the exception, known as the
farm product rule 1 5 or the double jeopardy rule,16 states
that if a buyer in the· ordinary course of business 1 1 buy~
farm products 1 ' from a person engaged in farming opera­
tions,19 the buyer takes the farm products' subj ect to the
secured party's lien. a,

Financial times have accentuated the lack of uniformity
in the application of and the content of UCC 9-307(1). The
farm products exception rule has produced much litigation

11 M. Chalmers, ·"Address on the Codification of Mercantile
Law", 19 I...g Q.~. 10, 18 (1903).

12 u;,.~. Sec. 9-306(2) (1~78).

13 u.~.~. Sec. 1-201(9) (1978).

14 u.~.~. Sec. 9-307(1) (1976).

1 5 Meyer, "U. C. C. Issues, n J. .!2.f As.. I,u. ~ 1&li 455, 455
(1984).

16 Among farmers, agribusiness and agrilenders, the farm
product exception is often called the double jeopardy
rule as the buyer may buy the farm product twice.

1 7 u. c.c. Sec. 1-201(9) ( 1978 ).

1 8 u.c. ~. Sec. 9-109(3) (1978).

• 9 The U.C.C. does not define farming operations. Wheat -in
the hands of a farmer is a farm product. Wheat in the
hands of a commercial elevator operator is inventory.
Presumably, wheat gifted to a grandchild would be a farm
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and a lot of criticism from fa~ product buyers. This arti­
cle will explain the rule, the reasons it was established,
and the recent changes and proposed changes in the rule.

II. Ih& Nature gf thA ~ Product Exception Under U.~·~·
9-3Q7(1~)

The typical farm products financing agreement is as
follows: Farmer Hayseed needs $10,000 to plant his corn
crop. He applies for funds to Uptight peA. Uptight is
willing to loan the money if the peA can find acceptable
coll~teral. Farmer Hayseed is willing to pledge the crop he
will plant as security for payment. In the resulting se­
cured tran~action, the peA is the secured party, Hayseed the
debtor, the crops the coll'ateral, and the $S, 000 the secured
obligation. Farmer Hayseed then grows a crop of 4,000 bush­
els. Farmer Hayseed harvests the crop and sells the crop
for $2.00 per bushel to Earl Elevator. Earl Elevator com­
mingles the corn with other corn purchased or stored in "his
inventory21 on day one. Earl Elevator has borrowed $8,000
to purchase corn from Big Bank. Earl Elevator secured his
inventory under U.C.C. Article 9. On day 3, Box Car Gill
purchases the inventory of Earl Elevator and sells on day 4
to Kelly Log. Kelly Log smashes, grinds, pops, and boxes
the corn into Flakes. The Flakes, sold by Ma & Pa Market on
day 10 are purchased by Preston Dent, loan officer of Up-

product. Would the wheat sold by the grandchild be free
of grandpa's lender's security interest? Would ·it be
sold free of a lien placed on the wheat by the grand­
child?

21 A buyer in ordinary course of business (subsection (9) of
Section 1-102) other than a person buying farm products
from a person engaged in farming operations takes free of
a security interest created by his seller even though the
security interest is perfected and even though the buyer
knows of its existence. U.C.C. Sec. 9-307(1) (1978).

21 Corn and similar agricultural products are defined as
"farm products" under U.C.-C,. Sec. 9-109(3) (1978), when
in the hands of the farmer. 'Farm products' are
crops, ... livestock, supplies used or produced in farm­
ing operations, or ... products of crops or livestock in
their unmanufactured states (such as ginned cotton,
wool-clip, maple syrup, milk and eggs), and if they are
in the possession of a debtor engaged in raising, fatten­
ing, grazing, or other farming operations. If goods are
farm products they are neither equipment nor inventory.
Id. The same physical commodity is defined as inventory

. when it is in the hands of a non-farmer such as an eleva-
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APPENDIX 6

1986 SESSION
LD4139129

1 SENATE JOINT RESOLt)TION NO. 44
2 Offered January 21, 1986
3 Continuing the joint subcommittee studying security interests in farm products and the

.. !oasibl1it.\' of requiring the State Corporation Commission to computerize filings 01
5 certair secured transactions relating to farm activities.
6
7 Patrons-Nolen, Holland, R. J., Truban, and Russell. R. E.; Delegates: Finney, Lacy, Parker,
8 L. W., and Watkins
9

II Referred to Committee on Rules
11
12 W'HEREAS, pursuant to Senate Joint Resolution No. 123 of 1985 a joint subcommittee :
13 was established to study security interests in farm products; and
14 WHEREAS, the joint subcommittee learned that farm' product purchasers need
15 immediate access to farm product lien information so as to avoid double payment, one at
16 the time of purchase and again when the seller tails to repay the lender, and that lenders
17 need reasonable assurance of the repayment of loans on secured farm products; and
18 WHEREAS, to protect purchasers of farm proeucts from double payment which tbey
19 feel inhibits free competition in the market for farm products and obstructs interstate
28 commerce in farm products, Congress passed legislation In December, 1985, preempting
21 state laws in this area; and
22 WHEREAS, such legislation provides that a person who buys a farm product from a
23 seller engaged, in farming operations snan take free of a security interest created by the
24 seller even though the security interest is perfected and the buyer knows of such inter
25 except in states that have prenotification or central filing systems; and
28 WHEREAS, the interest groups' testifying before the joint subcommittee had differing
27 views on' what type of system would be in the best interest of the farmers and lenders of
28 the Commonwealth; and
28 WHEREAS, because of the complexity of the issue and the differing views on What type
31 of system would be in the best interest of the Commonwealth, the joint subcommittee feels
31 that the study snoutd be continued so that they may thoroughly study all options available
32 to determine which is best for Virginia; now. therefore, be it
33 RESOLVED by the Senate, the House of' Delegates concurring, That the joint
34 subcommittee studying security interests in farm products and the feasibility of the State
35 Corporation Commission computerizing filings of certain secured transactions relating to
38 farm products is continued to monitor the federal legislation in this area and to determine
37 what type of system addressing this issue ~ould be in the best interest of the
38 Commonwealth.
39 The membership of the joint subcommittee shall remain the same. In the event a
48 vacancy should occur in the membersbip, such vacancy shall be filled by the same person
41 or committee as provided in Senate Joint Resolution No. 123 of 1985.
42 The joint subcommittee shall complete its work in time to make any recommendations
43 it deems appropriate to the 1987 General Assembly.
44 The costs of this study, including direct and indirect costs, are estimated to be $18,O()O.
45
46
47
48
49
58
51
52
53
54 .





tight PCA. Applying the farm product rule2 2

Uptight peA could, in fact, retrieve the Flakes from
Preston Dent, its loan officer's breakfast table2 3 through a
suit for conversion. It is equally clear that Big Bank's
security interest in Earl Elevator's inventory is defeated
in the purchase of the grain by Box Car Gill. 24

Professor Henson2 5 has stated that under 9-307(1):

The difficulties are aggravated where the security in­
terest is in an annual crop such as wheat which the
debtor sells to a grain elevator in violation of a se­
curity agreement, and. the elevator in turn sells to the
manufacturer of breakfast cereal which subsequently
sells to distributors, and ultimately retailers sell
the cereal to consumers. Under the Code, the farmer's
secured party could follow the wheat into the hands of
the consumer (although surely not profitably beyond
that point), since even buyers in ordinary course tak~

f+ee only of securing interests created by their sell­
er's, not of security interests further back in the
chain. The breakfast cereal is a product of the origi­
nal wheat and the original security interest presumably
can be traced. .

What the Code provides is relatively clear. . A security
interest continues in farm products pledged as collateral
"not withstanding sale, exchange or other disposition ther­
eof by the debtor unless ... the disposition was authorized by
the secured party in the security agreement or other­
wise, ... "26 Farm products (as long as they remain

- ...

tor-merchant. U.~.~. Sec. 9-109(4) (1978).

22 y.~.~. ~. 9-307(1) (1978) and supra notes 12-20 and ac­
companying text.

23 R. Henson, Secured Transactions Under the Uniform Commer­
~ Code at 143 (1979). As Henson reports, there has
been no reported case where a farmer's financer tried to
reclaim steaks from a dinner table or flakes from the
lender's table.

24 zg. ~~ U.c.~. Sec. 9-307(1) and 9-109(3) (1978).

2S zg. at 143-144. ~~ y.~.~. Sec. 9-306(2) (1978).
If the right steps were taken to claim "products" in the
financing statement, this might be an instance where
U.~.~. Sec. 9-315 could be utilized. Apparently no cas­
es have yet applied this section.
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unmanufactured by the farmer) pledged as collateral subject
to a secured party's security interest in the farmer's
crops,27 livestock,28 unmanufactured farm products,29 and
supplies used or produced in farming operation3 0 do not
cease to be" "collateral" when purchased by buyer from a
"person" engaged in farming operations. "31 (Would a farmer be
liable for conversion if he manufactures a product from his
farm product?)

u.c.c. Sec. 9-307(1) applies when the lender (secured
party) sues the buyer of the farm products for conversion of
the secured party's collatera1 3 2 when the farm product sell­
er fails to satisfy the lender. The buyer is "surprised"
when he is· requested to pay for the merchandise twjce. The
u.c.c. allows the security interest to follow the collateral
through a succession of purchasers even if the "goods" are
no longer "farm products" but become "inventory" in the
hands of a non-farmer. 33

The special treatment accorded farm product lenders un­
der U.C.C. Section 9-307(1) is historical in origin. Courts
and come legislatures resisted business debtors use of in­
ventory as collateral. 34 One of the reasons proferred by th~

courts was the public policy reason that one who buys goods
held out for sale should not have to worry about security
interests created by seller. 3 s Although farm products have.
the appearance of "inven·t:ory" and the same physical

26 u.s.c. Sec. 9-306(2) (1978).

21 U.S. v. McCleskey Mills, Inc., 409 F. 2d 1216 (5th eire
1969). In U. S.. v , Hughes, 340 F. Supp. 539 (ND Miss,
1972), the Government's security interest in soybeans un­
der' a Farmer's Home Administration loan transaction con­
tinued despite the sale of soybeans to defendant, opera­
tor of a grain elevator. Defendant did not take free of
the security interest under Sec. 9-307(1), since he
bought farm products from a person engaged in fa~ing op­
eration. Defendant had constructive notice of the Go­
vernment's security interest. Lack of actual knowledge
was no defense to a claim of conversion. ~ also Pro­
duction Credit Association v. Columbus Mills, 220 u.c.c.
Rep. Serve 228 (Wis. eire Ct. 1977).

28 Garden City Production Credit Ass'n v. Lannan, 186 Neb.
668, 186 N.W. 2d 99 (1971); Clovis National Bank v. Tho­
mas, 77 N.N. 554, 425 P. 2d 726 (1967); and Utah Farm
Prod. Credit Ass'n v. Dinner, 302 F. Supp. 897 (D.C.
Colo. 1969).'

2' u.c. c.
clips,

Sec. 9-109(3) states that "ginned cotton, wool
maple syrup, milk and eggs" are still manufac-
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commodity is inventory in the hands of the non-farmer, 36
pre-code common law firmly established a method of distin­
guishing agricultural collateral on the basis of the hold­
er's status and not the physical characteristics of the pro­
duct. 3 7 Professor Rohner3 8 develops the rationale for the
rule a~ being grounded in the small town area of the late
1800's and the early decades of this century when.the pri­
vately-owned, farm-community bank was thought to be indis­
pensable to the area's economic progress and well-being.
The rule was thought necessary to prevent bank failure and
the loss of customer deposits and pre-dated federal deposit
insurance programs. 39

The logic of the farm product exception rule is also
found in the historical difference between farm products and
non-farm commercial inventory. 40 Non-farm commercial inven­
tory is sold "off-the-shelf" on a continuous basis to uni­
dentified customers. Proceeds are often used to replace in­
ventory in a continuous cycle which always gives the lender
a security interest in the debtor's collateral. 41 Farm pro­
ducts are sold to a few identifiable buyers. 42 Due to the
biological nature of agricultural product production, once
the steer or grain is marketed, the loan is often paid
off. 4 3 Proceeds are not re-invested in a replacement inven­
tory. Thus, if the producer fails to apply the sales pro­
ceeds from his crop to his production loan, the lender will
find himself under or unsecured. Not only is t~e· collateral

tured. Comment 4 to 9-109 elaborates that processes
,.closely connected to farming" are not manufacturing.

311 I.Q.

31 Cox v. Bancoklohoma Agri-Services Corp., 641 S.W. 2d 400,
401 (Tex. Ct. App. 1982); Weisbart & Co. v. First Nat'l
Bank, 568 F. 2d 391 (5th eire 1978); and First State
Bank v. Producers Livestock Mktg., 200 Neb. 12, 261 N.W.
2d 854, 858 (1978).

32 In y.~.~. Topeka Liyestock Auction, ~., 392 F. Supp.
944 (N.D. Ind. 1975), an auctioneer was held liable in
conversion to the secured party for selling livestock
subject to a perfected security interest.

33 Bak~r Production Credit Ass'n v. Long Creek Meat Co.,
Inc., 266 Or. 643, 513 P. 2d 707 (9th eire 1983).

14 Gilmore, supra note 3, Sec. 2.2.

35~. Sec. 2..3

36 In y.s.~. Topeka Liyestock Auction, In&., 392 F. Supp.
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lost, but the primary and often exclusive source for repay­
ment of the loan is lost. 4 4 Additionally, there mayor may
not be identifiable proceeds to satisfy the lender.

The principle that a debtor should not be allowed to
fraudulently conceal or dispose of his property to the de­
triment of his creditors has long been imbedded .in Anglo-Am­
erican law. As far back as the Statute of 13 Elizabeth,45
conveyances made with intent to delay, hinder, or defraud
credit.ors have declared void as against the persons so hin­
dered, delayed, or defrauded.

In addition to protecting private lenders, 9-307(1)
protects government financed or government sUPPQrted farm
credit programs. As a major financer of agriculture, the
u.s. government has become a major beneficiary of the farm
products exception. 46 The U.C.C. Sec. 9-307(1) farm product
exception rule ~as an early attempt to weigh and apportion
transaction risk among farm product sellers, lenders, and
buyers.""

In theory, by filing under Article 9, the secured party
has provided all "would be" purchasers of farm products with
constructive notice of the secured party's interest in the
collateral. 48 The issue that confronts us today is the prac­
ticality and results of the filing requirements of Code Sec-

944 (N.D. Ind. 1975), an auctioneer was held liable in
conversion to the secured party for selling livestock
subject to a perfected security interest.- ..

37 Gilmore, supra note 3 Sec. 26.10 at 708. This is consis­
tent with U.~.~. Sees. 9-109(1) and (2) in which a radio'
is classified as a "consumer good" or "inventory" depend­
ing on the status of the processor. U.~.~. Sec. 9-109
comment 2 (1978).

38 Review gf Problems Related ~ the Purchase gf Mortsaged
Agricultural Commodities Hearings, 98th Cong., 1st Sess.
at 96 (1983) (Statement of Ralph J. Rohner, Professor of
Law, Catholic University of America on Behalf of the Am­
erican Meat Institute) hereinafte; cited as Mortgaged
Commodities Hearings.

39 I.s;l.

40 zg., 142 (Preliminary. Report on the Task Force on Farm
Product Liens to Farm Credit Council, Sept. 6, 1983).

41 li.
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'44

tion 9-401 4 9 in the modern marketing of agricultural or
"farm products. n

Perfections a under the Uniform Commercial Code can be
obtained by either possessionS 1 or filing. S2 Obviously, in
modern" commercial agriculture, taking possession of "growing
crops," "raised livestock," stored grain," or "flowing milk"
is not a realistic alternative to perfecting the secured
parties interest in farm products.

Access to public files is a key to the validity of
keeping the lenders protected against the conversion of len­
der's collateral by a purchaser of farm products. " In an ef­
fort to accommodate differing views concerning "centraln vs.
"local" filing, the Code drafters provided three alt.ernative
filing provisions. 53

With respect to farm products, the U. C. C. pr.ovides for
(1) central filing, (2) local filing, and (3) central and
local filing. 54 States acting on their own have added disu­
.nity to these provisions. ss

A second problem is that public files are not consulted
when they should be, regardless of the states filing re­
quirement. Not many agribusinesses have tried to comply
with Article 9 and search the records. 56 Failure to search
the record has resulted in a number of conversion suits by

42 1s1., 143.

4 3 IS.

1s1..

4 5 c. 5 (1570).

46 For example during the first ten months of 1983, 71 1/2
percent of total claims and 55 1/2 percent of the value
of the claims filed by insured farm product buyers with
one insurance agency where related to Farmer's Home Ad­
ministration claims. Mortgaged Commodity Hearings, supra
note 38, at 257 (statement of Dennis D. Casey, Associate
Manager; Livestock Marketing Ass'n).

47 Mortgaged Commodities Hearings,
141-149 (Statement of Delmar v.
Credi t Counci1 ) .

48 u.c.c. Sec. 9-401 (1978).

-1 9 151.

supra note 38, at 132,
Banner, President, Farm
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secured lenders against third party buyers. And with these
suits have come a variety of legislative proposals to modi­
fy, repeal, and circumvent the farm products exemption to
the U. C. c.

III. ~e;ection QX Reyision Qf U.~.C. Sec. 9-307(1) ~~
Products

The application of U.C.C. Sec. 9-307(1) with respect to
farm products has resulted in farm product buyers "purchas­
ing" farm commodities twice. 57 The elimination of the farm
products exception to U.C.C. 9-307(1) has been adopted in
California5 8 and has been the subject of legislative and
proposals in Congress. 59 In the absence of outr~ght rejec-
tion of the farm products exceptions of U.C.C. Sec.
9-307(1), some state courts 6 0 and legislatures 6 1 have been
revising state law to modify the impact of 9-307(1). The
following sections discuss actual and proposed changes to
the farm product exception to U.C.C. Sec. 9-307(1).

A. Rejection Qf Farm Product Exception~

California has rejected outright the application of
u.c.c. Sec. 9-307(1).62 By statute, the secured party's se­
curity interest does not follow the "farm product" when the
farmer sells them to a buyer in California. s 3 In other
words, the California Code provides the same protection to a

50 U• c. c. Sec. 9-303 ( 1978).

S1 u. c. c. Sec. 9-305 (1978).

52 u. c. c. Sec. 9-302 (1978).

S3 ]2. Baker, A Lawyer's Basic Guide to Secured Transactions,
at 118 ( 1983).

S4 U. .c.~. Sec. 9-401(1) (1978) (Alternatives 1, 2, 3).

The alternative provision of 9-401(1) (central, lo­
cal, central and local filing) which have been adopted by
the individual states as of June, 1985 follow. 1962 Code
provisions and other modification of the three alterna­
tive provisions by individual states are noted in par­
enthesis.

Alternative 1 has been adopted in Deleware (1962),
District of Columbia, Connecticut, Georgia, Hawaii, Iowa,
Maine, Kansas, Nevada, Oregon, Utah (modified), and Wash­
ington. Alternative 2 has been adopted in Alabama, Alas­
ka, Arizona, California, Colorado, Florida, Illinois, Mi­
chigan, Minnesota, Montana, Idaho, New Jersey, New Mexico

- 10 -



buyer of fa~ products in ordinary course of business as it
does buyers of non-"farm" goods. 54 Although similar legisla­
tion has been introduced in other states, it has not been
adopted to date in any place outside of California.

Using California as a model for other states may be in- .
appropriate. The make up of California agriculture and the
structure of marketing of agricultural products is diffe­
rent. California lenders use crop or dairy assignments for
financing crops and dairy operations. 65 The marketing of
agricultural products in California relies more heavily on
cooperatives, limited number of processors for crops and li­
vestock, well ·identified marketing times. 66 Perishable pro­
ducts account for one third of crop production and Califor­
nia accounts for a relative small percent of total u.s.
livestock and feed and food grains production. 67 .

I. Reyision ~ State Legislation £f th& EAxm Product Exemp-
.t.iJm .

'Proposals to mod~fy the farm products exemption under
u.c.c. 9-307(1) by legislative alteration have been success­
ful in many states in recent years. S 8 The successful and un­
successful legislation proposals have not been uniform. The
legislative changes can be characterized6 9 as (1) secured
party must give pre-notification of security interest to the
buyer,. (2) buyer must obtain. a statement from seller of

(1962), New York, North Dakota, Rhode Island, Nebraska,
South Dakota, Tennessee (1962), Texas, Virgin Islands,
South Carolina (1962), and Wyoming (modified). Alterna­
tive 3 has been adopted in Arkansas, Maryland (modified),
Massachusetts, Mississippi, Missouri, New Hampshire,
North Carolina, Ohio, Pennsylvania, Vermont (1962), Vir­
ginia (modified, West Virginia, and Wisconsin (modified).
Guam, Kentucky (2nd and 3rd), Oklahoma and Louisiana (has
not adopted Article 9) have mixed versions for place to
file.

S5~. The UCC promoted disunity from the beginning with
respect to filing.

S6 Mortgaged Commodities, supra note 38 at 191 (Statement of
Professor Keith Meyer, University of Kansas).

57 See supra text accompanying notes 21-33.

58 Cal. Com. Code Sec. 9-307(1) (West 1985) omits "other
than a person buying farm products from a person engaged
in farming operations" from U.~.~. Sec. 9-307(1) (1978).

59 Mortgaged Commodities Hearings, supra note 38.
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existing liens, (3) criminal penalties for seller's who
don't tell buyers of existing liens, (4) a shorter statute
of limitation on conversion suits, (5) exemptions from the
application of the farm product rule under 9-307(1) for cer­
tain buyers 'such as auctioneers, and (6) central filing of
security interest.

1. State Pre-Notification of Security Interest

Indiana,'o Kentucky,71 Delaware,72 Illinois,?3 Tennes­
see,,14 and Ohio?S have adopted provisions removing the len­
der's protection (the farm product exception rule) unless
the lender files written notice with the potential purchas­
er. The debtor! farmer is .'required to give the secured party
a list of potential buyers upon request. The debtor must
sign the date the notice which includes names and addresses
of the debtor and the secured party, a description of the
collateral, date and location of the· filing of the security
interest, and the dated signature of the secured party. A
buyer with notice of a lien must pay with a check issued to
both the debtor and the secured party. A debtor may not
sell farm products tro a buyer who does not appear on the
list given to the secured party unless the secured party has
given written permission to the debtor, or the debtor satis­
fies the debt for the secured party on the farm products he
sells within fifteen days of the date of sale. The notice
provided under this provision is usually 18 months, less

Senate, agriculture, Nutrition, and Forestry Committee
held hearings during the end of the 98th Congress 2nd
Sess. on S. 2190. 63 lAxm Bureau News at 1, Col. 1 (Oct.
1, 1984). See H.R. 1591, 99th Cong. 1st Sess. (1985)
and s. 744, 99th Cong. 1st Sess. (1985).

60 See infra note~ 119-135 and accompanying text.

S1 See infra notes 73-106 and accompanying text.

62 ~. ~. Code Sec. 9-307(1) (West 1985).

6 3 .I.sl.

64f l.s;l.

65 Hultquist, "California Experience With the Sale of Farm
Products Subject to a Perfected Security Interest: A
Sound Approach?" Proceedings, 5th Annual Meeting, Ameri­
can Agricultural Law Association, October 1984, Denver
Colorado. Assignment is executed by producer and deliv­
ered to and accepted by the processor.

66 .IS.

- 12 -



Sec. 9-307 (Bobbs-Merril SUPPa

than the current statute of limitations for conversion. in
most states. The Ohio statute provides for additional du­
ties on the farmer. The farmer is required to inform the
handlers of existing liens on commodities at the time the
commodity is' delivered. 76 The farmer is permitted to deliver
a commodity' to a buyer whose name is not on the original
list furnished to the creditor. 17 However, the farmer in
this case must provide the creditor with the name of the
buyer fifteen days prior to selling the commodity, i.e., be­
fore the title is passed for value. 78 This provision's im­
pact on various pricing alternatives, such as deferred pric­
ing and delayed pricing contracts, is unknown.

Notice statutes adopted in Kentucky, Ohio, Indiana, Il­
linois, Tennessee, and D~laware to shift the burden of· re­
viewing Article 9 filings by the buyer to notif;cation of a
potential buyer by the creditor to the potential buyers. In
a real estate transaction, this would be like requiring the
mortgagee to notify all prospective real estate buyers of
his interest in the property. Buyers not notified would
purchase the property free of mortgagee's interest. Placing
or increasing the responsibility of the farmer-seller to no­
tify buyers of liens on his product has merit. However, it
is unlikely to deter the unethical farm-product sellers. 7.

6 7 I.s;l.

68 Mortgaged Commodity Hearings supra note 38, at 259 to 266
(statement of Ernest H. Van Hooser on behalf of Livestock
Marketing Association). States which have rejected
changes: Alabama, Arkansas, Georgia, Michigan, Missouri,
No~th Carolina, South Carolina, and Texas.

69 Mortgaged Commodities, supra note 38 at 158 to 176
(statement of Delmar Banner, President, Farm Credit Coun­
cil for a compilation of state statutes). Several state
statutes are discussed in greater detail later in this
section.

70 ~. Code Ann. Sec. 26-19-307(1) (1985).

71 &1:. ~. Stat. Ann.
1985) .

72 Del. Code Ann. tit. 6, Sec. 9-307(2)(A) (Supp. 1985).

13 Ill. Ann. Stat. Ch. 26 Sec. 9-205.1, 9-307, 9-307.1,
9-307.2 (Smith-Hurd SUPPa 1984-1985).
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Effective July 1, 1985, Iowa has added another twist to
the pre-notification statute. 80 Iowa provides for pre-noti­
fication within a producers trade area if the lender is to
retain his security interest in the farm product. 11 The
trade area is defined as contiguous counties. 82 Otherwise,
the buy~r purchases subject to lender's security interest.
State modification of U.C.C. Sec. 9-307(1) by notice sta­
tutes has shattered the uniformity of the Uniform Commercial
Code.

In theory, notice statutes establish a method of noti­
fication that provides the lender with a tool by which he
can police collateral and the application of collateral pro­
ceeds. Under the above mentioned alternative, "the lender
and buyer share responsibility for policing collateral. The
burden of inadequate information shifts to the lender who is
thought to have superior information as to the seller's bu­
siness and financial condition. Just as buyers can' never be
certain where grain or livestock originated, neither can
lenders be certain as to whom the grain or livestock will be
sold. The lender cannot always be certain of when and where
he must give notice. 83

1. Buyer Obtains Lign Certification Statement from Seller

74 hnn. ~Ann. Sec. 47-9-307 (Supp. 1985) •

7S Q.h12 i&:2:. ~Ann. Sec. 1309.26 (Page Supp. 1985) .

76 Qhi.Q. Ru. Code Ann. Sec. 1309.26 (Page Sup. 1985) .

77 zg.
78 li.

79 H.R. 1591, 99th Cong., 1st Sess. (1985). The proposed.
federal legislation does not address the issue of unethi­
cal seller either.

8 0 ~~ Ann. " Sec. 554. 9307.

81 ~.

8 2 li.

83 With the increasing movement of farm products across
county and state lines, r marketing decisions being made
over a long period of time, the prudent debtor would have
to provide the lender with a large number of potential
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North Dakota, 84 South Dakota,'5 Nebraska,8S and Oklaho­
ma" require the buyer to obtain from the seller a certifi­
cate of ownership in which the seller certifies the condi­
tion of title and specifically identifies any security in­
terests outstanding against the farm product. If there is a
lien, . the buyer is obliged to make payment jointly to the
seller and the lienholder. The buyer will take the commodi­
ty subject to any outstanding lien unless he can produce the
seller's certificate and demonstrate that the proscribed
procedures were followed. The certificate of ti.tle approach
is attractive because it imposes a burden on producers. The
certification process at the moment of sale draws to the
seller's attention the importance of satisfying the lien,
but provides no ironclad protection against sellers who
would give a false certificate and divert the proceeds. It
is consistent with the historical desire to bave evidence of
title and to deter fraud.

The lien statement or title alternative imposes an ad­
ministrative obligation· on buyers to obtain certificates in
connection with every transaction or assume the financial
risk of paying twice for purchased farm commodities. Buyers
already ask for such certification in purchase contracts. II

A five thousand dollar car and a ten-thousand tract of real
"estate are transferred with title information. Fa~ product
transactions often involve larger sums of money. It seems
prudent to require. certification of clear title at time of

buyers even though he might· sell to only one or a few.
His actual buyer may not be known until the day of sale.

84 H.n~ ~. ~ Sec. 41-09-28 (1985).

85 l.n. Codified~ Ann. Sec. 57A-9-307 (1985).

86 ~. I.u. .s..t..i.t. Sec. 90-9-307(4) (1985).

8 7.Qkla. ~. Ann. tit. 12A, Sec. 9-307( 3)( a) (West,
1985) .

81 Commonly used purchase contracts in the grain and peanut
trade have provisions which state "Seller warrants that
the farm'products are not subject'to any liens, encum­
brances or prior interests (including landlord's liens,
peA. Bank and prior crop contracts) except as listed be­
low.

Seller agrees that all such liens, encumbrances or prior
interests will be satisfied prior to delivery of the farm
product or will be satisfied from Buyer's payment to
Seller, or Buyer may issue joint checks to satisfy such
liens.
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purchase. Title certification has been proposed by the Am­
erican Bankers.Association as an alternative to federal
pre-notification legislation. 19

3. Criminal Penalties

The laws enacted in Illinois,9o Indiana,91 North Dako­
ta,92 Ohio,93 Oklahoma,'4 Iowa,95 and South Dakota9 S impose
criminal sanctions on farmer-sellers who provide fraudulent
information or otherwise defraud the lender by selling se­
cured farm products without notification to buyer. Such
provisions encourage notification of debtor's lien to the
farm products buyer by the debtor. With proper notifica­
tion, the buyer issues a j·oint check to the lender and farm­
er-seller. South Dakota9 7 requires the secured lender to
initiate a criminal action against the farm product seller
before a civil suit can be filed for conversion against the
buyer.

!. Shorter Statutes ~ Limitations

A shorter statute of limitation requires lenders to
promptly pursue their claims against buyers. 98 By reducing
the period of time available to lenders to make their claim,
the buyers' exposure to contingent liabilities is reduced.
From the lenders' standpoint, in many instances considerable
time may have elapsed before the diversion is 4iscovered and

89 The essential element of a draft of the proposed "Farm
Product Buyers' Equity Act of 1985" states: Notwith­
standing any other provision of Federal, State or local
law --' 1. A buyer in the ordinary course of business
shall take farm products free of a security interest
created by the seller of the products, even though the
security interest is perfected, provided the buyer-- a.
(i) receives from the seller at the time of purchase a.
certificate stating the farm products are subject to a
security interest, and (ii) includes the name of any se­
cured party identified by the certificate as joint payee
on the check or other instrument issued in payment for
the farm products, or, b. receives at the time of pur­
chase, on a certificate supplied and retained by the buy­
er, a signed statement from the seller that there is no
security interest in the farm products. (2) a buyer in
the ordinary course of business who fails to comply with
the provisions of paragraph (1) shall take farm products
subject to any perfected security interest in the pro­
ducts created by the seller... (from private correspon­
dence held by the Author).

90 Ill. Ann. Stat Ch. 26 Sec. 9-205.1, 9-307, 9-307.1,
. 9-307.2 (Smith-Hurd Supp. 1984-1985).
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traced to the buyer. Still, the major financial risk of di­
verted proceeds would rest with the buyer. The reduction-in
the statute of limitations for conversion suits from five or
seven years' to one or two years conversion may be a. sensible
policy alternative. It requires lenders to more closely
police their loans and it provides a shorter per~od of expo-
sure for the buyer. Federal pre-emptive legislation would
reduce exposure to a given crop year. 99

2. Special Exemptions f£x Auctioneers ~ Agents

Nebraska1 DO Georgia. 1 0 1 Montana 1 0 2 Louisiana, 113 and
Kentucky,1G4 provide that auctioneers or commission agents
shall generally not be liable to the secured party for the
sale of mortgaged farm products. In addition, Kentucky 1 05
provides that the buyer of the livestock also takes· free of
the security interest unless written notice by certified
mail is provided to the publically licensed stockyard. Mon­
tana1 • 6 has a similar notice requirement for stockyards.
The notice is centrally filed and dispensed by the state go­
vernment to central livestock markets. 107 Such modifications
of U.C.C. Sec. 9-307(1) by states indicate a trend towards
special interest protection for auctioneers, commission
markets, and livestock buyers.· If a creditor's interest in
mortgaged farm products is to be severed like a creditor's
interest in inventory held for sale in the ordinary course
of business, then should not the creditor's interest be

91 Ind. ~Ann. Sec. 26-19-307(1) (1985).

92 N.]2. .c.mt.. ~ Sec. 41-09-28 (1985).

93 Qhi.2 h:2:. ~Ann. Sec. ll09.26 (Page Supp. 1885 ).

94 Okla~ .tttt. Ann. tit . Ill, Sec. 9-307(3)(a) (West,
1985,) •

95 ~ Code Ann. Sec. 554.9307.

96 i. n. Codified~ Ann. Sec. 57A-9-307 (1985).

g 7 Isl.

98 ~.

,~ See infra text accompanying notes 135 to 153.

loa

1 0 1

102

~. ~. itAt. Sec. 69-109.01 (1983).

~. ~ Ann. Sec. 11-9-307 (1982).

~. Code Ann. Sec. 81-8-301 (1982).
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severed in all such transactions for all buyers of farm pro­
du.cts and not just special exemption for a selected class
auctioneers and commission agents?

i.' Central Filing ~ Farm Product Liens

Alternative 1 1 0 8 of the U.C.C. provides for central
filing of security liens on farm products. Central filing
for farm products was adopted early by 12 states. 109 Monta­
na,110 Iowa,111 Kansas,112 Nebraska,113 and Virginia1 1 4 have
modified their filing rules within the past three years to
require-central filing for some or all farm products.

Some would argue that the geographical size of the
state might tend to encourage or discourage central filing.
A single set of files in Texas or Alaska is quite a diffe­
rent matter than in a New England State. The technology of
electronic data retrieval does provide an answer to this
problem of central filing which was unimaginable when the
filing provisions were originally discussed.

As Dole has stated: tt(T)ransferring all agricultural
filings to the state level will remove this practical com­
pulsion to file everywhere with respect to them. It will
remove the severe penalty for loss of perfection and priori­
ty that can be imposed for a failure to file eve~here."11S

Central filing would reduce the uncertainty as to where the

103 Mortgaged Commodity Hearings, supra note 38
(statement of Delmar Banner, President, Farm
Council Louisiana has not adopted the U.C.C.)

104 &l:. Rfi. ~. Sec. 355.9-307 (1985).

105 1.Q.

la6 t1!m:t. Code Ann. Sec. 81-301 (1982).

1 a 7 .z.g.

at 59
C-redit

1 D 8 Sec. 9-407(1) (1978).

109 Alternative 1 has been adopted in Delaware (1962), Dis­
trict of Columbia, Connecticut, Georgia, Hawaii, Iowa,
Maine, Kansas, Nevada, Oregon, Utah (modified), and
Washington.

110 Mont. Code Ann.
tral filing for
Livestock.

Sec. 81-8-301 (1983) provides for cen­
livestock with the State Department of

111 Ann. Sec. 554.9407(2)-(4)
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buyer must check. With computer assisted search af the cen­
tral file by direct linkage between purchaser and the cen­
tral data base, the buyer will be able to instantaneously
search the record for liens on farm products. 116 In any
event Califo"rnia, one of the largest states, requires exclu­
sive state-wide filing for everything except certain types
of agricultural collateral. 111 Statewide filing is appropri­
ate with electronic technology.

The central filing solution basically leaves intact the
unique treatment of farm products sold in the ordinary
course of business. It maintains the long established ba­
lance of responsibility between lenders and buyers of farm
products. This central filing solution recognizes that buy­
ers' conversion problems is a problem. of notice. . Th~ s·olu­
tion attempts to deal with the notice problem by establish­
ing within each state a single office at which all farm
products' liens must be filed. 'rhi-s solution also recog-·
nizes the need for timely· and accurate information on farm
product liens.

Critics gf central filing argue that it is only a par-
tial solution and is not easily implemented. For example:

Problems of identifying the true owners of farm pro­
ducts remain. Timing problems. Buyers (especially li­
vestock buyers) would still have difficulties unless

1984-1985) .

112 Kan. ~. Ann. Sec. 84-9-401-410 (Supp. 1984).

113 Neb. i&x. Stat. U.~.~. Sees. 9-413-415 (Com. Supp.
1984). Nebraska statute provides local and central fil­
ing with the ~nstallation of a centralized computer file
by 1986.

114 YA. Code Ann. Sec. 9-407(1) (Supp.
local and ·central filing for grains,
products.

115· Dole, supra note 7 at 1003.

1985) provides for
but not other farm

116 The search can be conducted by the debtor name, varia­
ti9ns of name and address, and type of farm product.
Most local clerks file by the name given. Thus, Hooker,
Thomas J. of RR 11 Farmville is the only listing. When
Hooker, T. J. sells his farm products the clerk might
overlook Hooker, Thomas, J. in searching the record.
The computer, searching on Hooker, T., would provide a
listing of Hooker, T.J.; Thomas Jay; Tom; Tom Jay; Tho-
mas Jay; T. Jay; etc. at RR 11, Farmville, Anystate.
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the central filing location in each state (presumably
the Secretary of State's office) had its records compu­
terized with 24-hour telephone access.

Even if computerized, computers search for exact
in~ormation. Even minor errors in spelling or descrip­
tions could frustrate accurate reporting of existing
liens.

Most states do not now have central filing for
farm products collateral, and the costs associated with
establishing and maintaining a computerized central
filing system are considerable.

Central filing leaves with the buyer the burden of
checking the records or buying at his peri1 1 1 8

These problems can be diminished if not eliminated over
time. This is particularly true if central filing is com­
bined with alternatives such' as: requiring seller to certi­
fy that he is the title holder (if seller is unknown to buy­
er, buyer can check driver's license); providing criminal
penalties for seller's misrepresentation as to lien status;
posting signs in buyers place; conducting educational meet­
ings for fa~ers; requiring signature on card at time of
loan by debtor in which he acknowledges the possibility of
criminal sanctions for selling farm products contrary to

With computer assisted search of the central file by di­
rect linkage between purchaser's microcomputer and cen­
tral data base or purchaser phone cal1'~o the central
location, the buyer will be able to instantaneously
search the record for liens on seller's farm products.
State-wide filing is still a relatively novel and unfam­
iliar device. As the business and banking communities
become familiar with its operation, they may well come
to appreciate its merits. This seems to have happened
in the limited areas in which state-wide filing has been
in force for any period of time. In the absence of cen­
tralized computers, but with the establishment of com­
prehensive state-wide files in any state, private agen­
cies have developed through which file checks can be
made as promptly as if the files were located in the
county courthouse. A phone call to a central agency in
the state capital may be as cheap for a file search (if
not cheaper) by a farm product purchaser than a forty
mile trip to the county seat (or several county seats)
to search for the lien record of farmer-sellers. Be­
cause centralized' computer filing of Article 9 liens can
provide an instantaneous· check of the file for farm pro­
duct liens, it is ideally suited to provide instantane-
ous information to the farm produc.t buyer. The buyer

- 20 -



terms of the security agreement; secure several convictions
under criminal statutes and publicize; and shorten the sta­
tute of limitation. Many of the critics' complaints rela­
tive to central filing may be resolved by computer system
design and proper implementation of central filing. Central
filing· works for equipment liens, farm equipment liens al­
ready centrally filed in some states, and farm product liens
in states with central filing as well as all other items
which are now centrally filed.

c. Reyision of~ Products Exception ~ ~ Courts

Several of the state courts have made modification to
the application of U.C.C. Section 9-307(1). Although U.C.C.
Section 9-307(1) protects the security interest of the farm­
er's lender in farm products, the courts have often strictly
interpreted the provisions and applications of the security
agreement 1 1 9 in order to reduce a purchaser's 'liability for
conversion of lender's secured interest. U.C.C. Section
9-306(2) states with respect to secured party's rights on
disposition of collateral:

(2) Except where this Article otherwise provides, a se­
curity interest continues in collateral notwithstanding
sale, exchange or other disposition thereof unless the
disposition was authorized by the secured party in the
security agreement or otherwise, and also continues in
any identifiable proceeds including collections re­
ceived by the debtor. 120

The question of what constitutes "authorization by the se­
cured party in the security agreement or otherwise" has been
the subject of litigation. Many security agreements for
farm products require that the lender's consent be given or­
ally or in writing for the sale of a farm product by the
farmer-debtor. 121 In practice, however, many sales take

can check the file conveniently and thus, UCC Sec.
9-307(1) will function as intended, giving notice to
prevent the conversion of farm products.

11 7 Cal. Com. Code Sec. 9-401(1) (West 1985).

118 Mortgaged Commodity Hearings,
(statement of Delmar Banner)
dustry) .

supra note 38 at 151
President Farm Credit In-

11 9

120

u.s.s.
u ~. c.

Sec.

,Sec.

9-105(b) (1978).

9-306(2) (1978).

121 Lenders often place words such a "debtor
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place with or without the lender's implied or expressed per­
mission. The reality of farm product financing is that the
secured party wants the collateral to be sold continually in
order for ~he secured party to receive payment on the line
of credit it has extended. In this application, the exten­
sion o·r farm credit is similar to inventory financing. The
secured party is also reluctant to give blanket consent to
sales because it would lose its right to go against the pur­
chaser under U.C.C. Section 9-307(1) should the debtor de­
fault. Consequently, secured parties have protec~edthem­

selves by such judicially recognized conditional sales
authorization to sell if payment is made jointly to seller
and bank1 2 2 and authorization to sellon condition buyer's
drafts drawn on defendant bank were honored and paid, 123 and
consent to sell as long as no prior default has occurred. 124..

Under section 9-306(2), where· a sale of collateral has
been authorized unconditionally either in the instrument or
otherwise, t.he security interest. in farm products (other
goods as well) does not survive the sale. 125 The secured
party's expressed consent and authority to sell contrary to
the terms of the security agreement cuts off the security
agreement. 126 Terms and conditions of the security agreement
can be expressly waived. 121 Waiver has been characterized as
a "voluntary abandonment or remainder, by a capable person
of a right known'to him to exist with the intent that such a
right shall be surrendered and such person deprived of its

lease or otherwise dispose of any collateral unless spe­
cifically authorized in separate writing by lender ex­
cept as provided in this agreement." The security
agreement may state that the debtor may sell milk to a
particular buyer, sell cattle as long as a joint check
is drafted in favor of lender and debtor or similar res­
trictions.

122 North Central Kan. Prod. Credit Ass'n v. Washington Sa­
les Co., 233 Kan. 689, 694, 577 p.2d 35, 38 (1978).

123 Baker Prod. Credit Ass'n v. Long Creek Meat Co., Inc.
266 Or. 643, 648, 513 P.2d 1129, 1134(1973).

Ass'n, 190124 Farmers State Bank v. Edison Non-Stock Coop.
Neb. 789, 793, 212 N.W. 2d 625, 628 (1973).

125 u.~.~. Sec. 9-306(2) (1978). See Baker Prod. Credit
Ass'n v. Long Creek Meat Co., Inc., 226 Or 645! 512 P.2d
1129 (1973) and Farmers State Bank v. Edison Non-Stock
Coop. Ass'n 190 Neb. 789, 212 N.W.2d 625 (1973).

126 Id. See also North Central Kansas Prod.
Washington Sales Co., Inc., 223 Kan.

Credi t As s 'n v .
289 577 P.2d 35
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benefit."128 An express waiver need not be communicated to
the buyer~ 12.

Controversy surrounds implied waiver of security inter­
est; implied waiver of the requirement of prior written per­
mission to sell; and implied waiver inferred from a course
of dealing or usage of trade. U.C.C. Section 1-205(4) pro­
vides:

the express terms of an agreement and an applica­
ble course of dealing or usage of trade shall be con­
strued wherever reasonable as consistent with eachoth­
er, but -when such construction is unreasonable, express
terms control both course of dealing and usage of trade
and course of dealing·controls usage of trade. 252

U.C.C. Section 2-209(4) provides that although an attempt at
modification or rescission of agreement does not satis~y the
requirements that a writing must be modified in writing un-
der subsection (2) or (30) of U.C.C. Section 2-209 it can
operate as a waiver1 3 0

Based on U.C.C. Section 2-209(4) and u.e.c. Section
1-205(4), some cases 1 3 1 have held that certain conduct,
course of dealings, or usage of trade and the like may
create a waiver of the conditions in a security agreement or
a waiver of the security agreement itself. Other cases,

127

(1978).

u.c.c. Sec. 1-103 (1978).

128 Anon, Inc. v. Farmers Prod. Credit Ass'n of Scottsburg,
446 N. E. 2d 656 at 659. (.Ind. App. 1983). (Citing North
Central Kansas Prod. Credit- Ass'n v. Washington Sales
Co., Inc., 223 Kan. 289, 557 P.2d 35 (1978)).

129 Id. at 660.

130 Sec. 2-209(4) (1978).

1 31 The following cases have found an implied waiver of the
security agreement: Clovis Nat. Bank v. Thomas, 77 R.M.
554, 425 P.2d 726 (1967) (in 1968 New Mexico by statute
set aside the Clovis rule). See H.M. Stat. Ann.. Sec.
SOA-1-2051(3,4); Planters Production Credit Assn. v.
Bowles -, 256 Ark 1063, 511 S. Wli 2d 645 (1974); Lisbon Bank
& Trust Co. v. Murray, 206 N.W. 2d 96 (Iowa 1973); He­
drick Save Bank v. Myers, 229 N.W.2d 252 (Iowa 1975);
Central Washington Prod. Credit Ass'n v. Baker, 11 Wash.
App. 17, 521 P.2d 226 (1974); In ~ Caldwell, Martin
Meat Co., 10 y.&.~. Rep. 1lQ. (E.n. Cal. 1970)
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based on the same fact patterns have refused to find a waiv­
er. 132 The deep cleavage 1 3 3 existing between jurisdiction on .
the problem is illustrated by two recent cases, Anon, Inc.
y. Farmers Prod. Credit Ass'n. 134 and First Tennessee Prod.
Credit Ass'n y. Gold Kist, Inc. 135 The courts deep cleavage
mirror~ the myriad efforts in the states' legislatures to
resolve the disunification of the Uniform Commercial Code
Section 9-307(1).

D. Federal Reyision of the Farm Product Exception to U.C.C.
9-307(l).

Federal legislation to remove the application of Sec.
9-307(1) to farm product~ has also been proposed as an al-
ternative to state-by-state amendment of U.C.C. Sec.
9-307(1) for removal of the "farm product" exception. 136

Proposals introduced as separate legislation have become a
part of the farm bills in the 99th Congress. 137 The current
legislative proposal is:

Notwithstanding any prOV1S10n of federal, state,
or local law, a buyer in the ordinary course of busi­
ness who buys farm products from a person engaged in
farming operations shall own such goods free of any se­
curity interest in such goods created by his seller
even though the security interest is perfected in ac­
cordance with applicable state law and even though the

and United States v. Central Livestock Ass'n Inc., 349
F. Supp. 1033 (S.E.D.N.D. 1972).

132 The following cases held that U.C.C. Sec. 1-205(4)
prohibits implied authority to sell where the security
agreement requires written authority. Garden City Prod.
Credit Ass'n v. Lannon, 186 Neb. 668, 186 N.W.2d 99
(1971); Baker Prod. Credit Ass'n. v. Long Creek Meat
Co., 266 Or. 643, 513 P.2d 1129 (1973); Vermilion County
Prod. Credit Ass'n. v. Izzard. 111 Ill. App.2d 190, 249
N.E.2d 352 (1969); Colorado Bank and Trust Co. v. West­
ern Slope Inv. Inc., 539 P.2d 501 (Colo. App. 1975); and
United States v. E.W. Savage & Son, Inc., 343 F. Supp.
123 (D.S.n. 1982), aff'd, 475 F.2d 305 (8th eire 1973);
Burlington Nat'l Bank v. Strauss, 50 Wis. 2d 270, 184
N.W.2d 122 (1971); North Central Kansas Credit Ass'n v.
Washington Sales Co., Inc. 223 Kan. 689, 23 U.C.C. Rep.
1343, 577 P2d 35, (1978); Farmers State Bank v. Edison
Non Stock Coop. Ass'n., 190 Neb. 789, 212 N.W.2d 625
(1973); Wabasso State Bank v. Caldwell Packing Co., 308
Minn. 349, 251 N~W.2d 321 (1976); and Fisher v. First
Nat'l Bank, 584 S.W.2d 515 (Texas eire App. 1979). By
statute, New Mexico has legislated the same result. See
H.~. Stat. Ann. Sec. SOA-1-205(3, 4) (1983).
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buyer knows of its existence: Provided however, that a
buyer of farm products takes subject to a security in­
terest created.by the seller if: (i) within twelve
months prior to the sale of the farm products the buyer
has received from the secured party or the seller writ­
t·en notice of the security interest and of any payment
obligations imposed on the buyer by the secured party
as conditions for waiver or release of the security in­
terest, and (ii) the buyer has failed to perform those
obligations.

"(b) Notwithstanding any provisions of Federal,
State, or local law, a commission merchant or selling
agent who sells farm products for others shall not be
liable to the holde~ of a security interest in·such
farm products even though the security interest· is per­
fected and even though the commission merchant or sell­
ing agent knew of its existence, if the sale is made in
the ordinary course of business: Provided however,
that a commission merchant or selling agent of farm
products takes subject to a security interest created
by the seller if: (i) within twelve months prior to
the sale of farm products the commission merchant or
selling agent has received from the secured party or
the seller written notice of the security interest and
of any payment obligations imposed on the commission
merchant or selling agent by the secured party as con­
ditions for waiver or release of the security interest,
and (ii) the commission merchant or selling agent has

133 The deep cleavage comes in spite of the states purpose
of. the U.C.C. "to make uniform law among the various
jurisdictions" u. c. c. Sec. 1-102 (1978).

134 Anon, Inc. v. Farmers Production Credit Association, 446
N.E.2d 656 (Ind. Ct. App. 1983).

135 First Tennessee Prod. Credit Ass'n v. Gold Kist, Inc.
653 S.W. 2d 418 (Tenn. Ct. App. 1983).

136 s. 2190, H.R. 3296 and H.R. 3297, 98th Cong.
(1983),. and H.R. 1591, and s. 744, 99th Cong.
(1985).

1st Sess.
1st Sess.

131 H.R. 1591, 99th Cong. 1st Sess. (1985) has become Sec­
tion 1314 of H.R. 2100, 99th Cong. 1st Sess (1985) and
s. 744, 99th Cong. 1st Sess. is part of the Senate Farm
Bill. Backgrounder--Clear Title Legislation., Sept. 19,
1985, USDA Office of Information and Committee on Agri­
culture, u.s. House of Representatives, Summer No. 10,
News Release, August 9, 1985.
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138

failed to perfo~ those obligations. 138

The proposed federal preemption of the UCC is based on the
legitimacy on the commerce clause of the Constitution. 139

The proposed legislation implies that the exposure of pur­
chasers· of farm products to double payments inhibits free
competition in the market for farm products, and such double
exposure constitutes a burden on and an obstruction to com­
merce in farm products. 140

The legislative prop~sal provides for written pre-noti­
fication to the potential buyer by the lender, if the len­
ders security in the farm products is to be protected. In
operation, the bill would require a borrower to-provide a
list of potential buyers for his farm products to his len­
der. The lender would then notify the potential buyers of
his security interest. If the commodity was not sold within
the twelve months, the bill implies that the lender should
have to re-notify the potential buyers. The legislative
proposal provides no protection to a secured party whose
chattel is sold to a buyer other than buyers pre-notified.
During House floor debate on the farm bill, another modifi­
cation was proposed which would make the provision applica-

"ble only in states where central filing had not been adopt­
ed. 14 1

H.R. 1591, 99th Cong. 1st Sess. (1985) and S. 744,"99th
Cong. 1st Sess. (1985) Uchtman argues, the widespread
use of· after acquired property clauses in security
agreements involving agricultural products, coupled with
an ability to extend perfection of an existing security
agreement by filing a continuation statement every five
years, could allow a lender to enjoy exemption from fed­
eral law for decades. Uchtman, Bauer, and Dudek, "The
U.C.C. Farm Products Exception--A Time to Change", 69
Minn ~ Rev., 101, 128, footnote 139 (1985).

139 U.S. Const. art. I, 5 8, cl. 3.

140 The bills imply that buyers should not be concerned with
sellers who may "steal" lenders' collateral. The burden
of enforcement of liens is a legitimate legislative po­
licy issue and in fact the ultimately be a policy call.
See generally Mortgaged Commodity Hearings, supra note
38, at 137 to 150 ,and 188 to 203. The U.C.C. provision
should not be blithely overruled. (Author's opinion).

1 " 1 Conversation with Tom Conway, O.G.G. USDA, Sept.
1985. Outcome unknown at writing of this paper.
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Another more limited federal approach was. proposed in
H.R. 3297 in the 98th Cong. 1 4 2 This bill would have rejected
the application of U.C.C. 9-307(1) only with respect to the
livestock industry. 143 H.R. 3296 1 4 4 would have rejected the
application -of U.C.C. Sec. 9-307(1) for all farm products.
H.R. ~2~6 and H.R. 3297,145 would have allowed the purchas­
er of farm products to take free and clear of perfected se­
curity interest even if buyer knew of the secured parties
interest.

The removal of farm products exception to U.C.C. Sec­
tion 9-307(1) uniformly at the state level or by federal
legislation is .attractive as a "quick-fix" to the problem as
it provides the same treatment to farm products (farmer's
inventory) as to other business inventory and it could easi­
ly be implemented. It implies, however t that financing of
fa~ products has lost its uniqueness. 146 The farm lender
would be weakened in his efforts to police its collateral.
The credit was extended in the first place on the strength
of a self-liquidating lien. Professor Meyer argues that the
removal of the application of the farm products exception to
U.C.C. Sec. 9-307(1) would have the following negative im­
pacts:

1. Farm lenders will lose a substantial protection.
This includes any leverage to obtain a joint payee
check.

142 H.R. 3297, 98th Cong. 1st Sessa (1983) states: That
section 409 of the Packers and Stockyards Act t 1971 (7
U.C.C. 228b), is amended by adding the following new
subsection:

n(d) notwithstanding any other Federal or State
law, any buyer of livestock in the ordinary course of
business, including a livestock marketing agency, shall
take the livestock free of any security interest creat­
ed by any person or agency even though the security in­
terest is perfected and even though the buyer knows of
its existence."

143

144

145

H.R. 3296, 98th Cong. 1st Sess. (1983).

H.R. 3296 and H.R. 3297, 98th Cong. 1st Sess. (1983).
While it is defensible to create uniform federal legis­
lation in this area as H.R. 3296 would do, it is this
author's opinion that it is not defensible to further
fragment'the problem of special interest legislation em­
bodied in H.R. 3297. Public policy should treat equals
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2. It would seem this loss would require lenders to be
much more conservative in lending approach, charge
higher interest rates, require more collateral, re­
quire co-signors or guarantors and not be willing
to take chances on young or less established farm­
ers.

3. This could well put much more pressure on the fed­
eral government to get more involved in the lending
business inasmuch as the Farmers Home Administra­
tion's current requirement that borrowers are not
eligible unless credit is otherwise not available.

4. When the farmer gores bankrupt, the lenders will
have a problem with cla~ing money in a general
checking account in which the farmer has deposit
proceeds from the sale of collateral.

The farm credit industry likewise argues ~hat the cost of
agricultural credit would be increased and/or the availabil­
ity of such credit would diminish. 141

In arguing that the impact of
duct exemption would be minimal
Professor Rohner1 4 8 states that:

the removal of farm pro­
on agricultural credit,

1 .. 8

1) ... Presumably some lenders t though legally en­
titled to pursue the purchaser, do not do so
for reasons of expediency (distance, likeli­
hood of recovery, litigation expenses,
etc. ) ...

(farm product purchasers, producer and lenders of milk,
chickens, livestock, tobacco, cotton, grain, etc.) une­
qually with different laws and exceptions.

146 Backgrounder, supra note 137.

147 Mortgaged Commodities, Supra note 38 (Appendix, State­
ment of Delmar K. Banner, President, The Farm Credit
Council). A study of the impact of California's exemp­
tion could be undertaken to verify or discredit this
theory, offered without collaboration.

Mortgaged Commodities, supra note 38, at 89-114 (state­
ment of Ralph H. Rohner, Professor of Law, Catholic
University of America on Behalf of the American Meat In­
stitute).
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2) ••• Preemption of the farm products rule
would not mean that purchasers could never be
accountable. The buyer would still have to
qualify as a "purchaser in the ordinary course
of business." The buyer would have to be act­
ing in good faith and without knowledge that
the particular sale was unauthorized. These
criteria would permit the lender to recover
from any buyer who was a knowing participant
in an unauthorized sale.

3) A reallocation of risk from buyers to lenders
is also justifiable if the net amount of loss­
es would be reduced, or if those losses could
be absorbed more efficiently by lenders ,than
purchasers. . ..

4) ... L enders are inherently better positioned
to absorb and distribute the resulting losses.
For example, lenders can reflect actuarial
projections of unauthorized sale losses in
their rate and fee structures for distribution
among all borrowers. Or insurance against
that specific form of risk may be feasible.
Under the present law, by contrast, the losses
fall fortuitously and, randomly on purchasers
of different sorts who as "a group are much
less likely to be able to absorb or distribute
the losses through their customer base.

Rohner cites no authority for point number one. 149 In
fact, other testimony indicates that actions for conversion
generally are undertaken when the farm product seller ~s in­
solvent. 151 Argument number two is contradicted by proposed
legisl~tion.151 Argument number three assumei that the len­
ders could inexpensively and routinely police loans. Alt­
hough the efficiency argument is unsubstantiated, it is an
acceptable public policy decision to reallocate the risk
from farm product buyers to farm product lend~rs. 152

149 at 89-114.

1sa Mortgage Commodity Hearings, supra note 38, at 192-194
(Statement of Professor Keith Meyer, University of Kan­
sas ).

151 H.R. 3296, 98th Cong. 1st Sess. Sec. 2 (1983) and H.R.
3297, 98th Cong., 1st Bess (1983) and H.R. 1591, 99th
Cong. 1st Sess. (1985) and 5.477, 99th Cong. 1st Sess.
( 1985).

152 Gilmore, supra note 3, Sec. 26.10.
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Moreover, similar allocation of risk is made with respect to
"bulk" transfers and real estate liens and therefore, it is
not a "required" policy call to reallocate risk in the area
of farm product liens. In this author's opinion, argument
number four is perhaps the most persuasive for shifting the
transaction risk solely to the lenders. However, this pres­
upposes that there are no acceptable legislative alterna­
tives to resolve the current problem or that the removal of
the farm products exemption is sound public policy. 153 What,
if any, would be the marginal increase in farm production
cost if the exemption for "farm products was removed? Unila­
teral action by the federal government, overriding states
rights in the area of commercial law should only be under-

. taken after the Permanent Editorial Board of the UCC and the
states have had the opportunity to re-unify the UCC.154

Summary

Regardless of the outcome of legislation, tough finan­
cial times have made lenders more aware of policing farm
product collateral. Lenders have an obligation to place in
bold print and highlight or underline the debtors obliga­
tions under an Article 9 secured party loan. The agricul-.
tural lender has an affirmative duty to police his/her loans
with periodic checks on the debtor's performance under the
terms of the loan.

-Farm product buyers need not search the files for every
buying transaction. Buyers could establish a buying "cre­
dit" policy for each of its regular sellers. This would be
like a sellers credit policy in reverse. Just as buyers es­
tablish a credit sales policy, so could farm product buyers.
The list could be periodically updated. Farmers who payoff
their liens will bring this info~ation to the attention of
the buyer. Otherwise, the buyer can assume the lien is
still in place. When a seller sells farm products secured
by a lender, the buyer could issue a check payable to both
the seller and lender. The buyer would only need an immedi­
ate file search on an unknown farm product seller.

If
adopted,
space on
lows:

central filing with computer retrieval would be
or under current filing provision, why not have a
the UCC 1 or similar form which provides as £01-

--Waiver of written consent to sell

153 See a discussion" of alternatives at text accompanying
notes 108-118.

1·54 hUc tman, supra note 138.
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--No waiver of written consent to sell.
Farm Lender for information.

--No waiver of consent to sell

Call the

--Make check payable to lender and debtor. 155

Efforts could also be undertaken to better clarify the
description of the collateral.

A movement away from the lender protection is likely to
cost the taxpayer more through greater FmHA losses. A shift
is also likely ·to reduce the availability of funds and/or to
raise the interest rate on loans and non-land owning farm­
ers, to young farmers, and to less capitalized farmers.
This would have both positive and negative effects. 'Lenders
would have to become better policemen for' their loans.
Promising young farmers might have. greater difficulty bor­
rowing money_ A transfer of the transaction risk from the
buyer who now fails to comply with the notice provisions of
Article 9 is a transfer of the risk via the banks to the in­
nocent farmer/borrower. He is likely to pay more for inter­
est as the lender reflects the losses through higher inter­
est rates.

The lender should be required to improve the operation
of 9-401 and the lending process if they are to maintain
their preferred. status in farm products under 9-307(1). In
addition to making access to lien information more readily
available, stiffer criminal penaltie's .could be provided for
those who divert proceeds or otherwise abuse the process.
One can make an equally persuasive arguement that the crimi­
nal law should not be used to police credit transactions.
Producers, buyers, and lenders should be uniformly educated
about the process and the requirements of notification on
the sale of farm goods through formalized sales/title trans­
fer certificates. When money is borrowed and at the time of
sale, farm product sellers should be reminded of their obli­
gations of repayment under an Article 9 transaction.

155 It is not inconceivable that coupled with EFT, the len­
der could say remit X% or $X to lender and remainder to
deQtor. Both could be done simultaneously. The materi­
al could also be in large print with a notice to the
lender to read and discuss the issue with debtor.

156 Uchtman, supra note 138 at 137, Meyer. "U.C.C. Issues",
6 J. Q! Ag. Tax and LAH 460 (1984)., hereinafter, Meyer.
Geyer, Proposals for Improvement in Agricultural Market­
ing Transactions, 29 S.D.L. Rev. 361 (1984), Meyer, The
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Several writers 1 5 6 have proposed alternatives for
re-unifying the U.C.C. The farm product exception could be
deleted from the Code. The retention of the rule could be
accompanied by required central filing for farm products
with instant- access to the information via the telephone or
through- computer terminals. 157 States or Congress could
adopt central filing system. The adoption of pre-notifica­
tion and certification of title are two other alternatives
for federal or state adoption. The removal of 9-307(1) pro­
tection for lenders for farm products may result in reduced
marketing alternatives for farmers. Lenders may require as­
signment of proceeds 'as a condition of making the loan.
Therefore, a farmer may be forced to market his product pri­
or to borrowing the money-.

The burden of the farm product exemption on the buyers
may outweigh the benefits to the debtor and secured party
lender. The "appropriate body to consider the problem is
the permanent editorial . board of the Uniform Commercial
Code". 158 But if the editorial'board fails to act, "federal
preemption (is) preferable to no action at all. 1 5 9

The marketing of agricultural products is no longer
solely a state matter. The federal government should assert
its role to balance the needs of the farm product seller,
buyer and lender. The federal government should exercise
this option by either passing new federal legislation which
would promote uniformity among the states or pre-empt state
law if states do not uniformly act to resolve the problem of
'sellers who don't notify buyers of product liens. The issue
is being addressed by the United States Congress. 160 The al­
ternative to federal preemption in what heretofore has" been
the perogative of the states is for the staJ:es to re-unify
the U.C.C. It may be too late. Congress, due to the inac­
tion of the Permanent Editorial Board of the U.C.C. may do

9-307(1) Farm Products Puzzle: Its Parts and Its Fu­
ture, 60 N.D.L. Rev. 401 (1984), Van Hooser, Problems
Arising from the Sale of Mortgaged Farm P'roducts, 29
S.D.L. Rev. 346 (1984).

157 Whether it is central or central and local, I will leave
the issue to the pundits.

158 Meyer, supra note 156 at 460.

159 Uchtman, supra note 138 at 138.

160 (Statement of Dennis D. Casey, Associate Manager, Lives­
tock Marketing Ass'n) Mortgaged Commodities Hearings,
supra note 38, and H.R. 1591, 99th Cong. 1st Sess.
(1985) and s. 744, 99th Cong. 1st Sess. (1985).
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"an end run on the U. C. C." If Congress chooses the end run,
it will do so by rejecting twentieth century technology and
states' right to. control basic commercial lending activity
with respect to farm products. 161

... 61 Could the states do an end run on Congress by redefining
farm products out of the code?
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APPENDIX 2

18 PROTECTION FOR PURCHASERS OF FARM PRODUCTS

19 SEC. 1324: Ca) Congress finds that--

20 (1) certain State laws permit. a secured lender to

21 enforce liens against a purchaser of farm products even

22 if the purchaser does not know that the sale of the

23 products violates the lender's security interest in the

24 products, lacks any practical method for discovering the

25 existence of the security interest, and has no reasonable
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1 means to ensure that the seller uses the sales proceeds

2 to repay the lender;

3 (2) these laws subject t~~ purchaser of farm products

4 to double payment for the products, once at the time of

5 purchase, and again when the seller fails to repay the

6 lenderJ

7 (3) the exposure of purchasers of farm products to

. 8 double payment inhibits f"ree competition in the market

9 for farm products: and

10 (4) this exposure constitutes a burden on and an

11 obstruction to interstate commerce in farm products •
.

12 -(b) The purpose of this section is to remove such burden

13 on and obstruction to interstate commerce in farm products~

~4 (e) For the purposes· of this section-~

-15 (1) the term "buyer in the ordinary course of

16 business" meahs a person who, in the ordinary course of

17 business, buys farm products from a person engaged in.
18 farming operations who. is in the business of selling farm

19 products.

20 (2) the term "central fi~in9 system·· means a system

21 for filing effective financin9 statements or notice~of

22 such financing statements on a statewide basis and which

23 has been 'certi~ied by the Secretary of the United States

24 Department of Agriculture; the Secretary shall certify .

25 such system if the system complies with the requirements
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1 of this section: specifically under such system--

2 (A) effective financing statements or notice of

3 such financing statement~.are filed with the office

4 of the Secretary of State of a State.

S (B) the Secretary of State records the date and

6 hour of the filing.of such statements;.

7 (C) the Secretary of State compiles all such

8 statements into a master list~~

9 (1) organized according to farm products;.

10 (ii) arranged within each such product--

11 (1) in alphabetical order according to

12' the last name of the individual debtors, or,

13 in the case of .debtors doing-business other

14 than as individuals, the first word in the

-15 name of such debtors; and

16 : (II) in numerical order according to the

17 social·security number of the individual.
18 debtors or, in the case of debtors doing

19 business other than as individuals, the

20 Internal Revenue Service taxpayer

21 identification number of such debtors: and
~

22 (III) geographically by county or parish:

23 and

24 (IV) by crop year;

2~ (iii) containing the information referred to
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i in paragraph (4)(01'

2 (0) the Secretary of State maintains a list of

3 all buyers of farm produ~~s, commission merchants,

4 and selling agents who register with the Secretary of

5 State, on a form indicating--

6 (i) the name and address of each buyer,

7 commission merchant and selling agent;

'S (ii) the interest of each buyer, commission

9 merchant, and selling agent in receiving the

10 lists described in subpara9~aph (E); and

11 (iii) the farm products in which each buyer,

12· commission merchant, and selling agent has an

'.3 . interest ~

14 (E) the Secretary of State distributes regUlarly

-15 as prescribed by the St'ate to each buyer, commission

16 merchant, ~nd selling agent on the list described in

17 subparagraph (D) a copy in written or printed form of.
18 those portions of the master list described in

19 paragraph (e) that cover the farm products in which

20 such buyer, commission mer~hant, or selling agent has

21 registered an interest;

22 (F) the Secretary' of State furnishes to those who

23 are not registered pursuant to (2)(D) of this section

24 oral confirmation within 24 hours of any effective

25 financing statement on request followed by written
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1 confirmation to any buyer of farm products buying

2 from a debtor, or commission merchant or selling

3 agent selling for a sell~f covered by such statement.

4 (3) The term "commission merchant-- means any person

5 engaged in the business of receiving any farm product for

6 sale, on commission, or for or on behalf of another

7 person.

a (4) The term "effec~ive financing statement·- means

9 a statement that~-

.10 - (A) is an original or reproduced copy thereof,

11 (8) is signed and filed with the Secretary of

12' State of a State by the secured partYJ

13 (C) is signed by the debtor;

14 (0) contains,

~s

16

17

18

19

20

21

22

23

24

25

(i) the name and address of the secured

party::

(ii) the name and address of.the person.
indebted to the secured party;

(iii) the social security number of the

debtor or, in the case of a debtor doing business

other than as an individual, the Internal Revenue
~

Service taxpayer identification number of such

debtor I

(iv) a description of the farm products

subject to the security interest created by the
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2

3

4

5

6

7

-8

9

10

11

12:

3

14

~5

16

17

18

19

20

21

22

debtor, including the amount of such products

where applicable~ and a reasonable description of

the property, including county or parish in which. ..
the property is located;

(E) must be amended in writing, within 3 months,

simil~rly signeQ and filed, to reflect material

changes;

(F) remains effective for a period of 5 years

from the date of filing, subject to extensions for

additional periods of 5 years each by refiling or

filing a continuation statement wi~hin 6 months

before the expiration of the initial 5 year periodJ

(G) lapses on either the expiration of the

effective period of the statement or the filing of a

notice signed by the secured party that the statement

has lapse~~ whichever occurs first;

(B) is accompanied by the requisite filing fee

set by the Secretary of State; and

(I) substantially complies with the requirements

of this subparagraph even ~hou9h it contains minor
.

errors that are not seriously misleading_
• • , #

(5) The term farm product means an agricultural

23 commodity such as wheat, corn, soybeans, or·a species of

24 livestock such as cattle, hogs, sheep, horses, or poultry

~5 used or produced in farming operations, or a product of



MDBS98A

46

1 such crop or livestock in its unmanufactured state (such

2 as ginned cotton, wool-clip, maple syrup, milk, and

3 eggs), that is in the posses~ion of a person engaged in

4 farming operations.

5
•• #, ,. "

(6) The term knows or knowledge means actual

6 knowledge.

7 (7) The term
, , 4. 11 •

s~cur1ty 1nterest means an interest

8 in farm products that seeures payment or performance of

9 an obligation.

10 (8) The term ". ..sel11ng agent means a~y person,

11 other than a commission merchant, who is engaged in the

12' -business of negotiating the sale and purcbase of any farm

13 product on behalf of a per~on engaged in farming

14 operations.

American Samoa, the Commonwealth of the Northern Mariana

Islands, or the Trust Territory of the Pacific Islands.

the District Qf Columbia, the Commonwealth of P~erto

Rico, Guam, the Virgin Islands of the United States,.

" • #(11) "The term Secretary of State means the

Secretary of State or the designee of the State.

(d) Except as provided in subsection (e) and

• .. • #

State means each of the 50 States,(9) 'l'he term

" iI.(10) The term person means any individual,

partnership, corporation, trust, or any other busin~ss

entity.

-15

16

17

18

19

20

21

22

23

24

~5
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1 notwithstanding any other provision of Federal, State, or
~~-_. '~''''~--'_.#''_.'''.;.......-.....c- --- --- ._" -. _

-~ ... --. .

2

3

..;> 4

5

6

~7

'8

9

itt

'il

12

j

14

-15

16

17

18

19

20

21

22

23

24

j

local law, a buyer who in the ordinary course of business

buys' a farm product from a selle~.en9aged in farming

operations shall take free of a security interest created by

the seller, even tb9u9~ the security interest is perfected;

and the buyer. knows of the existence of such interest.

(e) A buyer of farm products t~ke: ~ub4ect to a security

interest created by the seller if~~----
~(!) (l)(A) within 1 year before the sale of the farm

,'products, the buyer has received from the secured party-- .....
or the seller written notice of the security interest
.

·organized according to farm pro~ucts that--

(i) is an original or reproduced copy thereof;

(ii) contains,

(1) the name and address of the secured

party:;·

(II) the name and address of the person
•

indebted to the secured party;

(III) the social security number of the

debtor or, in the cas~ of a debtor doing business

other than as an individual, the Internal Revenue

Service taxpayer identification number of such

debtor;

(IV).a description of the farm products

subject to the security interest created by the
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1 debtor, including the amount of such products

2 where applicable, crop year, county or parish,

3 and a reasonable des~~iption of the property and

4 (iii) must be amended in writing, within 3

5 months, similarly signed and transmitted, to reflect

6 material changes;

7 (iv) will lapse on either the expiration period

8 of the statement or the transmission of a notice

9 signed by the secured party that the statement has·

10 lapsed, whichever occurs first, and

11 . (v) any payment obligations imposed on the buyer

12- by the secured party as conditions for waiver or

13 release of the security interest:(;~~

14 (B) the buyer has failed to perform the payment

-15 obligations, @
16 (2) in th~·case of a farm product produced in a State»----------
.17 that has established a central filing system~~.
,18 (A) the b~yer has failed to register with the- -- --"~. --- .
19 Secretary of State of such State prior to the

20 purchase of farm prOducts:~

21 (B) the secured party has filed an effective

22 financing statement on notice that covers the farm

23 ;::;. J products being sold: @
24~ (3) i~ the case of a farm product produced in a State

~ that has established a central filing system, the buyer--
b
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2

3

4

5

6

7

8

9

10

11

.J

14

1.'5
-16

17

18

19

20

21

22

23

(A) receives from the Secretary of State of such

State written notice as provided in subparagraph
=z

(c)(2)(E) or (c)(2)(F) that specifies both the seller.
and the farm product being sold by such seller as

being subject to an effective financing statement or

notice; and--
(8) does not secure a waiver or release of the.........

security interest specified in such effective

financing statement or notice from the secured party

by performing any payment obligation or otherwise;·

and

-(f) What constitutes receipt, as used in this section,

shall be determined by the law'of the State in which the

buyer resides.

(9)(1) Except as provided in paragraph (2) and

not~ithstandin9 any other provision of Federal, State, or
«t

local· law, a commission mercnant or selling agent who sells,.
in the ordinary course of business, a farm product for

others, shall not be subject to a securitx interest created.. '

by the seller in such farm product. even though the security

interest is perfected and even though the commission merchant

or selling agent knows of the existence of such interest.

(2) A commission merchant or selling agent who sells. a

farm product for others shall be subject to a security----_..._..............-~._.- --.......
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~ (A) within 1 year before the sale of such farm

, product the commission merchant or selling agent has

3 received from the secured party or the seller written,.

4 notice of the security interest; organized according to

5 farm products, that--

6 (i) is an original or reproduced copy thereof~

7 (il) contains,.

8 (1) the name-and address of the secured

9 party:

10 (II) the name and address of the person

11 indebted to the secured party;

12' (III) the social security number of the

13 debtor or, in the c~se.of a debtor doing business

14 other than as an individual, the Internal Revenue

~s service taxpayer identification number of such

16 debto~)

17 (IV) a descrLption of the farm products

18 subject to the security interest created by the

19 debtor, including the amount of such products,

20 where applicable, crop year, county or parish,

21 and a reasonable description of the property.

22 etc.; and

23 (iii) must be amended in writing, within 3

24 months, similarly signed and transmitted, to reflect

2S material changes;
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2

3

4

5

6

7

-8

9

10

11

.JR

·14

J.S

16

17

18

19

20

21

22

23

25

Sl

(iv) will lapse on either the expiration period

of the statement or the transmission of a notice

signed by the secured party that the statement has..
lapsed, whichever occurs first; and

(v) any payment obligations imposed on the

commi$sion merchant or selling agent by the secured

party as conditions for waiver or release of the

security interest: and

(B) the commission merchant or selling agent has

failed to perform the payment obligations;

(C) in the case of a farm product·produced in a State
.
~hat has established a central filing system--

(i) the commission merchant or sel~in9 agent has

failed to register with the Secretary of State of

such State prior to the purchase of farm products:

and

(ii) the secured ~arty has filed an effective.
financing statement or notice that covers the farm

products being soldJ or

(0) in the case of a farm product produced in a State

that has established a central filing system, the

commission merchant or selling agent~-

("i) receives from the Secretary of State of such

State written notice as provided in subsection

(c)(2)(E) or (c)(2)(F) that specifies both the seller
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1 and the farm products being sold by such seller as

2 being subject to an effective financing statement or

3 noticeJ and

4 (il) does not secure a waiver or release of the

5 security interest specified in such effective

6 financing statement or notice from the secured party

7 by performing any payment obligation or otherwise.

8 (3) What constitutes receipt, as used in this section,

9 shall be determined by the law of the State in which the

10 ·bu~er resides.

11 (h)(l) A security agreement:in which a person engaged in

12= farming operations creates a security interest in a farm

13 product may require the person to furnish to the secured

14 party a list of the buyers, commission merchants, and selling

~s agents to or through whom the person engaged in farming

16 operations may se~1.such farm product.

17 (2) If a security-agreement contains a provision.
18 described in paragraph (1) and such person engaged in farming

19 operations sells the farm product collateral to a buyer or

20 through a commission merchant or selling agent not included

21 onfsuch list, the person engaged in farming operations~shall,

22 be subject to paragraph (3) unless the person--

23 (A) has notified the secured party in writing of the

24 identity of the buyer, commission merchant, or selling

25 agent at least 7 days prior to such sale; or
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1 (B) has accounted to the secured party for the

2 proceeds of such sale not later than 10 days after such

3 sale.

4 (3) A person violating paragraph (2) shall be fined

5 $5,000 0= 15 per centum of the value or benefit received for

6 such farm pr9~uct desctibed in the security a~reement,

7 whichever is greater.

-s (i) The Secretary of Agriculture shai! pre~ribe
'-'

9 regulations not later th~n 90 days after the dat~ of

;0 "enactment of this Act to aid States in the implementation and

11 management of a central filing system.

12:' -ij) This section shall becom~ effective 12 months after

13 the date of enactment of this Act.
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beiDglOld by IUch seller lUI beinl lubJect to an effective fl·
DaD~ ltat8ment or notice; and .

(8) clOeI not leCure a waiver OJ- reieue of the leCurity in·
terGlt IPICwed in 8uch effective financing etatement or
Dotice from the lICured party by performing any payment
obliption or otherwiae; and

(0 What coDltitu. receipt. AI ueed in thil section, .hall be de­
tAtrrDined by the law of the State in which the buyer reaides.

<lXl) Except .. provided in ~agraph (2) and ftotwitlwtanc1ing
ally other provision of Federal, State, or local law, a commillion
merchant or~ apnt who sell8, iD the ordinary cou.ne of busi·
D", a farm product for othera, 'hall Dot be .ubject to • IlCUrity
iDtereit created by the Miler in lueh farm product eveD thou,h the
lICurity intereat it perfected and even thourh the commillion mer­
chant or ee11iDf" agent know8 of the exia~Dce of such interest.

(2) A oommJllion mercharlt or IelliDr arent who eel1e • farm
product for othera mal.! be subject to a eecurity intereBt created by
the aeUer in IUch farm product if~

(A) within 1 year before the we of ludl farm product the
commillioD merchant or sellinl acent has receivtd from the
eeeurecl party or the eel1er written notice of the I8CUrity inter­
• orpiUzed aceordiDi to farm products, that.....

(i) it an ·orilinal or reproduced cop)' thereof;
(ii) contalnl,

(D the name and addrell of the teCum party;
(II) the lUIDle and addreee of the person indebted to

the eecurecl party;
(m) the social eecurity number of the debtor or, in

the cue of a debtor doing bum... other than .. an
indmduaI. the Internal ReveDue lervice taxpayer
identirlClltion number or 8uch debtor;

(IV) a delcription of the farm products 8ubject to the .
I8C1lrity interest created by the debtor, inc1udina the
amount of .ucb producta, wheN applicable, crop year,
COUIlty or parish, and a reasonable delcription of the
rropertl. etc.; and

(iil) mat be amended. in writinl, within 3 months. simi­
larly liped and transmitted. to reftect ma~rial ~;

(iv) Will lapee OD either the expiration period of the
.tatement or the transmi8Bion of a notice signed by the ..
cured party that the statement baa lapledt whichever
00C\lr8 tim; and

(v) any payment obligationl imJ)Oled on the comm_iOD
merchant or eellini agent by the IeCUred party 81 condi­
tiODl for waiver or releaae of the eecurity intA:rest; and

(8) the commillioD merchant or eelling agent haa failed to
perform the payment obligations;

(0) in the cue of a farm product produced in a State that
has eltabliahed a central filing lyat8m-

(i) the commialion merchant or 1e11iOi IIAot has failed
tD resistor with the SecretarY of State of .uc-.h State prior
to the p\lrchale of fann products; and
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the ~meDta of tbla leCtion; .pecifically under luch
~-W effective flDanc1D£ .tatementl or notic» or auch ftnanc.
~••men. are flIed with the office or the Secretary of
Stite or a seat..
(B) the~ of State recorda the date and hour of the .
tlllDa of Reh ltatementl;
(C) tile Secreta!')' of State compUte all .uch statementl into
amuterti.t- .

(I)o~ according to farm produeta;
(ti)~ within each nch product-

(l) hi alphabetical order according to the lut
IUUM of the individual debtora. or, in the cue of
_btorl cIoi.rur buaineu other thaD .. individuall,
the ftrwtwoN in the name of .ueb debtora; aDd

aD iD Dumerical order .cco~ to the lOCial
~ Dumber of the lftdiviclual debtDra or, in
the cue of debton do.'bun.. other than as
iDdiriduala, the Internal Revenue Service tupay-
er identiftcatiOD number of such debtors; andam~callY by county or pari8hj and

(iii) ~taln~~formation referred to in para-
arapb (4)(D); .

(D) tile~ of Sta~ maiDtaiDI a lilt of all b~!I
of farm proclucta. commillion merchants, and .Uing
,.nta who fellater with the Secretary of State, on a form
iDdica~""

(i) the IUIIM and addrea or each buyer. commialiop
merchant aDd.~apnt;

(ii) theiD~or each buyer. eommillion merchant)
aDd .n.m, .nt iD receiving the lists delCribed. in
8Ub~ph (E); and '

(iii) tb. farm produet8 in which each buyer, commie­
.ion mercballt, and lelling qent bas an interelt;

(E) the SecretarY of State distributee ~l.rly .. pre-­
ecribecl ~ the Stale to each buyert commillioD merchant,
and .Jli", epnt on. the lilt delCribed in .ubpar~ph (D)
• copy in writteD or piDtAMJ fOl'lD of thOle portions of the
mutAn' lilt cleIcribId 1ft paragraph (C) that cover the farm
produ* ill which .uch b~rt commi..ioD merchant, or
ee11~ 8ftDt hal ~tered aD inter_;

(F) the~ of State furniahu to thOle who are not
~ pUNuant to <2XD) of thie I8Ctioll oral confirma·
tion withiD 24 hours of any effective financing .tatement
OD reqUeit followed by written confirmation to any buyer
of farm productl buyiuJ from a debtor. or commission met­
chant or ..um, epDt eellini for a teller CO\'ered by luch
ltatement.

(8) The ~rm "commilaion merchant" means any person en..
Pled in the buiD.. of receiving any farm product for sale,
on commiallion, or for or on behalfof another person.

(4) The term "effective financing statement" mean8 a
.tatement that-



)OMINION
FARM LOAN

January 15, 1986

Senator Frank W. Nolan
Room 381
General Assembly Building
Richmond, Virginia 23219

Dear Senator Nolan:

At your Joint Legislative Study Committee meeting on Tuesday,
January 7, 1986, the Committee requested information on the
number, percentage, and dollar volume of our customers whose
loans are secured primarily by agricultural products. In that
regard, I have gathered the following information that I hope
your Committee will find useful.

Of Dominion Bank of Shenandoah Valley's twelve hundred and
twenty five agricultural loan customers, four hundred and
two t or 32.8%, have loans that are secured primarily· by
agricultural products. These customers had total loans
outstanding on January 10, 1986, of $19,747,887. This re­
presents' 27.6% of our $71,562,000 agriculture loan port­
folio, and 12.6% of our $156,763,000 total commercial loan
portfolio. As Stan Forbes and I explained at your last
committee meeting, if the State fails to set up a central
filing system for liens on agricultural products, and
elects to go with the Federal option of a pre-notification
system, we believe that our liens on agricultural pro­
ducts will in effect become invalid. The above figures
would indicate that we may be put in a position of asking
many of our customers to provide us with other types of
security for their loans. If they are unable to provide
such security, they may find it difficult or impossible to
obtain the credit that they need to continue a viable farm
operation. For these reasons I think to best serve the
interest of the farmers, the Committee should recommend a
Bill to establish a central filing system for liens on
agricultural products.

I do realize that the establishment of this system may carry
considerable expense. Therefore, I suggest that the Committee
set a cap on the cost of establishing this system and allow
for the Secretary of the State Corporation Commission to halt
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(10) The term "petlOn" means any individual. partnership
corporation. tnaI; or any other buain8ll!l entity.

(11) The term &8ecretary of State" means the Secretary of
State or the~ee of the State.

<d) .ce~ .. ~Vli:led iD 8ublection (e) and notwithstandi~ any
other plOVllion of Federal, State. or local law, • buyer who in the
ordiDary coune .ofbuain.. buYi a farm product from a leller en­
peed in farmiJll_ operations ahall take free of a security interest
creatAMl by the .Der, even thourh the eecurity interest is perfected;
anel the tiuyer DOWI of the existence of luch interest.

(e) A bU"f of farm procluctl takeB lubject to a leCurity interest
creatAMl by the IeIler if--

(lXA) within 1 1ear before the sale of the farm ~uct8. the
buyer bu received from the IeC\tred party or the eeller written
notice of the aecurity interest organiRd accordiDi to farm
productl tbat--

(i) ia an oriainal or reproduced copy thereof;
(ii) contains,

(I) the Dame and address of the eecured party;
(II) the name and .ddre&ll or the penon indebted to

the IeCU_ ~y;
am the social MCuritr number of the debtor Of. in

the cue of a debtor domg bUlin888 other than as an
iDclividual. the Internal Revenue Service taxpayer
identification number of such debtor;

av> a description of the farm ~ucts subject to the
lICurity interest created by the debtor, includinl the
amount of such productl where applicable, crop year,
county o~ parisb. and a re8lOnable descripLion of the

.__ property and
(ill.) m\llt be amended in writin(, within 3 months, simi·

larly lipecl and tranemittad, to reflect material changes;
(Iv) WW 1apIe on either the .xpiration period of the

atatement or the transmialion of a notice liped by the se­
curect party that the ltatement baa laps8d. whichever,
0CCQrI tint; and

(v) lID" payment oblptioDl impoeed on the buy.~ by the
I8CUred party as conditioDl (or waiver or release of the Ie­
curi~ interest; and

(B) the buyer has failed to perform the payment obligations,
or

(2) in the cue of a farm product produced in a State that has
eetab1iabed • central filing &>"tem- ,

(A) the buyer baa failed te register with the Secretary of
State of luch State prior to the purchue of farm product.;
an.cI

(8) the eecured ~y hu flied an effective financing
_.ment or notice that covers the farm pJ'Oduet8 being
'Old;or

(8) ill the cue of a farm product produced in a State that has
MtabJilhed a central filing.~m. the buyer-

(A> receives from the Secretary of State of luch State
written notice 88 provided in subpar~ph (cX2XE) or
(cX2)(F) that lpecifies both the eeller and the farm product



APPENDIX 4

MY NAME IS SPOTTSWOOD TALIAFERRO. I AM AN ESSEX COUNTY GRAIN FARMER.

I APPRECIATE THE OPPORTUNITY TO SPEAK IN FAVOR OF REMOVING THE

AGRICULTURAL PRODUCTS' EXEMPTION FROM THE UNIFORM COMMERCIAL CODE.

THERE ARE FOUR REASONS TO ASK FOR YOUR CONSIDERATION IN REMOVING THIS

CLAUSE.

1) THE VOLUME OF FARMER TO FARMER SELLING IS INCREASING. As A FARMER. I

SELL MY GRAIN TO FARMERS-FEEDERS AS FAR AWAY AS HARRISONBURG. IT WOULD

BE UNREASONABLE TO EXPECT THAT THEY WOULD COME TO ESSEX COUNTY IN THE

MIDDLE PENINSULA TO CHECK FOR LIENS ON MY GRAIN.

2) IT IS UNFAIR TO REQUIRE FEEDERS TO BEAR THE EXTRA EXPENSE OF DEBT

COLLECTION. THEY ARE CURRENTL Y OPERATING ON EXTREMEl Y LOW IF NOT

NEGATIVE MARGINS. ANY INCREASE IN THEIR EXPENSES WOULD BE PASSED ALONG

TO ME AS A GROWER. THIS POSSIBILITY OF ADDITIONAL EXPENSE IS ONE THAT

I CAN NOT STAND FINANCIALLY NOR CAN ANY OTHER FARMERS.

3) THERE ARE CURRENTLY 310 LICENSES GRAIN DEALERS IN VIRGINIA. I DO NOT

BELIEVE THAT EVEN 10% OF THESE COULD STAND A $50.000 DOUBLE PAYMENT.

THIS PAYMENT IS REPRESENTED BY ONL Y 335 ACRES OF SOYBEANS EVEN AT

TODAYS DEPRESSED MARKET PRICES.

4) A CENTRAL FILING SYSTEM IS NOT THE ANSWER NOR WILL IT WORK. LET ME

EXPLAIN. I FARM SEVERAL FARMS SPREAD GEOGRAPHICALLY OVER 10 MILES IN

NORTHERN ESSEX COUNTY. JUST LAST WEEK I WAS COMPLETING MY SOYBEAN

HARVEST ON BEAVERDAMN FARM. DuRING THE HARVEST SEASON I ALSO COMBINED

BEANS ON ROCKLAND. LILY MOUNT AND ANTIOCH FARMS. IF LIENS WERE

PERFECTED ON ONE OR TWO OF THESE FARMS BUT NOT ON THE OTHERS. HOW COULD

THE BUYER TELL WHICH FARM HE WAS BUYING GRAIN FROM. HE COULD NOT

DETERMINE THIS EVEN WITH AN ONSIlE INSPECTION.
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(li) the ..cunNI~ hal flleel aD effective flDancing
ltatement or DOUce that coven tbt farm procluctl being
IOld; or

(I) in the cue of a farm product produced in • State that
has .tabliahed a central ftlinr I1Item, the commilaion mer­
chaDt or ..Uq qent--

(i) NClivea from the Secretary of State of .uch State
written n.otice .. provided in W.bIectlOD (cX2)(E) or (cX2XF.>
that .pecifi. botJi the liner and th. farm p'roductl being
IOld by nch .ller .. Mina' lubJect Q) aD effective financ­
incatatemeDt or Dotice; aDd

(li) c1oe1 Dot leCure a waiver or reI_ of the IeCUrity in­
terelt IPtCified in Reh effective financiq lltatement or
DOtice from the 1ICu.red party by performinr any payment
oblipticm or otherwlle.

(8) What CODItitutei receipt, u WIld in thil 1eCti0D, 'halJ be de­
termiDed by the law or the State in which the buyer relidel.

(hXl) A teCUrity -erMment ill which • pereon eDPIed in farm­
inr operatioDS cree_ a I8CUrity iDtereit in • farm product may re­
~ire the perIOD to fllrDilh to the eecured party a lilt of the
ti~era, commil8ioD mercbaDta. and telling acentl to or thrOugh
whom the perIOD enrlPd in farmmg operations may sell .uch
farm ~rodw:t. .

(2)If • tJeCurity qreemeDt contaiDI a provision delcribed in para­
I!'8ph (1) and .ueb penon enDPd in farmine operatioDI .11s the
farm product collateral to a &~r or through I commisBion mer­
chaftt or ,eJUnr-rent Dot iDc1uded on .uch lilt. the penon·enppd
in farmq operatioDl shall be lubject to par&fnlph (3) uDlea the
perIOD-

(A) hal DOtified the MCured party in writing or the identity
of the buyer, commillion merchaDt. or I81ling..eDt at least 7
clap prior to luoh we; or

(B> bu 8CCOUDW to the IleUm party for the proceeds of
NI~h Ml.. nnt lat-ttr than 10 da3!l after luoh mlo.

(3) A pelIOn violatiDg par~ph (2) 1ba11 be fined 15,000 or 15
per centum of the value or benefit received for lOch farm product
deecribed in the leCurity~ent whichever it ,reater.

U> The s.cr.tary of Agriculture .han promulgate ~latiol'Ul Dot
latAtr than 90 cia» after the elate or enactment of thll Act. to aid
atatee in the implementation aDd management of' a central filing
')'Item.

(j) This IeCtioD .hall become etJective 12 months after the date or
enactmeDt of thiI Act.



STATEMENI OJ''' A<:iKIL:UL1UKAL L!t:r~.:>

TO THE
JOINT SUBCOMMITTEE STUDYING SECURITY INTERESTS

IN FARM PRODUCTS
BY CARLTON COURTER J EXECUTIVE DIRECTOR

VIRGINIA AGRIBUSINESS COUNCIL
NOVEMBER 26 J 1985

MR. CHAIRMAN) MEMBERS OF THE JOINT SUBCOMMITTEE J MY NAME IS CARLTON

:OURTER J I AM THE EXECUTIVE DIRECTOR OF THE VIRGINIA AGRIBUSINESS COUNCIL.

THE AGRIBUSINESS COUNCIL REPRESENTS ALL SECTORS OF VIRGINIA/S IN­

)USTRY OF AGRICULTURE J INCLUDING INDIVIDUAL FARMERS J FARM COMMODITY

~SSOCIATIONSJ FARM SUPPLY AND SERVICE COMPANIES~ 'PROCESSORS AND MARKETERS

)F AGRICULTURAL AND FORESTRY PRODUCTS AND ASSOCIATIONS OF AGRIBUSINESS

=IRMS. ALTOGETHER SOME 56 COMMODITY AND AGRIBUSINESS ASSOCIATIONS ARE

~FFILIATED WITH THE COUNCIL} HAVING AN AGGREGATE MEMBERSHIP OF MORE THAN

JOJOOO FARMERS AND AGRIBUSINESS MEN AND WOMEN. WE ATTEMPT TO PROVIDE A

JNIFIED POSITION ON ISSUES AFFECTING OUR INDUSTRY,

THE ISSUE OF AGRICULTURAL LIENS IS A COMPLICATED ONE WITH STRONG

~EELINGS IN EVERY CORNER OF THE AGRICULTURAL INDUSTRY AFFECTED BY IT.

T HAS BEEN A HOT TOPIC OF DISCUSSION WITHIN OUR ORGANIZATION FOR ALMOST

·WO YEARS NOW. THE COUNCIL FORMALLY STUDIED THE ISSUE UNDER A SPECIAL

~D HOC COMMITTEE MADE UP OF AGRICULTURAL PRODUCERS} SUPPLIERS J BUYERS AND

.ENDERS. THIS COMMITTEE CONCLUDED THAT PROBLEMS WITH AGRICULTURAL LIENS

:QULD BEST BE RESOLVED BY SETTING UP A CENTRALLY-LOCATED COMPUTERIZED

)GRICULTURAL LIEN FILING SYSTEM IN WHICH LENDERS WOULD FILE LIENS AND

'H ICH WOULD PROV IDE BUYERS OF AGR ICULTURAL ·PRODUCTS INSTANT ELECTRON IC

~CCESS TO LIEN INFORMATION.
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BankersSayFarmBmwmBoost Rates on AgriculturalLoans
Coatlauecl from Pale 1
during a purchase - iftheir state with­
in one year approves a. central filing
system where lenders register their
claims on crops and equipment. But
the filing system also must adhere to
strict guidelines approved by the u.s.
Department of Agriculture. '

The bill is silent on how flling sys-
tems will be funded. '. .

Enactment of 'the bill Is expected to
ignite a rash of state lobbying cam­
paigns to establish central filing
systems.

One troublesome requirement of the
systems, bankers complain, will be a
new form known as an "effective fl­
DaJ)cing statement. t' The document
will be so exhaustive it will "open new

. vistas tn the meaning of paperwork
headaches," one banker said. .

Detailed regulations are' due from
the department within 90 days of en­
actment. but bankers ~e already wor- '
ned that their states may simplybe un- '
able to establish acceptable ftling,
systems.

"The federal bill makes it iJoSSl- '
, ble,' $aid James M",g., an'oQlci with
.. the Kansas BankersA$5ociation. Kansas
.:. establtshed ~ts O~1l "central flling sys-
"·:t~ In 1~84; but will~"v., to;re~~p it
~~ cOfflply with r~derallaw. "
" .~~11Je farm bill· requires all sorts of
lists," Mr. Maag said. For example, it

t 'requires social security numbers for
the, hundreds of buyen and farmers:

.~. whose loans are' registered. .cThts
might be possible to start. but we
couldn't get them for ~e ones already
Ned:' .. ' ',', ','

a •• :. _ ;

~""'SyItc:mIAlrad b:IIt the borrower; and the banker flles it American Bankers Association's agrt-
. "....., ,. '.' J , with the Jean... secret'!'Y ofstate. The . · ..culture.dtvtsie«, points to several scan-

_ .State lesistative battles over clear ti~ . ban~ also pays a $3 registration !c,e... dais in California. In one, a major cattle
· tie on farm proclueu ud Rling syste.ms S ould a ~armer attempt to circum: finn sold Ib- livestock despite unpaid ·
~e not new. . vent the security agreeme~!, the han~- loans to a han", causing a substantial

Many states already have established er can sue the purchaser. But I can t loss to the bank.
. varl~u. RUn" Iystems, Including Con- evdn remember an instance of that," California's problem is mitigated be-
·.nectieut, Delaware. Hawaii, Iowa, ". ISai Steven M. Johnson, a commercial cause many agriculture sales are made
Jeu..., ~sslpptlNo..taD.. 'Neb,p:;·~ . 080 officor at Union National. through contracts signed well in ad- .
katN~. North Carolina, North Da-' In, contrast, California bankers lost vance of delivery. This allows bankers

· kota,Oregon, Utah, Virginia (for grain' the clear-title exemption In the 1910s to monitor the collateral.
,o,tly), Washington. and Wyoming. ..," . and the state bas no central Rling In Washington, shaping the farm bill

Iowa maintaiDs a notification syst~ , .system. ',.", . proved a major battle, pitting every
· in whiC,h lenders must notifyJ~ buy- Michae~Fitch,. a Wells F~goNation- b~k lobbyist against the large and for-
ers int~e'county andaJl~jaceQl~un.· aI Bank vice president, sud It has re- midable farm lobby. While bankers
. ties that there is a lien against the prod-'; . suited in hig~er operating costs thatvi~w the provision as a loss, tbe defeat
ucts of a parUcul~ farmer, In effect, , . are passed on t~ the borrower in the • m~g~t have been been more severe.
this means that a farmer is paid with '. form of ~igher interest .rates, Wells· lmtially, a House version called for a

_ two-party checks, signed both by the Fargo nuuntains the n~on'I_lCtcond . simple tenninalion of the ex~mplion.
. purchaser and the banker. ~ largest farm-loan portfolao among com- . Sen. Jake Carn, R-Utah, chairman of

"The jury's still out" on whether no- me~cial b.~~s. ~.easuriQg • 7 46 the Senate Banking Committee, fought
tification works, commented Randy milhon. . . •/ . for measures authorizing a central m·
Steig, ~xecutive director of the Iowa' . Mr. Filc", "so churmlUl of, the ing system.
Bankers Association. "It increases pa- . The Senate battle focused on estab-
perwork for financial institution, and it lishment of central 61ing systems and
creates processing for the purchaser." · I how the systems would be funded. In
. Central filing can be h~lpfut, accord- one version, they were to be funded
lng to Kansas banker.. .Officers at entirely by bankers. In a subsequent
Union National Bank and Trust Co. of '.version, the cost was to be shared by all
Manhattan. 1Can.. at least, have. no those using th-: system. In the final ver-
complaints. . '. . . slOD. the questton is ~ft un....wered.•

. "Our system Is pretty smooth,U said
L.W. ftBill U Solzer. chalnnanandchief
executive officer of the '125 million-
asset bank. "If they Just leave it alone.
we'll be 80("" .

When a Kansas b~e~ makes a rann .
loan,a ~cu,'lty, asreem~nt Issignedby



.' Buyers of f8rlJr1'loduc'tJ lobbied fOf
.the -ehange ,tD~end the problem of.

o ••..double.. purchases, In which. all un-
scrupulous farmer .sells them his crop .
but 8 bank claims it to. help, pay a baa
debt. . :.... .
" But without the security of belng
able to mak~ a claim on a crop, loan
rates will rise, predicted Robert...Yen- .
efk, an official with the Missouri Bank-
ers Association. .

.. '~I~ th~'-~~r$t-~ase scenario', bankers
must make unsecured Joans to farmers,
so cost of credit will Increase. theaval­
labllty offunds will decrease. andregu­
latory agencies will scrutinize. loans
moreclosely," Mr. Yenclk Said. , .
. ,Banks can regain the exemption ­
meaning buyers won"t gain ~Iear title

..... Parm BID: Pale 8

AMERICAN BANKER
December 19, 1985

BankersSay.
'E" "'BmW'ill' 'jarmenrwiu

" .

'Boost'Rates' ..
'. ' i, :"

Title Provision Restricts Claims.
..On Crops~ 'by'~owers .
.By~n.mi'~~~•.,'..'': .... /. ':. "'.. ,

.. ' ...... # .". oJ ••• •

,

WASHINGTON, - Bankers are
warning that interest rates on agricul­
tural loans will rise because the com­
prehensive farm bill that Congress is

"expected to send to President Reagan
. today eliminates a
~ ..,.tradit!onaJ ·way of:idJ_ ... .secunng a loan. .

~ The p,~nibus leg­
islation, which ba-

I I sically sets price
Aancultural, ~I~I ..·suPPQ"~ for crops,

erases an exemption in the Unifonn
Commercial Code that· allows banles to
makeaclaimon a crop sold by a fWAf
who' owes the bank money. The code,'
governs how merchandise .and (arm"
,produce are traded and otherwise
gives buyers clear title to products! .

Farm System Bailout Passed. Page 8

, , ....."

~
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Senator Frank W. Nolan
Page 2
January 1S t 1986

the establishment of such a system, if we find that the cost
of adhering to the guidelines that would be handed down by
the U.S.D.A. is. prohibitive. The Bill should also allow for
a p£8sijeRtiai veto prior to December 22, 1986, if we do in­
deed find that such a system would become unworkable.

Obviously, this is a matter that does not affect ~11 tax
payers; and therefore, I would recommend that the Committee
look into some method of passing the cost of establishing
such a system on to those groups who would' benefit from its
use. These groups would obviously include the purchasers of
agricultural products and those businesses; such as, banks,
farm credit associations, and other firms that extend credit
to the agriculture industry. The system should be set up to '
where the recording fees carry the normal operating expenses
of maintaining this system on an annual basis.

If I can be of any further assistance in this matter', please
do not hesitate to call.

Sincerely,

/~Y(Yr
Daniel T. Payne
Vice President

DTP:nb

cc: Walter Ayers
Doug Flory
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(A) II an oririnal or Nproduced co.py thereof;
(I) II .Id aDd flied with the Secretary of State or •

State by tn. secured ~rt1;
(0) llliped by the debtor;
(I» oontaiDa,

(0 the name and addreu of the I8CUred part)';
(il) the name and addreu of the person indebted to

the aecured~rt1;
(iii) the .ocial eeCurity nwnber of the debtor or, iD

the cue of a debtor do~ busin888 other thaD • an
iDcUvidual. the IDtemal Revenue Semee taxpayer
iclentiflcation nwnblr of such debtor;

(iv). delcriptioD of the farm products .albject to the
IeCUrity interest created b~ the debtor. iIlcJucIjDg the
amount of luch ~rocluet8 where applicable; and a rea­
IOnabl. description of the pro~rty. includiDg c:ounty
or~h in which the pro~rty illOcated; .

(E) must be amended in wntil1l, within 3 montha, aimi.
larJl' liened and fded, to ref1ect material chanlel;

(F) remaiDI .ffecti~ for a ~riod of 5~ from the
. elate of filiDI, aubject to extenaiona for additional periods
or 5 yean each by refilinl or rdine • continuation state­
meutwithin 6 months before the expiration of the initial 5

rioclt
'(G)t~ OIl either the expiration of the effective periodor the ltatement or the tiling of • notice signed by _the ..
cured party that the statement has lapjed, whichever
OCCUrI fint;

(Ii) iI accompanied by the requi8ite tilil1J fee let by the
SecretarY of State; and

(I) lubltantially complies with the requirements or thiI
subparqraph even tho~h it contains minor errore that
are Dot Mrioualy miB1eadi~.

(&) The term "farm product" meana an ~cu1tural commod­
ity ncb .. whlat. corn, IOYbeaD't or a lpeeles of liYelJtoek such
as cattle, hop, Iheept horses. or poultry used or produced ill
fe.rmiDI ~ratioDl, or a product of such crop or livestock in ita
unlDaftuf8ctu.red ate (Iuch as ~Ded cotton, wool-c1ip, maple .
ayrup. milk, aDd 811I), that ia in the pouession ~f • pel80ll em-
~ in farmiDll operatiobl.. .~

(6):The term~kDOW8'· or "knowledge" meaN actual bowl­.e.
ft) 'lbe term f'l8CUrity in~re8tU means an intereet ill farm

products that _'Ires payment or perfornlllJ1ce or aD obl_·
lion ..

(8) The term "RUm, agent" means any person, other thaD •
commiaBion merchant, who is e~aged in the bUline18 of D_o­
tiating the we and purchase of any farm product on behalf of
• ~nIODq~ illra~ operations..

(9) The term "State" means each of the 50 States. the Dis­
trict of Columbia, the Commonwealth of Puerto Rico, Guam,
the Viqin lslanda of the Umted Statea, American Samoa, the
ComlDODwealth of the Northern Mariana Islands, or the Trust
TerritDry of the Pacific I11ands.



(2)

THE COUNCIL'S CURRENT POSITION J ADOPTED BY OUR STATE AFFAIRS

~uMMITTEE ON NOVEMBER 7 TO BE RECOMMENDED TO OUR MEMBERSHIP FOR ADOPTION

AT OUR ANNUAL MEETING ON JANUARY 15 J 1986 IS AS FOLLOWS:

"THE VIRGINIA AGRI~USINESS COUNCIL URGENTLY REQUESTS THE
STATE TO SET UP A CENTRAL COMPUTERIZED AGRICULTURAL LIEN
FILING SYSTEM. II

THE COUNCIL AND IT'S LEADERSHIP CONTINUES TO MAINTAIN THAT TH.IS

ISSUE SHOULD BE ADDRESSED AND RESOLVED AT THE STATE LEVEL IRREGARDLESS

OF PENDING FEDERAL LEGISLATION. IT is ALSO OUR UNDERSTANDING THAT

PENDING FEDERAL-LEGISLATION J IF ENACTED J WOULD BE PRE-EMPTED BY STATE

EFFORTS TO RESOLVE THIS MATTER AT THE .STATE LEVEL.

WE CONCUR THAT THE PRESENT SET-UP DOES NOT SPREAD THE LIABILITY

r AGRI·CULTURAL LIENS EVENLY AND FAIRLY. HOWEVER J WE DO NEED TO BE

~a\REFUL THAT WE DON'T CREATE MORE OF A PROBLEM.THAN WE· CURRENTLY HAVE.

WE STAND READY TO WORK WITH THIS COMMITTEE TO CLOSELY SCRUTINIZE AG­

RICULTURAL LIENS AND TO DEVELOP A WORKABLE SOLUTION. THANK YOU FOR

THE OPPORTUNITY TO APPEAR BEFORE YOU.



PBO'nC'1'ION 10K PUaCHABD8 OP 'ARM PBO»UCTI

S.c. 1824. (a) Cogreea finds tbat-
(1) certain State laws ~rmit a secured lender to enforce

liens~ a purchaler Of farm produc:t8 even if the purchu­
er doee Dot mow that the sale of the producta violates the
lender'. IeCUrity interest in the products, lacks any practical
methocl for diICovprinr the el!IWnC8 of the I8CUrity iDterelt,
and baa DO reuonable me.ns to ensure that tne .n.... iJac
aalee proceedl to repa1 the lender;

(2) th-e la.. lubJect the purchaaer of farm proclu$ to
double pa~t for the produetI, once at the time or purchaBe.
and IIPinwhen the MIler fails to repay the lender;

(8) the eK~ure of purchasers of farm prodw:ta to double
payment iDhlbitl free competition in the market for farm procl­
ueta; aDc1

(4) tbia eXpo8Ure CODititUtei a burden on and aD obetruction
to iDtenUta commerce ill farm producta.

(I) The PUrpole of this eection illo remove IUch bunl.,:A OD aad
obItruetiOD to interetate commerce in farm products.

(e)Fur lbe pu~ of thil .ection-
(1) the term Ubuyer in the ordinary coune of bUill..."

IIlefIDS a peNOn who, in the ordinary couree of bWlinMl, buYi
farm ~~ct1 from a person elll8led in farming operaticms
who is in the businns of selling farm products.

(2) the term "central fil.iDI lyatemU means a Iystem for ruing
effective fiDanciDIltatemente or notice of luch fmaneinl .tate­
menta on a statewide bail and which hasbeen certified by the
Secretary of the United States Department or Apiculture; the
SecretarY Iha11 certify luch .)'&tem if the system complies with



THE PRIOR NOTIFICATION SYSTEM THAT ASCS HAS BEEN USING FOR MANY YEARS HAS

SERVED THEM WELL. WHEN I TAKE OUT A CROP LOAN SECURED BY GRAIN STORED ON MY

FARM. I NOTIFY ASCS TO WHOM I SELL GRAIN IN THE NORMAL COURSE OF BUSINESS. ASCS
NOTIFIES THE BUYERS THAT ALIEN EXISTS. WHEN I SELL THE GRAIN. I GET A RELEASE

FROM ASCS AND THEY NOTIFY THE BUYER AND THE CHECK IS MADE JOINTLY.



STATEMENT MADE BYTYRE SIDDEN

President, Virginia Poultry Federation

to the

JOINT SENATE HOUSE CGt1I'ITEE REGARDING SENATE JOINT RESOLUTION 123

November 26, 1985
10:00 a.m.

Richmond, Virginia

My name is Tyre Sidden and I am president of the Virginia Poultry

Federation, aI, ZOO-member non-prof'I t trade association which serves the needs

of Virginia's poultry and egg industries. I am also representing the Virginia

State Feed Association, one of our major affiliate organizations.

Our organization strongly supports implementing, at the state level,

the concepts embodied in federal "clear title" bills, H.R. 1591 and S. 744,

which eliminates the "farm products exception" from the Unifonn Commercial

Code and allows purchasers to take possession of agricultural products free

of third-party security interests.

Under current law, a purchaser of agricultural products can be forced

to make double payment, once to the seller and again to the sel ler ' s Lending

institution, if a lien exists on the agricultural product and if proceeds from

the sale are not used to repay the secured loan. To avoid double jeopardy,

buyers are, in essence, forced to conduct an extens.ive search for liens

against the product in every city, county, or state in which the seller may have

a market.

The current law is clearly inequitable for several reasons. It discriminates

against the buyer of agricultural products. Buyers of other commercial goods

are not subject to this portion of the law. Why are buyers of fann products

treated differently?
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Purchasers of agricultural products are exposed to a great risk under

this law and are credit supervisors for the lending institutions. We have

had no input into the loan making process and see absolutely no reason why

we should be perfonning a ftmction which clearly is the responsibility of

the lending institution.

If agricultural purchasers continue to see no relief from current.

conditions, some potentially solid sales may not be completed simply due to

the risk of being in the position of credit supervision and not mowing with

absolute certainty that a lien does not exist. This situation could definitely

have a negative economic impact on local, area, and even state ma.rket~.

Under the ''pre-notification system" embodied in H. R.1591 and S. 744 ,

lending institutions are protected by being allowed, but not required, to

infonn buyers of agricultural products of an existing lien, whereupon the

buyer is obligated to conform with the bank's instructions on payment.

With the current credit problems facing agriculture today,' lending

institutions have expressed the opinion that "clear title" legislation would

jeopardize the use of crops as collateral. The "clear title" concept, in

our opinion, does not damage the fanners opportunity to use agricultural

products as collateral to secure loans. It simply places the responsibility

for financial risk-taking and repayment of the loan in the hands of the

establishment which granted the loan and the person who received it. These

are the two parties which were originally involved in loan negotiations. Why

should the responsibility for repayment fall elsewhere?

'Concepts similar to the "pre-notification system" are in operation in

12 states, most of which are major agricultural states. In these states, it

is reported that the pre-notification system works and there has been no



noticable impact upon the availability of agricultural credit to farmers.

The Virgini~ Poultry Federation supported Senate Joint Resolution 123 in

the last General Assembly which called for a study of the current situation

involving security interests on fann products. We are very willing to actively

participate in trying to address the situation.

We're simply asking for relief from a law which is clearly inequitable

to agricultural product purchasers and saddles us with a risk-taking burden

which clearly belongs elsewhere.



Mr. Chairman/Commi.ttee Members

My name is John. Hickerson. I am the Senio.r Merchandiser of COntinental
Grain Company, Norfolk, Virginia.

COntinental Grain COmpany :buys grain in Virginia and the rest of the
Onited States I and is a t«)r~dwide merchandiser of e~rt: grain.

Due to our participation in the grain business at all levels, we are
particularly concerned with the Mortgaged Commodi:tY Prob1.em be~q

discussed' here today.

We support legislation advanced by the· National Grain aaa Feed Association
and presently before cx>ngress requesting that the agric:ui!ltural eXeDIPtion
be reucved' from the Unifo%1n COmmercial COde and be replaced by a lender'
notification procedure •.

Under current law buyers of .agricultural products, failiSlg to be awar~

of commodity liens filed at county courthouses face the ~k of'paying
for the commodity twice, once to the farmer and once to the lender.'

Many years ago wh~ trade was limited to a very small area, these may
have been a practical method of securing loans, but with -:the expansion
of transportatiqn and trade it is no longer feasible for -the buyer to
adequately protect ~e1f.

COntinental Grain Company at NorfolJc. currently buys qraim from individuals
located in thirty-five counties•. Prior to barley and wbeat harvest in
late May we sent two employees to Richmond where they spent three days·
ch~cki~g our farmer·li3t with the Central Filing S~stem.

In the past we have .sent our personnel" to county courthomses across' the
state, hired. a titling agency at a cost of several thousand dollars,
and telephoned var..ious county ASCS, PCA and FHA offices ~or lien
information.

Unfortunately even with all this effort our protection is still limited
to liens filed at that point in time and covers only the county to which
we mail the producers check.

COntinental .Grain 'CoDP~y is still at risk even after p'Dtrsuing all
possible lien informat.ion channels and we consider this very unfair.

Many states have altered or amended the Uniform Commercial Code; therefore,
it is'no longer a uniform code.
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We therefore support an Equitable Solution to the Mortgaged COmmodity
Problem as propose4 by the National Grain and' Feed· Associa.tion and the
Virginia Farm Bureau whereby any farmer' who executes a IOOrtqage on grain
or livestock' notify the mortgage holder of -the names and addresses, .of
other persons to whom he will. market those products. The uortgaqe holder,
if he wishes to have a joint check drawn, sha11 be requi.red· to noti£y the
potential' buyers by certified mail of the existence of a lien. Failure
of the IOOrtgage holder to so notify shall release the .buyer from ·liab.ility.
Criminal penalties ~hall be assessed against a producer who sells to a
buyer other than those specified in advance to the mortgage holder in· the
event the loan is not~repaid.



VIRGINIA FARM BUREAU FEDERATION

NOVEMBER 26. 1985

TESTIMONY BEFORE JOINT SUB-COMMITTEE STUDYING THE FARM PRODUCTS EXCEPTIONS UNDER

THE UNIFORM COMMERCIAL CODE.

THE VIRGINIA FARM BUREAU FEDERATION SUPPORTS ELIMINATION OF THE FARM

PRODUCTS EXCEPTION UNDER SECTION 9-307 OF THE UNIFORM COMMERCIAL CODE. WttTH THE

ELIMINATION OF THE FARM PRODUCTS PROVISION. FARM BUREAU WOULD SUPPORT AS A

COMPROMISE A PRE-NOTIFICATION PROVISION TO ALLOW AGRICULTURAL LENDERS THE

OPPORTUNITY TO PROTECT THEIR INTEREST IN MORTGAGED COMMODITIES BY NOTIFYING

POTENTIAL PURCHASERS OF THE EXISTENCE OF THE SECURITY INTEREST. THE AMERICAN

FARM BUREAU FEDERATION ALONG WITH TWENTY-SIX OTHER AGRICULTURAL ORGANIZATIONS

HAVE DETERMINED AFTER CAREFUL STUDY, THAT THIS SOLUTION IS THE MOST FAIR AND

EQUITABLE DISTRIBUTION OF RESPONSIBILITY BETWEEN THE FARMER-BORROWER. BUYER AND

LENDER.

WHy DO WE BELIEVE THIS IS THE BEST SOLUTION?

1) FRO~1 TESTIMONY ALREADY HEARD. IT IS OBVIOUS THAT ONL Y A VERY FEW

FARMER-BORROWERS ARE CAUSING THE ·PROBLEM - IT IS UNFAIR TO PENALIZE ALL

FARMERS THROUGH INCREASED MARKETING COSTS OF A COMPUTERIZED CENTRAL
~

FILING SYSTEM.

2) A PRE-NOTIFICATION SYSTEM WOULD PERMIT THE LENDER TO NOTIFY POTENTIAL

BUYERS OF HIGH RISK BORROWERS THEREBY PROTECTING THEIR SECURITY

INTEREST. AFTER ALL THE LENDER IS IN A BETTER POSITION THAN ANYONE

INVOLVED IN THE TRANSACTION TO DETERMINE THE CASH-FLOW CONDITION OF THE

BORROWER. THIS PROCEDURE WOULD REDUCE BURDENSOME PAPERWORK AND

INCREASED COSTS ASSOCIATED WITH A CENTRAL FILING SYSTEM.

3) 'THROUG'HOUT THE THREE YEARS THAT FARM BUREAU HAS BEEN INVOL VED ON THE

NATIONAL LEVEL ON THIS ISSUE. REPRESENTATIVES OF LENDERS HAVE ISSUED

STATEMENTS IN OPPOSITION TO ANY CHANGE IN THE UNIFORM COMMERCIAL CODE.



THESE STATEMENTS HAVE INCLUDED CLAI~1S THAT AGRICUlrURAL CREDIT WOULD

BECOME MORE EXPENSIVE. THAT PRODUCERS COULD NOT USE FARM PRODUCTS AS

COLLATERAL FOR LOANS AND THAT AGRICULTURAL CREDIT WOULD DRY UP UNDER A

PRE-NOTIFICATION SYSTEM. IN 13 STATES WHERE AN ACTUAL NOTICE LAW HAS

BEEN ADOPTED THESE PREDICTIONS HAVE NOT BEEN REALIZED. IN FACT, IN

THESE STATES SUCH AS ILLINOIS. CREDIT HAS CONTINUED TO BE AVAILABLE TO

AGRICULTURE AND INTEREST RATES HAVE CONTINUED TO FLUCTUATE IN

CONFORMANCE WITH INTEREST RATE CHANGES IN NEIGHBORING STATES.

4) FARM BUREAU BELIEVES IT TO BE INEQUITABLE AND UNFAIR TO BUYERS TO HAVE

AN EXCEPTION FOR FARM-PRODUCTS IN THE UNIFORM COMMERCIAL CODE. THERE

DOES NOT APPEAR TO BE A VALID REASON FOR DIFFERENTIATING BETWEEN BUYERS

OF FARM PRODUCTS AND BUYERS OF OTHER COMMERCIAL GOODS. TREATING FARM

PRODUCTS DIFFERENTLY HAS ONLY CAUSED PROBLEMS FOR BUYERS AND FARMERS BY

JEOPARDIZING THE INTE6RI~-AND VIABILITY OF AGRICULTURAL MARKETS.

5) THE PRE-NOTIFICATION PROVISION IS EQUITABLE TO ALL PARTIES. THE L£r~DER

CHOOSES WHETHER OR NOT HE WILL PROTECT HIMSELF BY PRE-NOTIFYING

POTENTIAL BUYERS. IF THE LENDER CHOOSES PRE-NOTICE. HE SECURES THE

LIST FROM THE BORROWER AND SENDS THE NOTICES. THE FARMER-BORROWER CAN

CHOOSE TO NOTIFY HIS BUYER OF THE LIEN AGAINST HIS PRODUCTION. OR IS

OBLIGATED TO PROVIDE AN ACCURATE LIST OF POSSIBLE BUYERS TO HIS LENDER.

THE BUYER IS OBLIGATED TO FOLLOW THE LENDER'S REPAYMENT INSTRUCTIONS

ONCE HE HAS· RECEIVED NOTICE OF THE SECURITY INTERESTS.

6) THE USE OF EITHER A CENTRALIZED FILING OR NOTIFICATION SYSTEM RAISES

SERIOUS CONCERNS ABOUT THE SPEED AND ACCURACY OF POSTING FINANCING

STATEMENTS INTO THE SYSTEt1. BUYERS COULD FACE GREAT UNCERTAINTY ABOUT

RELIABILITY OF THE STATE-OPERATED FILING SYSTEM IF CONFIDENCE IS

QUESTIONED BECAUSE OF TIME LAGS IN UPDATING THE SYSTEM OR THE ACCURACY



OF THE INFOR~'ATION DISTRIBUTED THROUGH SUCH A SYSTEM. THE STATE r1AY

ALSO NEED TO ASSURE LIABILITY IN CASES WHEN INACCURATE INFORMATION IS

DISTRIBUTED THROUGH SUCH A SYSTEM. IN KANSAS. WHERE A CENTRAL FILING

SYSTEM IS CURRENTLY USED, THERE ARE PENDING SUITS AGAINST THE STATE FOR

DISTRIBUTION OF INACCURATE LIEN INFORMATION.

I FEEL OBLIGATED TO INFORM THIS COMMITTEE ON WHAT IS TRANSPIRING AT THE

NATIONAL LEVEL ON CLEAR TITLE LEGISLATION. SINCE FARM PRODUCTS ARE INVOLVED IN

INTERSTATE COMMERCE A NATIONAL SOL UTION TO THIS' PROBLEM IS PROBABLY BEST TO

ASSURE UNIFORMITY OF LAWS AMONG STATES. THIS ISSUE IS ONE PROVISION OF THE FARM

BILL PRESENTL Y BEING CONSIDERED BY COtJGRESS. ON THE- ~USE SIDE, -THE FARM

PRODUCTS SECTION WAS DELETED FROM THE UNIFORM COMMERCIAL CODE WITH A MECHANISM

PROVIDED TO ALLOW PRE-NOTIFICATION BY LENDERS. ON THE SENATE SIDE JUST THIS

PAST WEEKEND. THE FARM PRODUCTS PROVISION WAS ELIMINATED FROM THE UNIFORM

COMMERCIAL COOE WITH AN OPTION THAT STATES COULD ESTABLISH A STATE NOTIFICATION

SYSTEM THAT NOTIFIES REGISTERED BUYERS OF LIENS THAT EXIST. A SENATE-HoUSE

CONFERENCE COMMITTEE MUST WORK OUT DIFFERENCES. IT IS UNCLEAR AT THIS POINT
. .

WHAT WILL HAPPEN TO THIS VERY CONTROVERSIAL FARM BILL.

I HOPE IT WILL BE THE-PLEASURE OF THIS COtlMITTEE TO RECOMMEND THAT THE FARM

PRODUCTS EXCEPTION IN THE UNIFORM COMMERCIAL CODE BE ELIMINATED WITH A

PRE-NOTIFICATION PROVISION TO ALLOW LENDERS TO PROTECT THEIR SECURITY INTERESTS.

FARM BUREAU BELIEVES THIS TO BE THE MOST EQUITABLE AND REASONABLE SOLUTION TO

THE CLEAR TITLE PROBLEM.
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Referred to Committee on Commerce and Labor

Patrons-Nolen, Holland, R. J., Truban, and Russell, R. E.; Delegates: Lacy, Parker, L. W.,
Watkins, and Finney

Be it enacted by the General Assembly of Virginia:
1. That § 8.9-307 of the Code of Virginia is amended and reenacted and that the Code of
Virginia is amended by adding in Part 2 of Title 8.9 a section numbered 8_9-209 as follows:

§ 8.9-209. Unlawful to sell secured farm products without paying. proceeds to secured
party; penatty.s-A. Notwithstanding any other provision 01 law, it shaD be unlawful for a
seller 01 farm products engaged in farm operations who is in the business 01 selling farm
products (i) whose right to sell or otherwise dispose 01 form products is subject to a
security interest created by such sale or (ii) who hQS the nght to sell or otherwise dispose
01 such farm products only on the condition that the secured party receives the proceeds
01 such Sale. to sell or otherwise dispose of the farm products or any part thereof and
willfully and wrongfully to foil to pay to the secured party the proceeds from the sale or
other disposition. Failure to pay such proceeds to the secured party within ten days after
the sale or other disposition of the farm products shall be prima facie evidence 01 ,.,
willful and wrongful failure to pay under this section.

B. A person convicted 01 Q violation 01 this section shall be guilty of Iarceny.
§ 8.9-307. Protection of buyers of goods.-(l) A buyer in ordinary course of business

(subsection (9) of § 8.1-201) 9tIIeF tIIaA a persea lJuyiBg faAB ,reeluets IFem a pefS8R

eB88ged ia 18FRliBg epeF8lieas takes free of a security interest created by his seller even
though tbe security interest is perfected and even though the buyer knQws of its existence.

(2) In the case of consumer goods, a buyer takes free of a security interest even
tbough perfected if be buys without knowledge of the ~urity interest, for value and for
bis own personal, family or household purposes unless prior to the purchase the secured
party bas filed a financing statement covering such goods..

(3) A buyer other than a buyer in ordinary course of business (subsection (1) of this
section) takes free of a security interest to the extent that it secures future advances made
after the secured party acquires knowledge of the purchase, or more than forty-five days
after the purchase, whichever first occurs, unless made pursuant to a commitment entered
into without knowledge of the purchase and before the expiration of the forty-five day
period.

Passed By
Tbe House of Delegates

without amendment 0
with amendment 0
substitute 0
substitute w/amdt 0

Clerk of the House of Delegates

Date: -----1
Clerk of the Senate

Passed By Tbe SeDate
without amendment 0
with amendment 0
substitute 0
substitute wlamdt 0

Date: _

1 SENATE BILL NO. 251
2 Offered January 21~ 1986
3 A BILL to amend and reenact § 8.9-307 01 the Code of Virginia and to amend the Code of
4 Virginia by adding in Part 2 of Title 8.9 a section numbered 8.9-209, relating to the
5 sale of secured fa;"" products: penalty. .
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1 SENATE BILL NO. 251
2 AMENDMENT IN THE NATURE OF A SUBSTITUTE
a (Proposed by the Senate Committee on Commerce and Labor on
4 February 10, 1986)
5 (Patron Prior to Substitute-Senator Nolen)
I A BILL to amend and reenact §§ 8.9-307 and -18.2-115 of the Code 01 Virginia, relating to
7 the sale 01 secured farm products; penalty.
8 Be It enacted by the General Assembly of Virginia:
I 1. That §§ 8.9--307 and 18.2-115 of the Code of Virginia are amended and reenacted as

II follows:
11 § 8.9-307. Protecnon of buyers of goods.-(l) A buyer in ordinary course of business
12 (subsection (9) of § 8.1-201) etHF &lIaR a pefS88 IIa,iBg I8R& predaets IFem a peFS88

13 ••18" i& f8l1RiBg epeF8ti8RS .takes free of a security interest. created by his seller even
14 though the security interest is perfected and even though the buyer knows of its existence.
IS (2) In the case of consumer goods, a buyer takes free ofa security interest even
11 though perfected if he buys WIthout knowledge of the security interest, for value and for
17 his own personal, family or bousehold purposes unless prior to the purchase the secured
11 party bas filed a financing statement covering such goods.
11 (3) A buyer other than a buyer in ordinary course of business (subsection (1) of this
It section) takes free of a security interest to the extent that it secures future advances made
21 after the secured party acquires knowledge of the purchase, or more than forty-five days
zz after the purchase, Whichever first occurs, unless made pursuant to a commitment entered
ZI .lntO without knowledge of the purchase and before the expiration of the torty-five day
24 period.
25 § 18.2-115. Fraudulent conversion or removal of property subject to lien or Utle to
II wblcb Is in anotber.-Whenever any person is in possession of any personal properly,
Z7 includilll motor vehicles or farm products , in any capacity, the title or ownership of
Z8 whieb he has agreed in writing shall be. or remain in another, or on which he has given a
ZI lien, and such person so In posgeSSlon shall fraudulently sell, pledge, pawn or remove such
31 property from the premises where it bas been agreed that it shall remain, and refuse to
11 disclose the location thereof, or otherwise dispose of the property or fraudulenUy remove
12 the same from the Sta&e Commonwealth , witbout the written consent of tile owner or
II Denor or the person in whom the title is, or, If such writing be a deed of trust, without the
34 written consent of the trustee or beneficiary in such deed of trust, be shall be deemed
IS goUty of the larceny thereof.
31 In any prosecution hereunder, the fact that such person after demand therefor by the
17 lienholder or person in wbom the title or ownersbip of the property is, or his agent, shall
18 fall or refuse to disclose to such claimant or his agent the location of the property, or to
It surrender the same, shall be prima facie evidence of the violation of the provisions of this
41 section. In the case 01 farm products" failure to pay the proceeds of the sale 01 the farm
41 products to the secured party. lienholder or-person in whom the title 07: o.wnership 01 the
42 property is. or his agent, within ten· days alter the sale or other disposition 01 the farm
43 products shall be prima facie evidence of a violation 01 the provisions 01 this section. The
44 venue of prosecutions against 'persons fraudulently- ..removing··t·any ··such property,· including
41 motor vehicles, from tne saate Commonwealth sh811 be the county or city in which such
41 property or motor vehic_e Was purchased or in whicb tile accused last had a legal
47 residence.· .
48 This section shall not be construed to interfere With 'the rights of any innocent third
41 party purchasing such property, unless such writing shall be docketed .or recorded ·as
51 provided by law. . . .- .
51 2. That the provisions of this act -shall become effective ~ember 23, 1986.
52
53
54


