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Interim Report of the Joint Subcommittee
Studying Security Interests In Farm Products

To: Honorable Gerald L. Baliles, Governor of Virginia
and
The General Assembly of Virginia

January, 1986

INTRODUCTION

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
Establishing a joint subcommittee to study Title 8.9 of the Uniform Commercial Code relating to
security interests in farm products and equipment.

WHEREAS, buyers of farm products in the ordinary course of business 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
when the farmer debtor fails 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 filed; and

WHEREAS, farm product purchasers and farmers’ selling agents need immediate access to
farm product lien 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, farming, 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 institutions require reasonable assurance of repayment
of loans on secured farm products; now, therefore, be it

RESOLVED by the Senate, the House of Delegates concurring, That a joint subcommittee be
established 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 claims to reduce the buyers' risk; (iii) the possible addition of fraud penalities to farm
product sellers who fail to pay liens on secured farm products; (iv) whether buyers of farm
products in the ordinary course of business should take those products free of a security interest
created by the farmer-selier; (v) whether persons acting as selling agents of farmers should be
able to sell the farmers’ products free of security interests created by the farmer; and (vi)
procedures to reduce, if not eliminate, the risk of a farm product buyer’s 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



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
Chesterfield; 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 Chestertield.

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 the banking community. '

C. willlam Cramme’, 111, 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 Clerk’s Office provided administrative and clerical
staff assistance for the subcommittee.

WORK OF THE SUBCOMMITTEE

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 resuit. During its meetings the subcommittee heard 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 a 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 operations. Normally, a person buying goods in
the ordinary course of business takes free 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 not 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 notity 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 pay off an existing lien within a period



of time after the farmerseller 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
prenotification system.

At all three of the subcommittee meetings representatives from the following associations
appeared and testified: the Virginia Bankers Association, the Virginia Farm Bureau Federation,
the Virginia Agribusiness Council, the State Corporation Commission, the law firm of Mays,
Valentine, Davenport and Moore, the Virginia Poultry Federation, the Virginia State Feed
Association, Continental Grain Company of Norfolk, Virginia, Perdue, Inc., the Virginia Livestock
Markets Association, Dominion Bank in Harrisonburg, the Virginia-Carolina 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 discussed and carefully considered
which recommendations to make to the 1986 General Assembly. All of the recommendations
were made by unanimous vote by the members of the full joint subcommittee.

RECOMMENDATIONS

After careful consideration the subcommittee decided to offer the following two
recommendations to the General Assembly:

I. THAT THE GENERAL ASSEMBLY SHOULD PASS A BILL, AS OFFERED BY THE JOINT
SUBCOMMITTEE TO ELIMINATE THE FARM PRODUCTS EXCEPTION IN § 89-307 OF THE
CODE OF. VIRGINIA. THAT THE BILL SHOULD PROVIDE THAT A FARMER-SELLER WHO
FAILS TO PAYOFF WITHIN TEN DAYS ANY EXISTING LIEN ON FARM PRODUCTS SOLD
SHOULD BE GUILTY OF LARCENY.

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
ESTABLISHMENT OF A PRENOTIFICATION SYSTEM.

REASONS FOR RECOMMENDATIONS

THAT THE GENERAL ASSEMBLY SHOULD ‘PASS A BILL, AS OFFERED BY THE JOINT
SUBCOMMITTEE TO ELIMINATE THE FARM PRODUCTS EXCEPTION IN § 8.9-307 OF THE
CODE OF VIRGINIA. THAT THE BILL SHOULD PROVIDE THAT A FARMER-SELLER WHO
FAILS TO PAY OFF WITHIN TEN DAYS AN EXISTING LIEN ON FARM PRODUCTS SOLD
SHOULD BE GUILTY OF LARCENY.

In making this recommendation, the subcommittee heard testimony favoring the elimination
of the farm products exception in § 8.9-307 of the Code of Virginia. Those persons representing
the banking 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 filing system be created by statute to serve as that
safeguard. Those persons representing the farming interests, stated that with the elimination of
the farm products exception, a prenotification system could be established by statute in order to
serve as a safeguard to the secured party’s interest. The subcommitiee heard testimony from
both sides that the federal farm bill recently passed by Congress eliminated the farm products
exception from the Uniform Commercial Code, and as a safeguard offered both of these options
to the states. See Appendix 2 of this report. The subcommittee found that, although the federal
legislaiton was effective December 23, 1986, the states would not be forced to accept one option
over the other if they did not act by that date. A third option considered by the subcommittee
which it ultimately endorsed was to make it a criminal offense to fail to pay the secured party
after the sale of the farm products within a specific period of time. A fourth and fifth option
considered were (i) some form of release statement printed on the buyer’s check and (ii) a
certification plan advising the buyer of existing liens.

A. Central Filing System

Proponents of the central filing system approach pointed out that the reason for the present
exception in the Uniform Commercial Code for the sale of agricultural products is that



agricultural products are different from other types of preducts. For example, they stated, whea
a car dealership sells a car it has an on-going inventory, but when a farmer sells his products
he sells them all at once and that inventory is gone and depleted and is not identifiable. They
pointed out that if a retailer wanted to sell a large percentage of its stock at one time, it would
have to conform with the Bulk Sales Act under the Uaiferm Commercial Code which reqaires
prenotification. They added that normally a farmer does not sell the bulk of his operation but
usually sells off a little bit at a time and therefore does not fall under that Act. They also
pointed out that the sale of agricultural products is different from the sale of other things in
that they are not physically located in any one place and the sale can be across county lines or
state lines. They stated that they agreed that there is a problem in this area for all that are
concerned. Proponents pointed out that the security of the bank and its collateral in the products
is very important, that the buyer of the agricultural products faces the possibility of p:

the products with an existing lien and the possibility of paying twice because of that lien, and
that the farmer wants to continue farming and selling his products and wants to finance more
crops. The proponents stated that should the exception be eliminated it was their belief that the
central filing system plan was the most equitable for all involved. They stated that the
establishment of a centrally-located computerized agricultural lien filing system would allow
lenders to file their liens and would provide buyers of agricultural products with instant
electronic access to that lien information. They stated that that information could be made
available on a twenty-four hour basis. The proponents of this approach advised the subcommittee
that they were taking this approach because it would enable banks to remain as aggressive as
possible in farm lending practices. The proponents suggested that the removal of the exception
from the Uniform Commercial Code could ultimately hurt the farmers ability to obtain a loan.
They stated, however, that they wanted to continue to serve the farmer and make these types of
loans availsble and that is why they were seeking this approach to the solution.

The proponents stated that the actual procedures to be utilized under the central
system proposal could be adopted from the federal legislation and regulations. They stated that
federal legisiation introduced in 1985 requires specific information in the disclosure of the liens.
They stated that it requires the filing of liens by product group indexing and requires the
farmer to be identified by his name and social security number.

With regard to the cost of establishing such a central filing system, the proponents stated
that it is difficult to get a handle on what the costs would be, but noted that there would be
some start up costs involved in any proposal that the subcommittee may adopt. They stated that
the public concern should be considered when looking at the cost of the central filing system.
The proponents pointed out that with regard to the public interest, central filing is not a total
solution to the problem but that it is important to remember that the subcommittee, in whatever
they recommend, would not want to alleviate anyone from his duty under a secured lien. They
explained that presently a borrower cannot check all possibilities for liens, and lenders cannot
be sure that they have notified all buyers. They added that there is a need to get more cost
information on a central filing system and that they forsaw that all parties would be paying
some sort of fee through a fee arrangement.

The State Corporation Commission informed the swhbosmmittee that without bids ea the
central filing system they could not pinpoint the exact cest of such a filing system. They stated,
however, that by looking at other systems they were able to estimate that the first year's cost
should range between $672,000 and $802,000 which did not include the cost of hardware. They
stated that additional employees, expenses and supplies would cost another $102,000. In
their estimates, they stated that they considered access to the system by telephone and that is
why the estimated costs vary. They pointed out that the costs do not consider placing terminals
throughout the Commonwealth or for providing communications between states. They pointed out
that it is conceivable to utilize existing computer networks within the Commonwealth. The
Commission stated further that the cost for the existing grain filing system is $235,000, They
pointed out, however, that they cannot add a new central filing system to the existing computer
system because the data base requirements for the new system are totally different from what
they have now.

With regard to other states that have implemented a central filing system, the subcommittee
heard testimony that Montana had passed legislation effective July 1, 1985 that created a central
filing system to be functional by July 1, 1986. Testimony revealed that the State of Montana had
estimated that 50,000 liens will have to be refiled in order to maintain a first lien position and
they are charging a $7 fee for filing. Further, the Secretary of the State of Montana provides
each county with lien information by mail each month. The subcommittee found that the State
of North Dakota has a law that has been used as a model law. They found that North Dakota
has 90,000 liens on its system and has spent $423,000 for computer terminals and programs.
They found that the administering agency sends microfiche lien information to a list of
subscribers. The subcommittee also heard testimony that the State of Delaware has a central



filing system that is hand operated and has been in operation since 1967. Testimony revealed
that 15,000 liens are filed each year in the State of Delaware. The cost of each filing is $5 and
the system is self-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
lens 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 filed 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 considerable and would ultimately be passed on to the farmer
through the use of filing fees. They explained, also, that they were concerned about the
accessability of the data on 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 cattle there
is no time to check the record for liens, and that a more practical approach than a central
filing system should be considered by the 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 farmers sell to buyers outside of the Commonwealth they were fearful
that those out-ofstate 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 whom 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 it, because these are the two parties who were originally involved in the negotiations.
They stated that because of these reasons some approach other than the creation of a central
filing system should be considered and adopted by the subcommittee.

B. Pre-notification System

The proponents of the creation of a pre-notification system stated that they favored the
elimination of the exception for agricultural products in § 8.1-309 of the Code of Virginia and
the establishment of system whereby the farmer who is the borrower/seller could be required
by his lender to supply the lender with a list of potential buyers. That 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
prenotification system could require the borrower/farmer 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 such 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 sistem would properly place the risk of lending money on the
institutions 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
institutions are protected by being allowed to inform buyers of agricultural products of an
existing lien whereupon the buyer is obligated to conform with the banks instructions on
~ayments. They stated that under this type of clear title concept the farmers opportunity to use

rricultural products as collateral to secure loans is not damaged, and it places the responsibility
-or 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.



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/tarmer
chooses not to notify the lender until after the sale, the bank’s collateral, the farm product, is
gone. They stated that any penalty provided under such legislation creating the prenotification
system may not be severe enough. They stated that a prenotification system could hurt the
farmers ability to obtain a loan because it would jeopardize the collateral, and noted that they
were not speaking about a insignificant amount of farmers. They added that the honest farmer
who would pay off his loan 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 not 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 farmers in rural areas
and that if they have to restrict such loans, this would not only hurt the farmer, but the overall
economy. They stated that in considering the cost of implementing a system, the subcommittee
should 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 additional 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 he does so, and cannot repay the loan in a
certain number of days the lender would be forced to take legal action. They noted that such a
system may cause the lender to be in a position of having to take legal action against someone
whom they have had a banking relationship for years. They added that in this situation if the
bank lets the farmer/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
implimented in the Commonwealth they may be forced to not 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 fear is that the prenotification option creates the danger
that the seller may not choose to notify the lender of his potential buyer prior to the sale and
to wait until after the sale to repay the loan. They stated that in such a situation the lender’s
collateral is gone and the loan may not 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 Option

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 pay off 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 fail to pay off 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. Other Approaches

The subcommittee received testimony concerning two other suggested approaches in
remedying the situation which the buyers of farm products are now 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



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 for such a 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
farmer 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
options could be considered in more detail in the study during the next interim.

For the reasons cited above, the joint subcommittee recommends that legislation 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 farmer 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
ESTABLISHMENT 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 legisiation 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 which the subcommittee offers 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
particiate 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



Willard R. Finney
Charles C. Lacy
John Watkins
Jack W. Peoples,

F. Bruce Spencer
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C. William Cramme, III
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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 requiring the State
Corporation Commission to computerize filings 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
Subcommittee shall consist of ten members to be appointed as follows:
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 Committee on Agriculture 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."



The Senate Committee on vPrivileges and Elections appointed the
following members: Senator Frank W. Nolan of Augusta, Senator R. J.
Holland of Isie of Wight, Senator William 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 House of Delegates appointed the following
members: The Honorable Lewis W. Parker, Jr. of Mecklenburg, The
Honorable Willard R. Finney of Franklin, 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) ToICOnsider and determine whether present practice under current
law is resulting in double payment for farm prodﬁcts 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 immediate remittance to the

lender. As part of this consideration, to determine whether it



would be feasible and cost effective to set up a computerized
filing of security interest in farm products in a central file
with telephone access by farm product lenders and buyers,
including 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 circuit 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 coﬁrse.of business to take those
p}oducts free of its security interest created by the
farmer-seller.

(5) As another alternative solution, to determine whether
Section 8.9-307 shou}d 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
lTimitations relating to claims, in order to reduce the
buyer's risk. ‘

(6) To consider additional statutory language that would establish
fraud penalties for farm product; sellers who failed to pay liens
on secured farm products in a timely manner after those products

are sold.
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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
fails to notify the buyer of the existence of a lien.

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 Iendgr is a fraud.
Also, at the same time require the producers to sign a similar

statement.



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." 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.



GENERAL OVERVIEW OF THE ISSUE AREAS

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, hojd
true for good faith purchasés 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 1liability of innocent purchasers of farm products and
intermediaries who sell férm products is founded principally on the
interaction of Paragraph (2) of Section 8.9-306 with Paragraph (1) of

Section 8.9-307 and on the tort of conversion.



Paragraph (2) of Section 8.9-306 provides:

"Except where this Article 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..
A buyer of inventory in the ordinary course of business, however, is
protected from this continuing security interest by Paragraph (1) of
Section 8.9-307, which provides that such a buyer takes free of a
security interest created by his seller. This 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 continuing security 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 Section 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 coeversion
because the buyer has wrongfully interfered with the security party's

right to possession of the collateral.



Unlike a buyer of farm products, a commission merchant's 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 (1) 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 collateral, the secured
party may seek recovery against the commission merchant under either of
two theories 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 1liability
is based upon his acting as agent for the mortgagor. Thus, when a
borrower sells mortgaged farm products without the secured party'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 is 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 right to sell a property, even though the agent acts without

knowledge of the defect in title.

REASONS FOR THE RULE

A number of arguments héve been advanced for the farh products rule.
. Some have argued that buyers from farmers should be treated djfferently
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, 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

1



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 security interest 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
Section 8.9-306. The contrast to other businesses is 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.



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 frequentTy 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' Home Administration‘'s current requirements are that borrowers

~are not eligible unless credit is otherwise not available.

REASONS AGAINST KEEPING THE RULE

Not sbrprisingly, 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 (1) 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



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 préducts is a local
filing office in the county of the debtor's residence, or if the debtor
is not a resident of the state, then in the county where the goods are
kept. MWhen the collateral is 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 with the producer's buyer or another intermediate party.
The characteristic of a chain of buyers and sellers compounds the inquiry
not only for the Tirst buyer but for each subsequent buyer down the chain
of buyers until the goods are sufficiently disbursed 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. 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 lieﬁs on all the farm products
they buy or sell. 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 nekt 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 1is 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 “off-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 able to secure credit without this "favorable" agricultural

lending rule. Many say that this justification rings hollow since



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-commerce principle, which is the
basis of the ordinary buyer taking free of a prior perfected security
interest, applies to farm products as well as the inventory 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 application of the rule to subseguent
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 selling to the buyer in the ordinary course.
Therefore, the subsequent purchaser takes subject to the security
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

intermediate wholesaler which, in turn, sells it to a broker, neither the
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intermediate nor the broker take free of the association's security
interests. The intermediate, while it may fit the definition of a buyer
in the ordinary course, cannot avail itself of the
buyer-in—ordinary—course rule of Paragraph (1) of Section 8.9-307,
because it buys from a person engaged in farming operations. The broker
also cannot avail nimself 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 sudject to it. The c¢riticism of the rule implicit in
this example loses most of its bite, however, in light of the practical
obstacles confronting the 1lender who chooses to pursue distant
collateral. Needless to say, a financier will derive little economic
benefit from chasing his debtor's farm product in grocery stores or
kitchen cupboards. The criticism of the rule gains respectability, 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
financiers are not reluctant 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, in a

non-farm situation, because the original buyer in the ordinary course
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from a non-farmer takes free and clear of the security interest, the
buyer may pass the goods on to his buyers free of any such encumbrance.
Gauging the fairness of these differences depends ia part on whether the
purchaser losing the protection is a slaughterhouse or intermediate
warehouseman ratner than a consumer.

The farm prcducts 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 himseif. Ihatever alternative he selects, agricultural commerce
ultimately bear: 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, if a debtor grants
a bank a floating security interest in inventory, that is a security
interest in all of its inventory whether then owned 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 notice requirement 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 "inventory" 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 collateral 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 revolving lien farm lender although such proceeds continue 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 constituency, all the
interested parties believe that it is better for the General Assembly to
cure present problems presented by Section 8.9-307 than for Congress to
act and make broad sweeping 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 access, 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 is wise to change existing provisions 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 if

buyers and lenders alike could be protected by central filing and very
quick access to the filed iﬁformation, it should be triéd. Mr. Myers
states that one state, Iowa, has had this in operation for some time. He
notes that farm products are filed with the Secretary of State, and there

is a private 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
this 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, Representative Stenholm of Texas, and Representative
Gunderson of Wisconsin have introduced a bill, HR 1591, to protect buyers
of farm products. A similar bill, S.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 certain interest groups have suggested. The Joint
Subcommittee will want to consider among other things:

(1) Maintaining the status quo;

(2) Establishing a central filing system for liens on agricultural
products with -access by lenders and buyers, including automatic
electronic transfer from the local circuit courts;

(3) Eliminating the farm products exemption 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 suvpply 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
reason of loss.or damage to the collateral is proceeds, except to the extent that
itis anable to a person other than a party o 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 securit
agreement or otherwise, and also continues in any identigable proceeds includ-
ing collections received by the debtor. '
_ (3) The security interest in proceeds is a continuously perfected security
interest if the interest in the original collateral was perfected but it ceases to
he a perfected security interest and becomes unperfected twenty days after
receipt of the proceeds by the debtor unless

(a) a 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 tEe types of property constituting the proceeds;

or

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

(¢) the security interest in the proceeds is perfected before the expiration of
the twenty-day period. Except as grovided 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 insolvency proceedings instituted by or against a debtor,
a secured party with a perfectecf 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

(d) 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 -

(1) 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 days before the institution of the
insolvency proceedings less the sum of (1) the payments to the secured party on
account of cash ptoceeds received by the debtor during such period amy (ID 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 ungaid 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 sccurity interest is subordinate to a security inter-
est asserted under paragraph ta:.

(d) A security interes: of an unpuid transferee asserted under paragraph (b)
ar :¢) must be perfecte i for protection against creditors of the transferor and
p:xrchasezr(s} of the returned or repossessed goods. (1964, ¢. 219; 1973, c. 509;
1983, c. 204



§ 8.9-306 °

Editor's note. — Sce § 547100 of the Bank-
ruptey Act 111 U.S.C. 547(¢i for the trustec in
bankruptey being precluded from avoiding a
purchase mnney interest as a preference if the
purcnase money security interest is perfected
within ten days after such security interest
attached. .

The 1973 amendment, eflective July 1.
1974, rewraote the first and second sentences
and inserted "depesit accounts” in the third sea-
tence of subsection (1), substituted “unless the
disposition was” for "by the debtor unless his
action was” in subsection (21, rewrote subdi-
vision (a), added present subdivision (b,
redesignated former subdivision tb) as (¢) and
added the second sentence of present subdi-
vision (¢), all in subsection (3), added “only in
the following proceeds” at the end of the
introductory paragraph of subsection (4), added
“"and in separate deposit accounts containing
only proceeds” at the end of subdivision (a),
rewrote subdivisions (b) and (d) and substituted
“deposit” for “bank” in subdivision (c) of subsec-
tion (4).

For transition provisions applicable to the
1973 amendatory act, see 3§ 8.11-101 to
8.11-108.

The 1983 amendment substituted “twenty .

days” for "ten days” in subsection (3) and in
subdivision 4) 1d) (ii), and "twenty-day perivd”
for “ten-day period” in suhdivision (3) (c).

Law Review. — For survey of Virginia com-
mercial law for the year 1972-1973, see 59 Va.
L. Rev. 1426 (1973). Four article, "Revamping
Consumer-Credit Contract Law,” sec 68 Va. L.
Rev. 1333 (1982). )

Courts liberally construe this section.
Reymet Fed. Credit Union v. Jones, 19 Bankr.
293 (Bankr. E.D. Va. 1982

No duty owed subordinate interests to
enforce remedies. — The priority of a
perfected security interest is not affected by the
fact that a secured party, in order to assist the
debtor and to0 enhance the likelihood of
satisfaction of any indebtedness, agreed not to
declare the debtor in default, since a secured
creditor does not owe any duty to those holding
subordinate interests to proceed to enforce his
remedies. National Acceptance Co. of America
v. Virginia Capital Bank. 491 F. Supp. 1269
(E.D. Va. 1930,

Notice of third party in a deposit account.
— If a bank may be charged with notice of the
interest of a third party in a deposit account, it
may not apply the account to satisfy a debt
owed by the depositor. National Acceptance Co.
of America v. Virginia Cupital Bank, 491 F.
Supp. 1269 (E.D. Va. 19501,

Continuation of sccurity interest after
authorized sale. — An electrical contractor's
creditor’s security interest in electrical supplies
to be installed in a school under constructivn

CODE OF VIRGINIs
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would rot continue after disposition of the
goads ta the =chool’s general contractor where,
under the terms of the contract between the
wuneral contractor and the electrical contractor,
there was an authorized sale as defined by
§ 8.2-106(13 within the contemplation of the
terms of the scecurity agreement. Graves
Constr. Co. v. Rockingham Nat'l Bank, 220 Va.
344, 263 S.E.2d 408 (19801,

Financing 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 of” the secured accounts
receivable within the meaning of subsection (1)
of this section. National Acceptance Co. of
America v. Virginia Capital Bank, 498 F.Supp.
1078 E.D. Va. 1980+, aff'd in part, rev'd in part
& remanded, 673 F.2d 1314 (4th Cir. 1981,.

Implied authorization to sell in
agrcement 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 customaryv that
when inventory is delivered to a dealer-debtor,
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 inventory to the one who makes the pur-
chase from the dealer in the ordinary course of
business. General Motors Acceptance Corp. v.
Frank Meador Leasing, Inc., 6 Bankr. 910
(Bankr. W.D. Va. 1980,.

Where an automobile dealer sold an automo-
bile 1o 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 the ordinary course of
business and extinguished a floor-plan
financier’s security interest in the automebile.
General Motors Acceptance Corp. v. Frank
Meador Leasing, Inc.. 6 Bankr. 910 (Banxr.
W.D. Va. 1980

Insurunce payments are proceeds when
they are payable by reason of loss or dam-
age to secured collateral. Reymet Fed. Credit
Union v. Jones, 19 Bankr. 293 (Bankr. E.D. Va.
1982, :

Proceeds of judgment against broker not
insurance proceeds. — Funds received from
independent broker on account of a personal
judgment ubtained against broker for failure to
procure collision insurance did not constitute
insurance proceeds of rallateral vehicle.
Reymet Fed. Credit Union v. Jones, 19 Bankr.
293 (Bankr. E.D. Va. 19821,

Applied in Graves Constr. Co. V.
Rockingham Nat'l Bank., 220 Va. 844. 263
S.E.2d 408 «1980:.
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OFFICIAL COMMENT

Prior Uniform Statutory Provision: Section
10. Uniform Trust Receipts Act.

Purposes:

1. This section states a secured party's right
tn the proceeds received by a debtor on disposi-
tion of collateral and states when his interest in
such proceeds is perfected.

It makes clear that insurance proceeds from
casualty loss of collateral are proceeds within
the meaning of this section.

As to proceeds of consigned goods. see Section
9-114 and the Comment thereto.

2. 1a) Whether a debtor’s sale of collateral.

was authorized or unauthorized. prior law
generally gave the secured party a claim to the
proceeds. Sometimes it was said that the secu-
rity interest attached to the "property” received
in substitution; sometimes it was said the
debtor held the proceeds as "trustee” or “agent”
for the secured party. Whatever the
formulation of the rule, the secured party, il he
could identify the proceeds, could reclaim them
or their equivalent from the debtor or his
trustee in bankruptcy. This section provides
new rules for insolvency proceedings. Para-
graphs 4/a) through (c) substitute specific rules
of identification for general principles of
tracing. Paragraph 4(d) 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 proceeds
received within ten days of insolvency pro-
ceedings less the cash proceeds during this
period already paid over and less the amounts
for which the security interest is recognized
under paragraphs 4(a) through (c). .

‘tb) Subsections (2) and (3) 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
the 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
finzncing statement covered the original collat-
eral and the proceeds are collateral of a type as
to which a security interest could be perfected
by a filing in the same office or unless the
secured party perfects bis interest in the pro-
ceeeds themselves — i.e., by filing a financing
~tatement covering them or by taking pos-
session. See Section 9-312(6) and Comment
thereto for prioritv of rights in proceeds
perfected by a filing as to original collateraul.

(c) Where cash proceeds are covered into the
debgor's checking account and paid out in the
operation of the debtor's business. recipients of

the funds of course take free of any claim which
the secured purty may have in them as pro-
ceeds. What has been said relates to payments
and transfers in ordinary course. The law of
fraudulent conveyances would no doubt in
appropriate cases support recovery of proceeds
by a secured party from a transferee out of ordi-
nary 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 say. since the transferee takes subject
to the security interest, the secured party may
repossess the collateral 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 of course have only one
satisfaction.

In many cases a purchaser or other transferee
of collateral will take free of a security 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
authorization may be contained in the security
agreement or otherwise given. The right to pro-
ceeds, 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 9-301 states when transferees take
free of unperfected security interests. Sections
9-307 on goods, 9-308 an 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 eventhough the disposition was not autho-
rized.

4. Subsection (5) states rules to determine
priorities when collateral which has been sold is
returned to the debtor: for example goods
returned 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
Seetion 9-205 and Comment 1. Subsection (5na)
of this section reinforces the rule of Section
9.205: as between secured party and debtor
tand debtor's trustee in bankruptey) the
original security interest continues on the
returned goods. Whether or not the security
interest in the returned goods is perfected
depends upon factors stated in the text.
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Puragraphs 15%b), (¢s and «b deal with a
different aspect of the returned goods situation,
Assume that a dealer has sold an automobile
and transferred the chattel paper or the account
arising on the sule to Barnk X (which had not
previously financed the car as insentory.
Thereafter the buyer of the automobile
rightfully rescinds the sale. say for breach of
warraaty. and the car is returned to the dealer.
Paragraph (51b gives the bank as transferce of
the chattel paper or the account a security
interest in the car against the dealer, For pro-
tection against dealer's creditors or purchasers
from him (other than buyers in the ordinary
course of business, see Section 9-307), Bank X
as the transferee, under paragraph (3)d), must
perfect its interest by taking possession of the
car or by filing as to it. Perfection ot his original
interest in the chattel paper or the account does
not automatically carry over to the returned
car, as it ddes under paragraph 15)ta) where the
secured party originally financed the dealer's
inventory.

In the situation covered by (5)b) and (5x¢c) a
secured party who financed the inventory and a
secured party to whom the chatte! paper or the
account was transferred may both claim the
returned goods — the inventory financer under
paragraph (5Ka). the transferee under para-
graphs i5)b) and 15x¢). With respect to chattel
* paper, Section 9-308 regulates the priorities.
With respect to an account, paragraph (5xc)
subordinates the security interest of the trans-
feree of the account to that of the inventory
financer. However. if the inventory security
interest was unperfected. the transferee's inter-
est could become entitled to prierity under the
rules stated in Section 9-312(3). ‘

[n cases of repossession by the dealer and also
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in cases where the chattel was returned to the
dealer by the voluntary act of the-account
debtor, the dealer's position may be that of a
mere custodian: he may be an agent for resale,
but without any other obligation to the holder
of the chattel paper; he may be obligated to
repurchase the chattel, the chattel paper or the
account from the secured party or to hold it as
collateral for a loan secured by a transfer of the
chattel paper or the account.

If the dealer thereafter sells the chattel o 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
9-307t1), 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.
“Collateral”. 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"”. Sectidn 1-201.
"Purchaser”. Section 1-201.
“Sale”. Sections 2-106 and 9-105.
“Secured party”. Section 9-103.
"Security agreement”. Section 9-1035.
"Security interest”. Section 1-201.
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1f 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), which-
ever 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.
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“Chattel paper”. Section 9—105.

“Check”. Sections 3—104 and 9—105.

“Collateral”. Section 9—105.

“Contract right". Section 9—108.

“Creditors”. .Section 1—201.

“Debtor”. Section 9—105.

*Goods”. Section 9—105. i

“Insolvency proceedings”. Section 1—
201.

“Money”. Section 1—201.

“Purchaser”. Section 1—201.

“Sale”. Sections 2—106 and 9—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 farm
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 if he 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

oods.

€ (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 (Repl. Vol. 1959), § 55-146; 1956, c. 602; 1964, c. 219; 1973,

¢c. 509.)

The 1973 amendment, effective July 1,
1974, deleted "and in the cus2 of furm equip-
ment having an original purchase price not in
excess of S$500 tother than fixtures, see
§ 8.9-313)" following “guods™ near the

1973 amendatory act, see §§ 8.11-101 to
8.11-108.

Only part of section set out. — As subsec-
tion (1) was not changed by the amendment, it
is not set out.

Law Review. — For survey of Virginia com-
mercial law for the vear 1972-1973, see 59 Va.
L. Rev. 1426 (1973). For survey of Virginia com-
mercial law for the year 1977-1978, sce 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 certain State laws. —
While Congress has the power to legislate in
the field of aircraft conveyancing and to
preempt State laws that would otherwise apply,
Congress did not intend by adoption of the
recordation procedure of the Federal Aviation
Act. 49 U.S.C. ¥ 1408, to displace State laws
that would otherwise govern priorities of lien
and title interests in aircraft. Huvnes v.
General Elcc. Credit Corp., 432 F. Supp. 763
IW.D. Va. 1977, affd. 552 F.2d 869 tith Cir.
1978). .

Where an aircrafl was purchased in the ordi-
nary course of business from a person in the
business of selling gouds 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
following “household purposes” near the end of
suhacction (2) “or his own farming operations”
and added subsection (3.

For transition provisions applicable to the

was superior to that of the lienholder even
though the lienholder had recorded his security
interest in compliance with the Federal Avi-
ation Act prior to the purchase. Haynes v.
General Elec. Credit Corp., 432 F. Supp. 763
(W.D. Va. 1977, afT'd, 582 F.2d 869 (4th Cir.
1978).

Subsection (1) was inapplicable and the’
second purciiaser of a mobile home took subject
to bank's security interest 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. W.T. Grant Co., 451
F.2d 664 (4th Cir. 1973).

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 the ordinary
course of business and extinguished a floor-pltan
financier’s security interest in the automobile.
General Motors Acceptance Corp. v. Frank
Meador Leasing. Inc.,, 6 Bankr. 910 (Bankr.
W.D. Va. 1980
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Prior Uniform Statutery Provision: Section
9, I.}mfarm Cunu:tional Sales Act; Section 9(2),
Uniform Trust Receipts Act.

Purposes:

1. This section states when buyers of goods
take free of a security interest even though
perfeeted. A buyer who takes free of a perfected
security interest of course takes free of an
unperfected one. Section 9-301 should be con-
sulted tn determine what purchasers. in addi-
tion to the buyers covered in this section, take
free of an unperfected security interest.

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

2. The definition of "buyer in ordinary course
of business” in Section 1-20149) restricts the
application of subsection (1 to buyers {except
pawnbrokers) “from a person in the business of
sellipg goods of that kind”™: thus the subsection
applies, in the terminology of this Article, pri-
marily to inventory. Subsection (1) further
excludes from its operation buyers of “farm

1+ the lmitations of this seetion. Section 9-306
ctates the right of a secured party to the pro-
creds of o sale. authorized or unauthorized.

% Subsection 128 deals with buvers of “con-
~ipser gonds" defined in Soction 9-109). Under
Yection 8300 Led) no fiiing i required to
pericet a purchase money interest iff consumer
anmds subject to this subsection except motor
wehtcles required to be registered; tiling is
reguired to perfect security interests in such
wouds other than purchase money interests and,
tur mator vehicles, even in the case of purchase
money interests. (The special caseof fixtures
to- wdided complications that are apart from the
putnt of this discussion.)

Under subsection (2) a buver of consumer
ponds takes free of 4 security interest even
though perfected a) if he buys without knowl-
edae of the security mterest, by for value, ¢ for
hix own personal, family, or household purpases
und dy before a financing statement is filed.

As (o purchase mdnev security interests
wiich are perfected without filing under Sec-
tion 8-302:1ndr. A secured party may file a
financing statement (although filing is not
required for perfection). If he does file, all
buvers take subject to the security interest. If
he dues not file, a buyer who meets the
qualifications stated in the preceding para-
wraph takes free of the security interest.

As o security interests which can be
pertected only by filing under Section 9-302:
This category includes all non-purchase money
interests, and all interests, whether or not pur-
chase money. in motor vehicles, as ‘vell as inter-
¢sts which may be and are filed, though filing
was not required for perfection under Section

4 302, tNate that under Section 9-302(3) the’

filing pruvisions of this Article do not apply
when a state has enacted a certificate of title
law. Thus where motor vehicles are concerned,
in o state having such a certificate of title law.
perfection will be under that law.) So long as

products”, defined in Section 9-109(3), irom a
person engaged in farming operations. The
buyer in ordinary course of business is defined
as one who tuys “in good faith and 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
buyer takes free of a security interest, even
though perfected, and “although he knows: the
security interest exists. Reading the two provi-
sions 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
the persons who may take free of a security
interest apply of course only to unauthorized
sales by the debtor. If the secured party has

.authorized the szle in the security agreement or

otherwige, the buyer takes free without regard

the security interest remains unperfected, not
only the buvers described in subsection 121 but
the purchasers described in Section 9-301 will
take free of the interest. After a financing
statement has been filed or after campliance
with the certificate of title law all subsequent
buyers, under the rule of subsection t2), are sub-
ject to the security interest.

4. A'though a buyer is of course subject to the
Code's system of notice fram filing or pos-
session, subsection (3) makes clear that he will
nnt be subject to future advances under a secu-
rity interest after the secured party has knowl-
edge that the buyer has purchased the
collateral and in any event after 45 days after
the purchase unless the advances were made
pursuant Lo a commitment entered into before
the expiration of the 45 davs and without
knowledge of the purchase. Of course, a buyer -
in ordinary cqurse who takes free of the security
interest under subsection (1) is not subject to
any future advances. Compare Secticns
9-301(4) and 9-312(7).

Cross References:
Point 1: Sections 2-403 and 9-301.
Point 2: Section 9-306.
Point 3: Sections 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 1-201.
"Consumer goods”. Section 9-109.
“Goods". Section 9-103.
“Knows" and “Knowledge". Section 1-201.
“Person”. Section 1-201.
"Purchase”. Section 1-201.
“Pursuant to commitment”. Section 9-103.
“Secured party”. Section 9-105.
“Security interest”. Section 1-201.
“Value”. Section 1-201.
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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 called in
the Virginia cases, will prevail over an
unperfected, or unrecorded, security in-
terest. General Motors Acceptance Corp.
v. Vicars, 153- Va. 149, 153-55, 149 S.E.

266, 270-75 (1833) (bona fide purchaser of
slave prevails over mortgagee under un-
recorded chattel mortgage).

The UCC 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: “It 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 scller, who is a licensed
dealer in such goods to hold himself out
to the world as owner, to treat the goods
as his own, place them with other similar
goods of his own in a public showroom,
and offer the same indiscriminately with
his own to the public, he will be estopped
by his conduct from asserting his owner-
ship against a purchaser for value without
notice of his title. The constructive notice
furnished by a recorded mortgage or deed
of trust in such cases is not sufficient. The
act of knowingly 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
decd of trust.” The same rule was applied
the same day in O'Neil v. Cheatwood, 127
Va. 96, 99-100, 102 S.E. 596 (1920), and
later in General Credit, Inc. v. Winchester,
Inc., 196 Va. 711, 714-19, 85 S.E.2d 201
(1935).

In Gump Investment Co. v. Jackson, 142
Va. 190, 193-96, 128 S.E. 506, 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 142 Va. at 195: “One con-
clusion is that some duty, at least, rests
upon an individual, corporate or other-
wise, who finances a retail dealer, to sec
to it that cars upon which he has a lien
are not left under the domain and control
of such dealer on his sales room floor, to
be offered to the public. The business of the
Gump [nvestment Company was to finance
retail automobile dealers, and it did finance
them for a profit. [t assumed some risk both
as to the moral and financial standing of
every dcaler it financed. It took a risk as to

476 (1929) (bona fide purchaser of
refrigerator takes priority over vendor
under unrecorded conditional sales con-
tract); American Agricultural Chemical
Co. v. J. W. Perry Ca., 152 Va. 598, 601-03,
148 S.E. 806 (1929) (bona fide purchaser
prevails over liénor under unrecorded crop
the hazard for a profit.” This extension of
the Boice rule was repudiated in McQuay
v. Mount Vernon Bank & Trust Co., 200
Va. 776, 782-83, 108 S.E.2d 251 (1959),
commented upon in Rodriguez, Assign-
ments of Security Interests in Dealers’
Stocks of Automobiles, 17 Wash. & Lee
L. Rev. 173 (1960). The case held that the
licnor 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 automobile was to be
placed in a stock of cars and offered -for
sale. The UCC eliminates the McQuay
limitation on the Baice doctrine and re-
turns Virginia law 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 i$
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 &
Martin, 132 Va. 226, 227-28, 111 S.E. 110
(1922). It 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 was not
one “created by his seller,” as is required
under this subsection. Since the car in the
hands 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)
evén as against a bona fide purchaser.

Subsection 8.9-307(1) is in accord with
Q'Connor v. Smith, 188 Va. 214, 219, 49
S.E.2d 310 (1948), 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 PRODUCTS: RECENT LEGISLATIVE CHANGES TO
SECTION 9-307

ERNEST H. VAN HOOSER®

This ar:icle provides a brief overview of the mortgaged farm products
problem and surveys the legislation enacted by the various states to date
to limit the liability of persons who buy encumbered farm products and of
the commission merchants who ac! as iniermedicries to iransfer farm
products from seller 1o buyer.

INTRODUCTION

Xz

As 2 general rule, Article 9 of the Uniform Commercial Code’ lésn:rs
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 faith purchasers of farm products.> Nor does Article 9's gen-
eral open market rule hold true for commission merchants* 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 for the proceeds of sale,
even though the buyer or commission merchant does not know that the farm
products have been mortgaged.® This liability® is founded principaliy on the

® BJ.. University of Missouri - Columbia, 1971; J.D., University of Missouri - Kansas City.
1977, Deas, Vao Hooser & Olsen, P.C., Kansas City, Missouri.

1. Tbe Unirorm ComMMERCIAL CODE is hereafter cited as “Code.” Unless otherwise indi-
cated. all section references are to the 1972 official version of the Code.

2. U.C.C. §9-307(1). (2).

3. U.C.C. §9-307(1). See §9-307, comment 2. U.C.C. §9-109(3) defines goods as farm
products if they are crops or Livestock or supplies used or produced in farming operations or if they
are products of crops or livestock in their unmanufactured states (such as ginned cotion, wool-clip.
maple syrup. milk and eggs). and if they are in the possession of a debtor engaged in raising.
fatiening. grazing or other farming operations.

4. A commission merchant is “one who receives goods, chattels. or merchandise for sale,
exchange. or other disposition, and who is 1o receive a compensation for his services, to be paid by
t'he owner, of derived from the sale, eic., of the goods.” BLack's Law DicTioNary 339 (4th ed.

968).

As a general rule commission merchants, especially in the livestock industry, are auctioneers.
They dc not purchase (take title 10) the goods; they act as selling 2geats only. See generally Ferm-
ers State Bank v. Stewarn, 454 S.%'.2¢ 908, 909 (Mo. 1978);, Un::ed States v. Gallatn Livestock
Auction, Inc., 448 F. Supp. 616, 620 (W.D. Mo. 1978). Greater Louisville Auto Auctios, inc. v.
Ogle Buick, Inc.. 387 5.W.2d 17 (Ky. 1965); Commercial Credit Corp. v. Joplin Auto Auction, Co.,
430 S.W.2d 440 (Mo. 1968).

5. See, e.g., United States v. Sommerville, 324 F.2d 712. 717-18 (3d Cir. 1963). cerr. denied,
376 U.S. 909, (1964); United States v. McCleskey Mills, Inc., 409 F.2d 1216 (Sth Cir. 1965); United
States v. Galiatin Livestock Auction, Inc., 448 F. Supp. 616 (W.D. Mo. 1978); Farmers State Bank
v. Stewart, 454 5.W.2d 908 (Mo. 1970); Garden City Prod. Credit Ass'n v. Lannan, 186 Neb. 668,
186 N.W.2d 99 (197}).

6. The liability faced by buyers of farm products and commission merchants who sell farm
products is often referred to as “double jeopardy™ because thesc persons risk paying for their
puor;hases twice: once 10 the farmer and again to the lender who held a security interest in the farm
products.
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interaction oi section 9-306(2) with section 9-307(1) and on the won of
conversion.’

Section 5-306(2) provides that 2 security interest continues in coliateral
potwithstanding sale, exchange or other disposition and in zny 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 protecied from this continuing security interesi by
section 9-307(1), which provides that such a buyer takes free of 2 secunty
inierest created by his seller; not so for a buyer of farm products. Because of
the special rule for farm products set out in section $-307(1).® a buyer in
ordinary course of farm products is not protectec from the coatinuing sscur-

7. Unined Siates v. McCleskey Mills, Inc.. 409 F.2d 121€, 1218-16 (Sth Cir. 1969). Conver-
sion is generally defined as toruous interference with the possessory nghts of another 1o p=rsonal
propeny. 18 AM. JUR. 2d Conversion §§ 1, 25 (1965). In other words. the gist of conversion is
interference with control of the property. W. PROSSER. Law of TorTs § 15 a1 93 (4th ed. 1571).

8 U.C.C. §9-307(1) provides: “A buyer in ordinary course of business . . . otrer than @
person buving farm products from a person engaged in forming operations takes iree cf 2 secunty
interest created by bhis seller even though the security interes: is perfecied and ever thoughb the
buyer knows of its existence.” (emphasis added).

The farm prooucis exception of section 9-307 has been justified on the grounc that buyers of
farm products are sophisticated enough 10 know that their selier may have mongaged the farm
praducts he is selhng. Coogan, Public Notice Under the Uniform Commercial Code and O:her Re-
cent Chauiel Security Laws, Including “Notice Filing,” 47 Jowa L. Rev. 289, 302 (1962). Hawkland.
The Proposed Amendment 10 Ariicie 9 of the U.C.C.—PFari I: Firancing the Farmer. 76 Com. LJ.
416. 418 (1971). Clark. The Agricultural Tronsaction: Livesiock Finoncing. 11 U.C.C. LJ. 106, 112
(1978). The problem with this justification is that a buyer, no matier what his level of sophistica-
tion regarding agricultural financing. may not be able to deiermine whether the goods he is
purchasing are mongaged or not. {If, for example, a broker is purchasing grain from an elevaior,
the broker would expect, as a buyer of inventory, o take free of sny secunty interes: in the grain.
_He would not know the identity of the farmers who had sold grain 1o the elevator so that he could
run lien searches on all of them. Yet if the elevalor had purchased the grain from a farmer who
had granted his bank a security interest in the grain, the broker would take subject to the security
interest created by the farmer, because the broker only takes free of security interests created by his
seller (the elevaior), not prior seliers. See Coaes, Financing the Former, 20 PRAC. Law 45, Nov.
1974 a1 49. Dugan. Buver-Secured Portv Confiicts Under Secsion 9-307(1) of the Unijorm Commer-
cia! Code, 46 U. CoLo. L. REV. 333, 334 (1975); Dolan. Secuor 9-307(2): The U.C.C.’s Obstacle 10
Agricultural Commerce in the Open Marker, 72 Nw. U.L. REv. 706, 713 (1977) (Professor Dolan’s
anucle provides an excelient overview of how the farm products exception has “bred spawling
diversity through legislation, common law exceptions, and provisions within the Code 1tseil).” /4.
at 736. ’

Even without the difficultics eacountered as a subsequent purchaser. buyers and commission
merchants are often simply not able, because of time constraiats and cost. to check for liens on all
the farm producis they buy or sell. [This is especially true for avesiock markets. livestock dezlers
and packers. Under the Packersind Stockyards Act, livestock markets, dealers and packers are
required to pay for livestock by the close of the next business day following the date ¢f ihe 1ransac-
ton. See 7 U.S.C. 228b (1983).

Another justification ofien cited for the farm products exception is that sales of {2:m products
are more closely akin 10 bulk sales than 10 sales of inventory. Thus, goes the argument, because
farm products are not subject 10 the creditor protections afforded by Article € of the U.C.C.. lend-
ers must have the protection afforded by the farm products exceptior in order 1o proteai their
interests. [Although this justification is more persuasive than the firsi, 5t also encounters problems
when examined closely, especially with respect to livesiock. For example. a dairy herd is a con-
stantly changing asset. Poor producers are culled and replaced. Male increase, being outside the
normal scope of a dairy farmer's business, are sold. It is difficult to see how this continuing turn
over of a small number of animals is akin to a bulk sale. Even grain, because of the more sophisti-
caied marketing \echniques now being used by farmers, will often not be sold at one time: it will
instead be sold over a period of months to take advantage of “cff sczson prices™ ard to fulfill
forward contracts.( See Dolan, supra this note, a1t 717; Coogan and Mays. Crop Financing and
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ity interest of subsection 9-306(2): he takes subject to the security interest.
Thus, the secured party may reclaim the farm products from the buyer® or
ke may 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 2 defauit entitling the se-
cured party to possession of the collateral and the buyer does not account 1o
the secured party for the collateral, the secured panty may hold the buyer
liable for conversion because the buyer has wroagfully interfered with the
secured ‘party’s right to possession of the collateral.'?

Unlike a buyer of farm products, a8 commission merchant's liability for
~selling mortgaged farm products is not based priccipally on ke interplay of
subsection 9-306(2) and the farm products exception of section $-307(1). A

Article 9: A Diglogue with Particular Emphasis on the Problems of Fiorida Citrus Crop Financing, 22
U. Miami L. Rev. 13 (1967).

Yet another justification for the farm products exceptior is that agricultural enterprises will
not be abie 10 secure credit without this “favorabie™ agriculiural leading rule. [Presumably agricul-
tural lenders are just as interested in promoting the sale of agricultural commodaities 2s their bor-
rowers are, it is difficult to sec bow a rule whick hinders the ready Aow of those commodities can
help creditors. | See Dolan, supro this note, at 716-17.

Iz sum, The justifications cited for the farm products excepiion sest on questionable grounds.
When buyers cannot protect themselves without an inordinate expenditure of ime and money the
result is economic loss for the entire agricultural industry and all those associated with it.

9. See, e.g.. Garden City Prod. Credit Ass’p v. Lannan, 186 Neb. 668, 186 N.W.24d 99 (1971)
(A Kansas PCA successfully replevied 161 head of canle from an iznocent Nebraska purchaser.
despite the fact that the Nebraska purchaser was a buyer in ordinary course from a middieman,
rather than from the farmer/debior).

10. See United States v. McCleskey Mills, Inc., 409 F.2d 1216 (5th Cir. 1969). See alse Oxford
Prod. Credit Ass'n v. Dye, 368 So. 2d 241 (Miss. 1979). Compare Hedrick Savings Bank v. Myers,
229 N.W2d 252 (lowa 1975) (the lowa Supreme Coun struck down the continuance of a security
interest in farm products because of a course of dealing not to enforce a requirement of prior

" written consent) and Anon. Inc. v. Farmers Prod. Credit Ass'n of Scotusburg, — Ind. App. —, 446
N.E.2d 656 (1983) (ibe Indiana First District Count of Appeals held that a secured pany who
allowed the debtor standing authority to sell hogs upon the condition that he promptly remit the
proceeds of sale to the secured party waived its contractual right to require pnor written consent
for such sales and its security interest in the hogs was cut off by the sale).

For additional cases dealing with the question of whether the secured lender had authorized
szles, see First Nat'l Bank & Trust Co. v. lowa Beef Processors. loc.. €26 ¥.2d 764 (10th Cir. 1980);
United States v. Hansen, 311 F.2d 477 (8b Cir. 1963); United States v. Central Livestock Ass'n,
Inc., 349 F. Supp. 1033 (D.N.D. 1972); United States v. E'W. Szvage & Son. Inc., 343 F. Supp. 123
(D.S.D. 1972), gf’'d, 475 F.2d 305 (Bth Cis. 1573); United States v. Hughes, 340 F. Supp. 539 (N.D.
Miss. 1972); United States v. Big Z Warehouse, 311 F. Supp. 283 (5.D. Ga. 1970); /n re Cadwell,
Mariin Meat Co., 10 U.C.C. Rep. Serv. (Callaghzn) 710 (E.D. Cal. 1570); United Siates v. Green-
wich Mill & Elevator Co., 291 F. Supp. 609 (N.D. Ohio 1968); Planters Prod. Credit Ass’n v.
Bowles, — Ark. —, 511 S.W.2d 645 (1974); Vermilion County Prod. Credit Ass'n v. Izzard, 111 1L
App. 2d 190, 249 N.E.2d 352 (1969); Ontumwa Prod. Credit Ass's v. Heinold Hog Market, Inc., 340
N.W.2d 80] (Jowa App. 1983); Ottumwa Prod. Credit Ass’'n v. Keoco Auction Co., — N.W.2d —,
No. 83-181, lowa Sup. Ct., March 28, 1984; Lisbon Bank & Trust Co. v. Murray, 206 N.W.2d 96
(lowa 1973). Nontk Central Kansas Prod. Credit Ass'n v. Weshingion Sales Co., — Kan. —, 577
P.2d 35 (1978); Wabasso State Bank v. Caldwell Pscking Co., 308 Min=. 349, 251 N.W.2¢ 321, 19
U.C.C. Rep. Serv. (Callaghan) 315 (1976); Cbanerbank Butler v. Cearzi Cooperatives, Inc. —
S.W.2d —, No. 34442, Mo. App., March 13, 1984, Farmers Stzie Bank v. Edisoa 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'l Bank v. Thomas, 77 N.M. 554, 425 P.2d 726 (1967);
Blubaugh v. Ponca City Prod. Credit Ass'a, 9 U.C.C. Rep. Serv. (Czllaghan) 786 (Okla. 1971);
Baker Prod. Credit Ass’n v. Long Creek Meat Co., 266 Or. 643, 513 P.2d 1129 (1973); Central
Washington Prod. Cradit Ass'n v. Baker, 11 Wash. App. 17, 521 P.2d 226 (1974). For a discussion
of many of these cases, see Skilton, Ruper in Crdinary Covrse of Susinzss Under Article 9 of the
Uniform Commercial Code (and Relatec Maoierz;, 1574 Wis, L Rev. 1, 70-76.
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commissioz merchant’s Lability is based on conversion.!' If the secunty
agreemen: makes the borrower's unauthorized sale a defaulr entitling the
secured party to possessior of the coliateral and the commission merchant
does not account to the secured pany for the collateral, the secured pary
may seck recovery against the commission merchant under either of two
theonies of conversion. Under the first theory, 2 commission merchant is
liable for conversion because be has, by his exercise of dominion and control
over the farm products during the sclling process, interfered with the secured
party’s right to possession of the collaieral.!? Under the second theory, a
commission merchant’s Liability is based on his acting as agent for the morn-
gagor. Thus, when a borrower sells morngaged farm products without the
secured party’s consent, he is deemed to have tortiously interfered with the
secured party’s right to possession and the commission merchant, as the bor-
rower's agent, stands in the shoes of his principal.! ‘

STATE LEGISLATION

As the mortgaged farm products problem bas grown, so has the concern
of buyers and commission merchants.'* They have increasingly sought leg-
islation to protect themselves and 10 unfetter the flow of agricultural
commodities.

Pre-1983 Legislation

Prior to 1983 only six states bad 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 legisiation relating to mortgaged farm products
was Nebraska. In 1963, apparently in direct reaction to 2 four to three deci-
sion handed down by the Nebraska Supreme Coun findjng an auctioneer

1t See Farmers Siate Bank v. Stewant, 45¢ S.W.2d 908, 915 (Mo. 1970). The Missourni
nz Count staied
The almost universally accepted ruie is that an agent, factor, commission merchant or
auctioneer who receives property from bis principal and sells it and pays the proceeds of
the sale to him is guilty of conversion if the principal has no right to sell the property, eves
though the agent acts without knowledge of the defect in title.
Jd. See also Annot., 96 A.L.R.2d 208 (1964).
90912.9 See United States v. Sommerville, 324 F.2d 712, 718 (3¢ Cir. 1963) cers. denied, 376 U.S.

(1964).

13. /4. The rationale underlying the agency thzory of lizbility is that inzsmuch as an agent is
free to deal with, or serve, whomever he pleases, he should be beld lizble if he choosss 10 assist a
principal, even knowingly, in the commission of a tort.

14. According to statistics relcased by the Farmers Home Administration in 1983, the FmHA,
at the end of fiscal year 1978, bad ciaims valued at $766.663 pending in the U.S.D.A.'s office of
General Counsel against buyers and commission merchants for conventing the FmHA's interest in
secured livestock. At the end of fiscal year 1982, there were claims valued at $6,58!.968 pending.
Al the end of fiscal year 1978, the FmHA had no clzims nending against buyers and commassion
merchant for conv:r.indg the FmHA's interest in secured grawn. At the end of fiscal year 1982,
there were claims valued at §7,194,32] pending.
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liable to a secured party when the auctioneer sold morngaged personal prop-
erty for a farmer, Nebraska enacted section 69-109.01 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 not absolute, however. In order 1o gain the protection of section 69-
109.01, an auctioneer must (1) sell the personal property at auction, (2) in
good faith and without knowledge of a security interest in the propemny,
(3) for a principal whose identity has been disclosed, and (4) have no per-
sonal interest in the property being sold.'*

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 in ordinary course of 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.”!” Thus, California became the first and to date the only state 10 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 new subsection (3) which provides:

A commission merchant who shall sell livestock or agricultural prod-

ucts for another for a fee or commission shall not be liable to the

bolder of a security interest created by the seller of such livestock or

products even though the security interest is perfecied where the sale is

made in ordinary course of business and without knowlcdgc of the

perfecied security interest.'®
Like the Nebraska statute, the Georgia statute does not provide protection
for persons who purchase; it protects only commission merchants. Unlike
the Nebraska stawte, the Georgia statute does not protect intermediaries
who sell all types of personal propenty; it protects only those w - =zl live-
stock or agricultural products. Further, unlike the Nebraskz staiu.c which
would appear to protect the intermediary against lizbility for any security
interest, regardless of whether that security imerest was created by the im-
mediate seller or some prior seller, the Georgia statute spzcifically limits |
protection 1o situations where the security interest was created by the imme-
diate seller.

15. Siate Securities Co. v. Svoboda, 172 Neb. 526, 110 N.W.2d 109 (1961).

J6. NEeB. REV. STAT. § 69-109.01 (1981); Srate Securities Co. v. Norfolk Livesiock Sales Co.,
Inc.. 187 Neb. 446, 191 N.W.2d 614, 617 (197}).

17. Car. Com. ConE § 9307 (West 1964 & Sanp 19R4).

18. Ga. CoDE ANN. § 109A 9-307 (Supp. 1582}
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4. Montana

Montana, as part of a comprehensive livestock marketing law. enacted
section 81-5-301 of the Montana Code Annotated, which provides in perti-
nent pan:

The depanment of livestock shall accept and file notices of secur-
ity agreements, renewals, assignments, and satisfactions covering live-
stock owned by a person, firm, corporation, or 2ssociation 2nd bearing
its recorded brand and shall list the notices on the official records of
marks and brands kept by it. The depanment shall transfer a copy of
the notices and their accompanying brands to the central livestock
markets. . . . A lvestock market to which livestock is shipped may nor
be held liable 10 any secured party for the proceeds of livestock sold
through the livestock marke: by the debror unless notice of the securiry
agreemen: is filed and a copy is transferred as hereinbefore provided."”

The Montana statute, unlike the Nebraska and Georgia statutes, does
not base the commission merchant's exemption from liability on whether or
not the intermediary bad actual notice of the security interest. The Montana
statute’s exemption is based on whether notices of security agreements are
filed with the state’s department of livestock and copies of those notices are
transferred to the livestock markets prior to the time of sale.

According to the Montana Supreme Court, when ruling on an earlier
version of this statute in Afsmiana Mear Co. v. Missoula Livestock Auction
Co. * the failure of the mornigagee 10 record as required by the statute pre-
cludes liability even when the intermediary had actual notice of the mor-
gage. Thus, it appears that Montana law requires dual filing (under section
87A-9-40] and 81-8-301) in order for a secured party to have a perfected
security interest in livestock.

S. ldaho

Following Montana's lead, Idaho passed Jegislation in 1981 which pro-
vides for the filing of security agreements covering livestock with the state
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 party under chapter 9, title 28 of the Idaho Code,

nor does filing pursuant to this section perfect a security agrcement
thereunder.”®?

19. MonT. CoDe ANN. § 81-8-301(1) (1983) (emphasis added).

20. 125 Mont. 66. 230 P.2d 955 (1951). See al/so Batev Land & Livesiock Co. v. Nixon. 172
Mont. 99. 560 P.2d 1334 (1977); United States v. Public Auction Yard. 637 F.2d 613 (%h Cir. 1980).

21. 1pano CopE § 25-1117 (Supp. 1983).

2. 1. § 25-1117¢6).
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6. Kentucky

In 1982, Kentucky amended section $-307 of its version of the Code to0
provide protection to bona fide purchasers of grain and livestock, as well as
to the selling agents who sell livestock.?® Under the amended Kentucky law,
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 1o grain free of any security interest unless, prior to payment of the
proceeds, that person receives written notice by cenified 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 10 the secured pany, unless writien notice of the
security interest is given prior to the time of sale.?®

1983 Legislarion

In 1983, eleven states enacted legislation 1o help buyers or commission
merchants limit their potential liability with respect tc morigaged farm
products.

1. South Dakota

In March 1983, South Dakota enacted legislation which provides that a
secured party cannot commence an action against an innocent purchaser of
farm products, nor against a livestock auction market, nor a public grain
warchouse, public terminal grain warehouse or grain dealer unless the ac-
tion ts 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 file a criminal complaint against the seller.?® In addition, the leg-
islation makes it a crime 10 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.?’

2. Nornh Dakota

Like South Dakota, the North Dakota legislation®® includes a criminal
provision®” and requires a lender 10 make an effont to collect from the bor-
rower before the lender tries to collect from the buyer of farm products.® At
that point, however, the similarity 10 South Dakota’s legislation ends.

The basic element of the North Dakota legislation requires “2 merchant

23. Ky. REV. STAT. § 355.9-307 (Supp. 1982).

24. /4. § 355.9-307(3).

25. /4. § 355.9-307(4).

26. S.D.C.L. § 57A-9-503.1 (Supp. 1983).

27. /d. § 5TA-9-503.2.

28. N.D. CenT. CoDE § 41-05-28 (1983).

29. /d.§41-09-28.4 and § 12.1-23-08 (Supr. 1983).
30. /4. § 41-09-28.6 (1983).
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who purchases or 2 commission merchant whe sells farm products for an-
other™! to obtain from the selie:, prior to payment, 2 cenificate of owner-
ship, which discloses “the mames, social security numbers, tddresses and
bome counties of the owners for five years prior thereto (completion of the
centificate), the county of location of the propenty prior 1o the sals, and the
names of the parties to whom security interests bave been given against such
farm products. . . "3 Afier obtaining the certificate of ownership, the
merchant or commission merchan! must “enter on the check or draft (as a
joint payee) the name of the secured pany disclosed in the certificate, or .
actually known by the merchant at the time” 10 exempt himself from liabil-
ity.?® However, a2 merchant or a commission merchant cannot stop once he
has obtained the certificate of ownership, because the statute goes on 10
provide:

A merchant who purchases from or 2 commission merchant who
sells farm products for another for 2 fes or commission takes free of
security interest created by the seller if:

a. The merchant has complied with ths requirements of subsection 4
[of this section};

b. In the case where the seller disclosed no security interests, the
merchant has requested information from the register of dseds in
the counties of the sellers’ residences over the five years prior
thereto, as disclosed in the certificate, (or from the office of secre-
tary of state if section 41-09-40 provides for filing in that office) as
to the existence of financing staiements naming the seller, and has
received from the filing officer a centificate verifying disclosures
obtained by such inquiry, and has entered on the check or draft
the names of any secured parties named in the centificate 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 supporn any
criminal proceedings against the seller for violation of section
12.1-23-08.>4

3. Tennessee

-

.see amender. its version of secticn $-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 intecests un-
less prior writien notice is given.*® The required notice must be given to
parties entitled to the notice that are located within seventy-five miles of the

31. /4. §41-09-28.4.
32. /d.

33. J.

34, /4. §41.05-28.7.

35. TenN. Cope AN, §47-9-307 (1), (2Nax(c) {Supp. 19E3).
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creditor’s principal place of business, must be renewed annually and must
include the name and address of the debior, a proper description of the col-
lateral and the location of the collateral.®* Moreover, even if the secured
panty has complied with the notice requirements, he will not be permitted to
seek recovery from a public livesiock market, buying siation. community
sale yard, meatpacker, public grain warchouse, or tobacco warehouse unless
be has first attempted to collect from 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 fourth subsection to
Section 9-307.>® 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 rsquire
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 10 the seller and the named first security holder a#< if the named first
security holder authorizes the negotiation of the check. the buyer of the farm
products takes free of any security interest.” 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 way security interest priorities
under Nebraska law. Unless amended or postponed, section 9-3067(4) will
terminate on September 1, 1987.74°

. In addition to amending section 9-307 of Nebraska's Code. the new leg-
islation establishes an eighteen month statute of limitations for actions to
recover collateral if “(a) the possession and ownership of which a debtor has
in any way transferred to another person and (b) which was used as security
for payment pursuant 10 an agreement, contract, or promise in writing which
covers farm products . . . or farm products which become inventory of a
person engaged in farming.™4!

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 1o file a
financing statement on farm products, the county clerk must now transmit
financing statements and other documents relating 10 farm products 1o the
Secretary of State's office so that on or before January 1, 1985 such informa-
tion will be available through the Nebraska Secretary of State’s off ¥

5. Indiana

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

36. /d. § 47-9-307 (2)(d).

37. Jd. § 41-9-307 (2)(e).

38. Nes. Rev. StaT. U.C.C. § 5-307(4) (Supp. 1983).
39. /4.

40. /2.

4l. /d. § 25-205.

42. /2. U.C.C. §§ 9-401(1), 9-411(3).
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ucts 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 buver has paid for
the farm products and must contain all of the following information:

{1y [t}he full name and address of the debtor, (2) {t}he full name and

zidress of the security panty, (3) {a] description of the collaeral,

-2 [t}he date and location of the filing of the secunty interest, (5) [t}ne

Zate and signature of the secured party and (6) |t)he date and signature

of the debtor.®
The notice expires eighteen months after the date the secured party signs it
or at the time the debt for which the farm produsts stand as collateral is
satisfied, whichever occurs first. 46

So that secured parties will be able 10 determine to whom notice should
be sent, the Indiana law requires the debtor to provide the secured pary
with a written list of potential buyers of the farm products if the secured
party asks for such a list.*” If a debtor has given a secured pany suck a list,
he cannot then sell to any buyer who is not on the list unless the sscured
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 fifieen days of the
date of sale.** A knowing and intentional violation of this requirement is a
class C misdemeanor.*’

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 part of the sales proceeds in order to
satisfy a prior debt owed by the seller to the buyer.*®

Unlike most of the other states that have passed legislation related to
the mongaged 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 cperations
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. INp. CoDE ANN. § 26-1-9-307(1) (Burns Supp. 1983).
44, Jd. § 26-1-9-307(1)(a).

45. /d.

46. /d.

47. Jd. § 26-1-9-307(1)(b).

48, /d. § 26-1-307(1Xc).

48, Jo.

$0. /2. § 26-1-307(1(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” iacludes a buying or sell-
ing agent.®?

If a secured party wants to protect its security interest in farm products,
it can ask its debtor for a written list of potential buyers of the farm products
and give the required written notice to such buvers.> A debtor must pro-
vide the list of potential buyers if the secured party requesis it and is prohib-
ited under first degrec misdemeanor penalties from selling farm products 1o
buyers who are not on the list without the prior written permission of the
secured party.*¢ _

The new Ohio law also contains a number of other provisions which
address additional concerns of buyers and sellers. One of the new provisions
protects buyers who comply with the paymen: instructions set out in the
notice against a seller who mighi otherwise assert that his Jender was not

titled to be paid according to the stated instructions at the time of sale.®®
Another new subsection prohibits buyers from publiciy disclosing the iden-
tity of persons named in the prescribed notice.*¢

7. Louisiana

Effective August 30, 1983, owners and operators of livestock marketing
agencies in Louisiana cannot be held liable to the holder of a 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 forth (1) the name and address of the secured pany,
(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 sccured party.®*

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 party of its security
subjects himself 10 2 fine of not more tean five thousand doilars (S5,.. J) or

imprisonment, with or without hard labor, for not more than ten years, or
both.>*

S1. Onio Rev. CODE ANN. § 1309.26(B)(1)(2), (b) (Page Supp. 1983).
52. /4. § 1309.26(BX(5).

53, /d. § 1309.26(B)(4).

54. Jd. § 1309.26(B)(4). (B).

55. Jd. § 1309.26(B)(3).

56. Jd. § 1309.26(BX6).

57. La. REV. STAT. ANN. § 3: 568(A), (E; (Supp. 1984).

£E. Jd. § 3:568({C).

59. Jd. § 3:568(F).
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8. Oklahoma

Whereas Louisiana sought to protect only those who deal wiih live-
stock, Oklahoma amended its version of section $-307 to protect *hose who
deal with all farm products except livestock.®® In order to obtain the protec-
tion afforded by the new Oklahoma law, however, 8 merchant who is
purchasing or a commission merchant who is selling farm products (other
than livestock) (1) must require the seller to provide a “centificate 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 ceniificate.®’ Any
merchant or commission merchant who fails 10 obtain the certificate and to
issue the payment instrument accordingly is liable to the secured pany.®?

9. Oregon

In some respects, the legisiation enacted by Oregon® 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 party for proceeds from the sale of cattle, horses or sheep™ un-
less security interest statements have been filed with the Oregon Depaniment
of Agriculture, in addition to the required governmental office set forth in
Article 9 of the Code.®® 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 certificates.®®

The law carmies an automatic termination date of July 1, 1987.

10. Illinois

The legislation enacted by Illinois in 1983¢7 changes the Illinois U.C.C.
by amending sections 9-306.01 and 9-307 and adding sections 9-205.1, 9-
306.02, 9-307.1 and 9-307.2. In substance, the new legislation (1) allows se-
cured parties to require that before debtors sell secured collateral, they dis-
close to the secured parties the names of the persons to whom they intend 10
sell the collateral;®® (2) imposes’ criminal sanctions on debtors who sell to
persons other than those disclosed to the secured party;*® (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. ANN. tit. 124, § 9-307(1) (West 1981).

61. Jd. § $-307(3)(a). (b).

62. /d. § 9-307(3)e).

63. 1983 O1. Laws ch. 626.

64. MonT. Cone ANN. § 81-8-301(1) (1983).

65. 1983 Or. Laws Ch. 626, §§ (2).(6).

66. Jd. §8 (2).(5).

67. 1983 1L Law; £3-69.

68. 1983 IL. Laws 83-69 (ic be codified at L. REV. STAT. ck. 26 § $-205.1).

69. 1983 Ill. Laws 83-69 (to bz codificd &t JLL. REv. STAT. ch. 26 § $-306.02(1)~(5);.
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by the selier, unless, within five years prior 1o the purchase. the secured
party has sent written notice of his interest to the buyer by 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 farm products lo. selling
those products in the ordinary course of business unless the secured parny
has sent written notice of his interest to the commission merchant or selling
agent within five years prior to the sale”! and (5) requires commission
merchants or scllmg agents who sell farm products and pessons who buy
farm producxs 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 pany.’

11. Delaware

Delaware amended its version of section 9-307 by adding 2 new subsec-
tion 2 which provides, in substance, that 2 buyer in ordmarv course of grain
who is registered with the Delaware Secre:ary of State a2s registered grain
buyer takes free of any security interest in the grain unless written notice of
the lien is mailed, by cenified or regisiered mail, to the grain buyer within
one year prior to the time he pays for the grain.”® Secured paries 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 states have
enacted legislation during the past twenty years that requires central filing of
financing statements relating to farm products.”

70. §983 Il. Laws 83-69 (10 be codified at JLL. REv. STAT. ch. 26 § 9-307(1). (3)).

71. 1983 1ll. Laws 83-69 (10 be codified at ILL. REV. STAT. ch. 26 § 9-307.1).

72. 1983 1ll. Laws 83-69 (1o be codified at ILL. REv. STAT. ch. 26 § 9-307.2).

73. DeL. COoDE ANN. tit. 6, § 9-307(2)(a) (Supp. 1983).

4. /4. §9-307(2)(b).

75. Cabfornia (central filing, except crops). CaL. Com. CoDE § 9401 (1964 & Supp. 1984):
Connecticut: CONN. GEN. STAT. ANN. § 4229401 (West Supp. 1984} Delaware: DeL. CoDE
ANN. tit. 6. § 9401 (1975): Hawaii: Hawan REev. STAT. § 490: 9-401 (1976); lowa: lowa CoDE
ANN. § 554.9401 (West 1967); Maine: ME. REV. STAT. ANN. tit. 11, § 9-40] (1964); Missiasippi
(dual filing on farm products): Miss. CODE ANN. § 75-8-401(1)a) (1981). Nevada: Nev. Rev.
StaT. € 104.9-401 (1979); Oregon: OR. REV. STAT. § 79.4010 (1983). South Dakota: S.D.C.L.
§ STA- §-401 (1980); Utah: Utan CODE ANN. § 70A-9-401 (1980); Washingion. WasH. Rev. CODE
ANN. § 62A.9-401 (1981).

Auhough central filing somewhat cases the burden of checking for liens on a county by county
basis. it Jeaves many unsolved problems. In many cases, buyers and commissior: merchants cannot -
obtain the information on a umely basis because they are buying and seliing at umes when the
central filing office is closed. This makes it especially difficult for livestock markets and dealers
because they are required to pay by the close of the neat business day after the transaction. See
supra note 8. Additionally, central filing. just as local filing. leaves the burden and expense of
policing a lender's loan on a buyer or commission merchant rather than the lender who stands to
pr'\n' by the Joan. As stated by one commentator, “the risks inherent in the business of money-
icnding should be borne by money-lenders. no: by innccent buyers in the market place.” Knapp.
Prorecting the Buyer of Freviousiy Encumbered Gooc's: Another Plec jor Revisior. of UCC Section ¥-
30711y, 15 ARiz. L. REv. 861, §92 (1973).
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FEDExAL GOVERNMENT AS SECURED FakR1y

Notwithstanding all of this new legislation by the individual siates. the
mongaged farm products problem has not disappeared. Not only have sev-
eral major agriculture producing states not passed any legisiation in this
area, but there is genuine concern that the state Jegislation 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 seutled proposition that federal law governs questions involv-
ing the rights of the federal government arising under nationwide federal
programs such as the FmHA's farm loan programs.’ What is no! so well
settled, is what is that federal law? Is it a judicially construcied uniform rule
of law or is state law incorporated as the applicable federa! law?™”

Prior to 1979, seven Circuits had ruled on this question. Five of the
seven favored a judicially constructed uniform rule of law:” wo incorpo-
rated state law ac the applicable federal law.”

In 1979, the United States Supreme Court handed down Unired Stares v.
Kimbell Foods, /nc.*® The question before the Court 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 Court analyzed three factors: the need for uni-
formity in operating the federal loan programs, whether the appiication 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 state law.*' Based on this analysis, the

- Court adopted state law 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
farm producis.®?> The Fourth Circuit, which already used incorporated state

76. United Siates v. Kimbell Foods. Inc.. 440 U.S. 715 (1979); Clearfield Trust Co. v. United
States. 318 U.S. 363 (1943); D'Oench, Duhme & Co v. Federal Deposit lasurance Corp.. 315 US.
447 (1942). See Mishkin, The Variousness of “Federal Law": Competence and Discreiion in the
Choice of National and Siate Rules for Decision, 105 U. Pa. L. REv. 797, 798-301 (1957).

77. See Comment. Adopiing Siaie Law as the Federal Rule of Decision: A Proposed Tesr. 43 U.
CHs. L. REv. 823 (1976).

78. Third Circun: United States v. Sommerville. 324 F.2d 712 (3d Cir. 1964). Fifih Circuit:
United States v. Hext, 444 F 2d 804 (5th Cir. 1971); Sixth Circuit: United States v. Burnente-Caner
Cc.. 575 F.2d 587 (6th Cir. 1978) and United States v. Carson. 372 F.2d 429 (6th Cir. 1967); Ninth
Circuit: United States v. Matthews, 244 F.2d 626 (Sth Cir. 1957); Tenth Circuit: Cassidy Commis-
sion Co. v. United Sizies, 387 F.2d 875 (10th Cir. 1967).

79. Founh Circuit: United States v. Union Livesiock Sales Co.. 295 F.24 755 (4th Cir. 1962),
Eighth Circuit: Unned States v. Gallain Livestock Auction, Inc.. 448 F. Supp. 616 (W.D. Mo.
1978). aff'd. $89 F.2d 353 (8th Cir. 1978) and United States v. Chappell Livestock Auction. Inc..
523 F.2d 840 (8th Cir. 1975).

80. 440 U.S. 715 (1979).

81. Unitcd Swuates v. Kimbell Foods, Inc., 440 U.S at 728. See also Comment. supra note 77,
at £30-34

82. Founh Circuii: United States v. Friend's Stockyard, Inc. and Ur.ited Siates v. Gransville
Community Salc. inc., 600 F.2d 9 ($th Cir. 1979, Fifih Circuit: United Siztes v. Southeas: Missis-
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law as the applicable federal law, cited Kimbel// as requiring the incorpora-

tion of state law.** The Fifth and Ninth Circuits, which had used uniform

federal law prior to Kimbell, now use incorporated state law.* Thus, at ths
time three circuits have decisions on the books whereby the liability of com-
mission merchants for selling morigaged farm products is determined under

a uniform federa! rule of law and four circuits have incorporated state law to

determine this liability. '

Clearly, until federal Iegislation is enacted® or additional cases are de-
cided by the Courts of Appeal, the question of which law applies 10 mon-
gaged farm products cases is open to speculaticn. As Professor Wright has
stated, “Whether state or federal law controls on matiers not covered by the
Constitution or an Act of Congress is a very complicated question, which
yields to no simple answer . . . "% : ‘

CoONCLUSION

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.”™**

Many of 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-
certain—the Uniform Commercial Code has become even more disuniform
and the federal government’s argument against application of state law to
federal lenders has been strenghtened.®® The morngaged farm products
problem, albeit changed to some degree, remains. :

sippi Livestock Farmers Ass'n, 619 F.2d 435 (Sth Cir. 1980): Ninth Circuit: United Siates v. Public
Auction Yards, 637 F.2d 613 (9th Cir. 1980).

£3. United Staies v. Friend's Stockyard. Inc.. 600 F.2d at 10.

84. United States v. Southeast Mississippi Livesiock Farmers Ass'n. 619 F.2d 435 (5th Cir.
1980). United States v. Public Auction Yard, 637 F.2d 613 (9th Cir. 1980).

85. In 1983, Congressman Tom Harkin introduced 1wo bills. H.R. 3296 and H.R. 3297. H.R.
3296 would basically repeal the farm products exception from the federal level. H.R. 3297 would
2mend the Packers and Stockyards Act, 7 U.S.C. § 18] et seq. (1982) 1o accomplish the same result
with respect to livestock.

86. €. WRIGHT, Law OF THE FEDERAL COURTS 388 (4th ed. 1983},

87. Dugan. supra note 8, at 362.

£t Ja.

89. United States v. Kimball Foods, Inc.. 440 U.S. 715 (1979). See a/sc Comment, npre note
7.



STATEMENT
OF
ERNEST H. VAN HOOSER
DEAS, VAN HOOSER & OLSEN, P.C.
ON BEHALF OF
LIVESTOCK MARKETING ASSOCIATION

SUBMITTED TO
LIVESTOCK, DAIRY AND POULTRY SUBCOMMITTEE
OF :

U.S. HOUSE OF REPRESENTATIVES
COMMITTEE ON AGRICULTURE
REGARDING
PROBLEMS ARISING FROM PURCHASE
OF MORTGAGED FARM PRODUCTS

NOVEMBER 16, 1983



MR. CHAIRMAN AND MEMBERS OF THE SUBCOMMITTEE:

My name is Ernest H. Van Hooser. 1 am a member of the law firm of Deas, Van
Hooser & Olsen, P.C. of Kansas City, Missouri. The following statement is submittec by
my firm in its capacity as counsel for Livestock Marketing Association, & fxational trade
associetion of livestock marketing businesses.

THE PROBLEM

As you will no doubt hear repeatedly today, there is & serious problem in this
country caused by the sale of mortgaged farm products. It is a problem for lenders, for
fermers, for innocent purchasers of farm products and for commission merchants who sell
farm products for others. However, since | 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, & buyer of farm products
and & commission merpha.nt who merely acts as an agent in selling fzrm products 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
the farm products were mortgaged. Y 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.
Veither of these exceptions erises very often.

The liagbility of innocent purchasers of farm produc'ts and intermediaries who sell
arm products is founded on the interaction o.f Uniform Commerf:ial Code (UCC) subsec-

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



Subsection 2-306(2) provides thal & security interest continues in collateral not-
withstanding sale, exchange or other disposition &ndé in any identifiable proceeds there-
from unless the szle, exchange or other cdisposition was authorized by the secured party. ¥
A buyer in ordinarv course of business of inventér_v , however, is protected from this.
continuing security interest by subsection ¢-307(1), which provides that such & buyer

4
takes free of 2 security interest created by his seller. Y Not so for & buyer of farm pro-
ducts. Because of the special rule for farm prod.ucts set out in subsecdon 9-307>(l) , 8
buyer in ordinary course of farm products is not protected from'the continuing security
interest of subsection 9-306(2): he takes subject to the security interest. 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. Additionelly, if
the security agreement makes the borrower's unauthorized sale of the farm éroducts & de-
fault entitling the secured party to possession of the collateral and the buyer does not
account to the secured party for the collateral, the secured party may hold the buver
liable for conversion, because the buyer has wrongfully interfered with the secured party's
right to possession of the collateral.

Unlik« a buyer of farm products, a commission merchant's liability for selling T
mortgaged farm products is not based on the interplay of subsection ¢-306(2) and the
farm products exception of Section 8-307(1), which, of course, means that simply de-
leting the farm products exception will not protect commission merchants from liability.

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

makes the borrower's uriauthorized sale & defauﬁ entitling 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 recovery against the‘ commission mer-

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

- 2 -



mer.;:hant is liabie for conversion because he has, by his exercise of dominion and con-
trol over the f{arm products during the selling process, interferec with the securec party's
right to possession of the collateral. Under the seconc theory. a commission merchant's
liability is based on his acting as agent for the mortgagor. Thus. when & borrower sells
mortgaged farm products without the secured party's consent. he is deemed to have tort-
iously interfered with the secured party's right to possession ancd the commissiom mer-
chant, as the borrower's agent, stands z.n the shoes of his principal. The rationale under-
lyving the agency theory of liability is that inasmuch as an agent is free to deal with, or
serve, whomever he pleases, he should be held liable if he chooses to assist a principal,

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 only 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 éecurity interest was
created'by the seller of the product and the commission merchant does not have knowledge
of the perfected security interest. California simply deleted the farm products exception

from Section 9-307(1), thus helping buyers of farm products but doing nothing for



commission merchants. The legislation enacted by Montana provides that & livastoci;
market will not be ligble to & lender who has & security interest in livestock unless notice
of the security agreement has been filed with the state branc¢ board -- in eddition to
the County Clerk's Office -~ and that the notice ha‘s been transmittecd to the livestock
market prior to the sale. Idaho enacted legislstion similar to Montanz's but without makj:ng
dual filing mandatory ~- thus accomplishing very little. ln 1982, Kentucky enacted legis-
lation that amended Section £-307 of its UCC. This amendment proteéts commission mer-
chants and buyers of 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

In 1983, the drive for legislative action gained momentum. At least eleven states
enacteg legislation whose avowed purpose was 10 help buyers and commission merchants
limit their liability wit_hfeSpect to mortgaged farm products. Y Some of the new legis-
lation covers all farm products. Some covers only grain. Some, such as Louisiana's
and Oregon's, covers only livestock. Some, like Oklahoma's, covers ever ything but
livestock. Some of the new legislation, such as that enacted in Tennessee, Ohio, lllinois
and Indiana, provides protection from liability unless actual notice of the security interest
has Seen given prior to the sale or payment of the sales proceeds. Some, like that
enacted in Oklahoma and North Dekota, bases protection from liability on gettiné a
certificate of ownership from the seller and including any secured parties disdo#ed by
the certificate as joint payees. Some, such as that enacted in South Dakota and Nebra.ska,
shortens the statute of limitations for bringing actions against buyers and commission mei‘~
chants. Some of the new legislation attempts to protect only commission merchaﬁts (sel-

ling agents); some, only buyers, and some, buyers and commission merchants. Finally,



most of the new legislation establishes criminal penalties for borrower-sellers who eithe:
{ail to provide information or provide false information with respect to potential buvers or
the identrty of secured partes.

In addition to the states that actually passecd legislation in 1983, severa! others, such
as Missouri, Texas, Arkansas, lowa, Alabamea, Michigan. North Carolina and South Caro-
lina, had legislation introduced but did not pass it. And, it should be added, the legisle-

tion introduced in these states was no more uniform than the legisletion actuzlly 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, the Uniform Commercial Code has become even more
un-uniform, thereby making it extremely difficult to determine what protection is availabi. .c
whom.on what basis. In addition, and even more importantly, there is genuine concern
that all of this state legislation will not protect buyers and commission merchants from that
lender of lendérs , 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 tha_t federalvlaw? Is
it a judicially constructed uniform rule of law or is state law incorporéted as the appli-
cable federal law?

Prior to 1979, seven Circuits ha.d ruled on this question. Five of the seven favored
a judicially constructed uniform rule of law; Y two incorporated state law as the
applicable federal law. Y In 1978, the U.S. Supreme Court handed down the U.S. v.

- § -



9/
Kimbell Foods, Inc. decision. Based on that decision, one of the Circuits that

formerly used the judicially constructec uniform rule of law to determine the liability of
& commission merchant whe sold mortgaged farm procucts now uses incorporateC state

10
law. = Thus, until Congress determines the choice of law issue, either by dictating
the use of a judicially constructed uniform law or incorporated state law or by proﬁding
the specific substantive law to be followed, the only way to determine what protection, if
any, all of this new state legislation wﬁl sfford buvers anc comrmission merchants against
the federal government will be to litigate the issue on & case by case, circuit by circuit
basis. In my opinion, not a very healthy environment in which to concusct business.

In summary, Livestock Marketing Association believes that the problems arising
from the sale of mortgaged farm products are significant and growing, especially for
those who move those vitally important products from producer to consumer, and that the
only real solution is for Congress to act quickly and decisively to pass corrective legisla-
ton.

Thank you.



E.g., United States v. Sommerville, 324 F.2¢ 712 (3rd Cir. 18€3), cert.deniec,
376 U.S. 908, 84 S.Ct. 663, 11 L.Ec.2d 608 (186¢); United States v. McClesky
Mills, Inc., 408 F.28 1216 (5th Cir. 1969); United States v. Gallarn Livestock
Aucdon Co.. Inc., 448 F. Supp. 6186 (W.D. Moc. 1E878); Fermers S:ate Bank v.
Steweart, 454 £.W .24 908 (Mo. en banc 1878); Gerden Citv Producicen Credit
Associgtion v. Lannan, 186 N.W.2¢ 2% (Neb. 1871).

Conversion is generallv definec zs tortious interference with the possessory rights
of another to personal property. 18 Am.Jur.2¢ Conversion §§ 1,25.

Subsection 9~ 306(2) provides:

Except where this article otherwise provides, & security in-
terest continues in collateral notwithstanding sale, exchange or other
disposition thereof by the debtor unless his action was authorized by the
secured party in the security agreement or otherwise, and aiso continues
in any identifiable proceeds including collections received by the debtor.

Subsection $-307(1) provides:

A buyer in ordinary course of business * * * other than & person buying
farming products from & 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 buvers, marketing agents and brokers who are in a2 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, even if by
merchants, will not cut off the lender's 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 Jwrm ; -
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 products exception is that buyers who purchase farm products 2and commis-
sion merchants who sell farm products are often simply not able to check for liens
on all the farm products they buy or sell. This is especially true for livestock
markets, livestock dealers and packers who are required by Section 409 of the
Packers and Stockyards Act (7 U.S.C. § 228b) tc pay for livestock before the
close of the next business day following the day purchase of livestock.

Another justiication often cited for the farm procucts exception is that
sales of farm 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 ¢ of the UCC, lenders must have
the protection afforded by the farm products exceptions in order to protect
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their interests. Although this justiScetion is more persuesive than the firs:
justification, it also encounters problems whern examined closely, especially
with respect to livestock. For exampie, £ cairy herd is e ccnstantly chang-

ing asset. Poor procucers are cullec anc repiaced. Male increzse, being out-
side the normal scope of & dairv farmer's business, are sold. It is cifficultto
see how this continuing turrn over of & small number of animals is axin tc & pulk
sale. Even grain, because of the more sophisticated marketing tecrhnigues not
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