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Section One

PRACTICAL SUGGESTIONSFOR FEEDYARDS
ASLENDERSAND ASCATTLE MARKETERS

l. Introduction

Success in today’ s feedyard industry may depend as much on protecting financial assets involved in cattle
lending and marketing as on providing feeding and care. This paper contains practical suggestions for
feedyard management in these two general areas by focusing on problems that often arise during a crisis.
Section One addresses issues in summary fashion and more detailed explanations are provided in Section
Two. The references in parentheses in this Section One direct attention to the applicable page number in
Section Two.

. Feedyards as lenders
A. Types of credit extensions
1 Feed and care charges

a) Limited protection afforded by agistment statutes

b) More extensive protection available by UCC compliance
2. Equity financing
a) Protection available only by UCC compliance
B. How to create and perfect a UCC security interest
1 How to create a UCC lien (12)
2. How to perfect under the UCC (12)
3. Specia problems for cattle lending
a) Does the debtor own the cattle

D Attachment — “Rights in the Collateral” 15
2 Effect of ownership transfers 15
(3) The “Created by the Sdler” Rule 17

b) How to make sure that thelienisafirst lien

C) Purchase money liens 16

d) Perfection of the interest

Section One — Page 1 698794v1



5.

6.

Q) | dentifying the debtor
2 Foreign nationals as debtors
3 Noticeto bailee 16
Revolving or lot-by-lot lending
Bailment Financing Statements 17

“Agricultural Liens’” Under Revised Article9 17

C. Dealing with other creditors of the debtor 19

1.

2.

3.

Reease 19
Subordination 19

Assignment 20

D. Default and What to Do About |t

1.

2.

3.

4.

5.

What is a default

Margin Calls

Risk Management
Foreclosure under the UCC

Foreclosure of Agister’slien

E. Legal Issues

1

4.

Third party possession issues

a) Priority of agister’'s liens (2728)

b) Perfect by providing notice to bailees (16)

Purchase Money Security Interests

a) Superpriority is possible but watch for the Kunkel/Lubbock Feeders issue (16)
Lender liability concerns

a) Management of debtor’s operation

b) Ceasing advances by accepting payment or permitting collateral base to grow with
ddivered cattle not paid for

C) Check kiting

What if the debtor has granted a lien on cattle it does not own? (45, 22)

Section One — Page 2 698794v1



5.

a) Foreclosureissues
D Are cattle perishable (26)
2 Are cattle customarily sold on a recognized market (26)
3 Notices
Foreclosure under the Agister’s statute
a) Texas Agister’slien
D Keep possession of cattle based on priority of agister’s lien (2728)
2 Property Code 70.003
3 Does not permit current cattle to be used to pay prior cattle debt
4) Feedyards that have failed to document their PM S| loans properly should
consider the perfection by possession rule of 9.320 as interpreted in First
National Bank in Munday v. Lubbock Feeders, L.P., 183 SW.3d 875
(Tex. App. — Eastland 2006, pet denied). (16)
Sales out of trust
a) The farm products exception and the Food Security Act (2021)

b) Inventory v. farm products rule (2324)

C) The* created by the sdler” rule (17, 24)

II. Feedyards as cattle buyers and sdllers

A. Purchase Contract Principles

1

3.

Determine whether an enforceable contract exists if contracts have not been fully
performed

a) Statute of Frauds (2)
b) Identification to a contract (3)

C) Future goods, commingling, fungibility, buyback deels, offer prospects for
argument (3)

If delivery has occurred title has probably passed to the buyer despite lack of payment (45)
a) The Code rgects the “ Cash Sale’ doctrine (10)

b) The buyer’s lender’ s security interest has probably attached despite lack of
payment (1516)

Litigation issues

Section One— Page 3 698794v1



a) Venue battles are common in cattle litigation and sometimes the first to file gains
an advantage. See Wyatt v. Shaw Plumbing Co., 760 S.W.2d 245, 248 (Tex.
1988)

b) Statutory receivership or similar relief may be the only means to stop liquidation
because the buyer may be a“farmer” that is not subject to involuntary
bankruptcy. Rinehart v. Sharp (In re Sharp), 361 B.R. 559, 562 (B.A.P. 10th Cir.
2007)

C) “Local Statutes” are sometimes used to argue that title did not pass despite
ddivery (8)

(1) The“Bill of Sale’ statute (1011)

2 Brands as a “title predicate’ (1112)

3 Equitable concepts are sometimes used to argue that title did not pass
despite ddivery MBank Waco, N.A.v. L & J, Inc.,, 754 S.\W.2d 245,
(Tex. App. Waco 1988, writ denied)(10)

d) The sdler’s lender may have greater rights than the sdler under the “ created by
thesdler” rule (17, 24)

B. Cattle Sales

1 Notices to send to buyer
a) Reclamation notices (78)
b) Adegquate assurance of payment notices (6)
C) Payment demands should be carefully worded to avoid estoppd if contract terms
are unclear
2. Seek injunctive or similar relief to prevent movement, sale, or grant of liens against cattle
3. Conduct lien search and look for defects
4, Make claim on buyer’ s Packers and Stockyards bond

a) 7 U.S.C. § 204 requires dealers to post bonds

b) Short time limits, usually not enough to pay
C) Often not posted by persons who buy and sdll on their own account
5. If a packer isinsolvent comply with federal or state statutes applicable to packers

a) Packers & Stockyards Act 7 U.S.C. § 196 creates a statutory trust (28)
b) Agriculture Code § 148.021-028 creates a carcass lien (29)
V. Inputs Providers

Section One— Page 4 698794v1



A. Suggestions for parties in possession of cattle

B. Suggestions for feed and other inputs providers

1.

2.

3.

Texas Agricultural Code Ch. 188 provides a lien against proceeds (28)

See Stockman Bank of Montana for an example of a superpriority inputs lien (19)

V. Feedyard Lending Best Practices
A. Documentation
1. L oan Agreement
2. Promissory Note
3. UCC1
4, Food Security Act Notice of Filing
5. Subordination Agreement
6. Control Agreement for Hedging Accounts
B. Actions
1 Execute Document
2. Conduct Lien Search in Proper Location
3. File UCCL1 in Proper Location
4, Obtain necessary subordination
5. Monitor equity position

Section One— Page 5

This and similar statutes create “agricultural liens’ that will not have priority unless the
statute that creates them provides for “ superpriority”
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Section Two
FEEDYARD LENDING AND MARKETING

I CONTRACTUAL LIENS

A lien can arise by statute — as in the case of the agister’s lien — or it can arise by contract between the
owner of the collateral and the holder of the lien — asin the case of a“ security agreement.” This Part | will
focus on liens that arise by contract.

Thetraditional credit extension of a custom cattle feedyard was the feed bill itsdf. The payment of that bill
was secured by the sdf-executing agister’s lien. That traditional mode bears little resemblance to today’ s
complex credit relationship. Feedyards now provide funding for transactions that can be protected only by
contractual lending. The basic steps required by the Uniform Commercial Code are wdl known: (1)
creation of a debt instrument; (2) creation of a security interest; and (3) ensuring the priority of that interest
over other creditors. The type of debt instrument is optional and usually depends on whether the feedyard
management wishes to use a lot-by-lot or line of credit approach. The creation of the security interest and
the means used to ensure its priority, however, are not optional and are discussed in detail below.

A. Lien Creation

The applicable statute provides:

A security interest is not enforceable against ether the debtor or any third party with respect to the
collateral, and it does not attach until (1) the collateral is in the possession of the secured party pursuant to
agreement, or the debtor has signed a security agreement which contains a description of the collateral;
(2) value has been given; and (3) the debtor has “rights in the collateral.” UCC 8 9.203(1) & (2).

The first step is reatively easy — the feedyard should obtain a written security agreement signed by the
customer that describes the collateral. Because ther customers usually have other secured lending
relationships many feedyards describe their collateral by location — eg., “al cattle now located at XYZ
Feedyard and at any time thereafter.” This may avoid conflicts with general lenders, such as banks, which
will require security agreements to cover “all cattle now owned or hereafter acquired.”

After the security agreement is signed, the interest it creates does not “attach” to the collateral unless the
debtor has sufficient rights in the collateral.

In the cattle business the issue of “rights in the collateral” can be hard to determine. Lenders sometimes
tend to equate possession coupled with the representation of the possessor as unimpeachable evidence of
ownership. Brands and ear tags can support such claims apparent validity. However, in pasture and
feedyard situations, cattle often are not in the physical possession of their owners. Mere possession by the
debtor will not establish sufficient “rights in the collateral” to permit a lien to attach. MBank Waco, N.A.
V. L & J, Inc., 754 S.W.2d 245 (Tex. App. — Waco 1988, writ denied). To the extent the debtor holds any
additional rights, however, those “rights’ may be subject to claims of the possessor’s lender, ether by
contractual lien, see Continental Grain Co. v. Heritage Bank, 548 N.W. 2d 507 (S.D. 1996), InterFirst
Bank of Abilene v. Lull, 778 F.2d 228 (5th Cir. 1985), or by estoppd. MBank, supra; Pleasantview
Farms, Inc. v. Ness, 455 N.W.2d 602 (S.D. 1990).

Cattlemen create many kinds of praofit sharing and risk sharing arrangements often described as “ partnering

in” cattle, although these arrangements may, and often do not, congtitute a legal partnership. This may
mean that the apparent owner is not actually the owner at all.

Section Two — Page 1 698794v1



B. How to Perfect under the Uniform Commercial Code.

Perfection of a security interest in goods can be accomplished ether (a) by filing a financing statement
(UCC §9.310), (b) by taking possession pursuant to a valid security agreement (8 9.313), and, as noted
below, by special rules covering goods in the possession of third parties.

Note: Perfection of Liens under the UCC is not compliance with the Food Security Act.

a General Rules.

The general rule under Article 9 (article 9 is the section of the UCC that pertains to secured transactions) is
that there is only one place to file: the debtor’s “location.” § 9.301; 9.501.

There are two exceptions to this rule in the uniform statute. Local filing is required to perfect a security
interest if the collateral is minerals to be extracted, or timber, and if the collateral is goods that are, or are
to become, fixtures.

In addition, it appears that Arkansas and Georgia have adopted nonuniform provisions for certain farming
operations. In Arkansas filing is required in the county where the farm operation conducts business and in
Georgialocal filing is required for crops.

The availability of perfection by filing does not preclude perfection by other available means, such as
possession or control. In some instances, the secured party will need to choose the manner of perfection
because some methods of perfection create a better priority position than others.

b. L ocation of the Debtor.

Generally, the law of the jurisdiction where the debtor is “located” will govern how to perfect an interest.
This means that lenders must first determine where the debtor is located before searching for other compet-
ing liens or attempting to perfect an interest.

For example, if the borrower is a Delaware corporation and the interest must be perfected by filing, the
filing must be made in the place designated in the Delaware version of Article9. §9.307(e) & §9.301 &
§9.102(a)(71).

Section 9.307 is the key provision for determining the “location” of a debtor. This statute divides debtors
into the categories of individuals, “registered organizations,” and * organizations.”

Anindividual’s “location” is his or her principal residence. § 9.307(b)(1). A “registered organization” isa
business entity created under the law of a state or the United States. Examples are corporations, limited
partnerships, limited liability corporations, limited liability partnerships, professional corporations,
professional associations, cooperatives, and nonprofit corporations. A “registered organization” that is
organized under state law is located in that state. Special rules apply for federally created organizations.

Business entities which are not created by registration under state law are defined as “organizations.”
Examples are partnerships, joint ownership situations, estates and trusts. Thelocation of an * organization”
isits place of business if it has only one place of business. If it has more than one place of business, it is
located at its chief executive office” (One can imagine a number of difficulties which may arise as to
location of filing in the loose partnerships and joint ventures common in the agriculture business).

Section Two — Page 2 698794v1



C. L ocation of the Debtor: Foreign Borrowers

An issue that arises sometimes in the cattle business concerns a debtor who is a resident of another country.
§89.307(c) says that the rule requiring filing in the debtor’s location does not apply unless the debtor is
“located in a jurisdiction whose law generally requires information concerning the existence of a non-
possessory security interest to be made generally available in a filing, recording, or registration system. If
subsection (b) does not apply, the debtor is located in the District of Colombia.” Unfortunately, this means
that a creditor wishing to perfect a security interest in property of a foreign national may be required to
obtain an opinion from local counsd about the filing rules of a particular foreign jurisdiction before making
a decision about whether filing in the United States would provide protection.

At the date of preparation of this paper, the best information available to the authors is that Mexico does
not qualify under the above cited provisions. Therefore, a filing in the District of Columbia as to a
Mexican corporation or individual would not perfect a security interest as against American lien
competitors.

d. The Debtor’s Name.

Section 9.503 says how the debtor’s name must be stated on a financing statement. The underlying
principle is that the name must be specific. For example, with respect to a corporation or other “registered
organization,” the financing statement must provide the name of the debtor as shown on the public record
of the debtor’s jurisdiction of organization. Decedent’s estates which are debtors must also be identified
clearly, as must be trusts. Section 9.503(c) disapproves of “trade names.” Section 9.503(a)(4) deals with
“organizations.” If the “organization” is two persons having a joint or common interest, or a simple part-
nership, “if the debtor has a name,” then the financing statement must provide that name, but “if the debtor
does not have a name,” then the financing statement must provide the names of the partners, members,
associates, or other persons comprising the debtors.

Informal relationships of coproducersin agricultural situations may create filing confusion.

Section 9.506 says that a financing statement is effective even if it has minor errors or omissions, unless the
errors or omissions make the financing statement “seriously misleading.” Section 9.506 also says that a
financing statement that fails to satisfy the 9.503 requirements (see above) is misleading, and therefore inef-
fective to perfect an interest, unless a computer search run under the debtor’s correct name reveals the
financing statement with the incorrect name. Thus, the outcome in a perfection dispute may depend on the
type of search logic used in the relevant jurisdiction. (Under current practice in Texas, the search system
will pick up similar business names, but not necessarily on a statewide basis, because the search service
generally requires designation of a city of business location.)

Effective June 16, 2007 the Texas Legidlature adopted changes to the “naming” rules. As to individuals,
the change provides that a name in a UCC-1 is sufficient if it is the name shown on the individual’s drivers
license or identification certificate issued by the individual's state of residence. For registered
organizations the rules provide that the financing statement should provide “the name of the debtor
indicated on the debtor’ s formation documents that are filed of public record in the debtor’s jurisdiction of
organization.” 89.503 supra.

The presence in some foreign derived names, of non-standard punctuation may create problems of
identification with respect to computer searches in UCC-1 data bases. The Texas statute described above,
may create a “safe harbor” if a UCC-1 is filed under the same spelling and punctuation as is found on the
driverslicense. Theauthors are unfamiliar with any similar statute in surrounding states.
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e I dentification of the Collateral.

The broadest possible description is allowed in a UCC financing statement. To qualify as a sufficient
financing statement, a UCC-1 must, among other things, “indicate the collateral covered by the financing
statement.” 8 9.502(a)(3). Section 9.504(2) provides that the financing statement may indicate that it
covers “all assets,” or “all personal property.”

A general description of this nature is not allowed in a security agreement. A security agreement that
grants a security interest in “all the debtor’s personal property,” without other statements of the collateral
description, is not effective because 8 9.108(c) provides that such a description does not reasonably identify
the collateral. However, Section 9.108(b) provides that a general description by Article 9 category is
permissible.

f. The Debtor’s Signature.

Revised Article 9 diminated the requirement that the debtor sign the financing statement. The purposeisto
facilitate eectronic filing and eectronic searches. However, the debtor must authorize the filing in an
“authenticated record.” §9.509(a)(2). Section 9.509(b) provides that the signing or authentication of a
security agreement automatically authorizes the filing of an initial financing statement and certain
amendments.

g. Movement of Debtor’s Residence.

A security interest perfected by filing in the state where the debtor is located at the time the lien is created
could become unperfected four months after the debtor moves to a new “location.” (§89.316). If the
creditor fails to reperfect within the four months, an intervening creditor could achieve priority.

C. Special Rulesfor Livestock
1. Definition of Farm Products.

Article 9 describes four mutually exclusive “types’ of collateral within the broader concept of “goods.”
Section 9.1009 lists these four subsets of “goods’ as “ consumer goods,” “equipment,” “farm products,” and
“inventory.”

The former formulation for “farm products,” included the requirement of *possession” by a “debtor
engaged in raising, fattening, grazing or other farming operations.” The 2001 definition does not require
the debtor to bea “farmer.”

Goods can change classification. The comments say that crops, livestock and their products “cease to be
‘farm products when the debtor ceases to be engaged in farming operations with respect to them.” They
also say that goods cease to be “farm products’ when they “come into the possession of a marketing agency
for sale or distribution or of a manufacturer or processor as raw materials,” at which point they become
“inventory.” §9.102, comment 4(a).

2. What are“rightsin the cattle” ?

Sometimes the borrower grants a lien on cattle it does not own. In MBank N.A. v. L. & J. Inc., 754 SW.
245 (Tex. App.—Waco 1993, writ denied), the alleged true owners of cattle, the Mamot family, allowed
Mr. Young to pasture cattle they owned in Texas, and to place his brands on the cattle. Y oung borrowed
money from MBank and purported to grant a lien on the cattle. The court held that Mamots were estopped
from claiming that the bank did not have an enforceable interest because they knowingly gave possession of
the cattle to Young and allowed him to place his brands on the cattle and said: “A recorded brand, such as
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Young's, is evidence of ownership of the cattle on which it is placed. See DeGarca v. Galvan, 55 Tex. 53,
57 (1881).”

3. Purchase Money Security Interests.

Section 9.324 contains the PMSI rules. The effect of this statute can best be understood in the context of
the pre-2001 rules. Former § 9.312(c) and (d) gave PMSI lenders the chance to achieve priority over pre-
existing perfected lenders. If the collateral were inventory, the PMSI lender had to give advance notice to
the prior lender, but for other collateral, including farm products (if they were not inventory), no such
advance notice was required. In both situations, the PM S| lender had to provide funds to enable the debtor
to acquire the collateral and the lien had to be perfected within twenty days after the debtor received
possession of the collateral.

Section 9.324 placed livestock under the advance notice rule. Under revised § 9.324, a lender seeking a
prior purchase money security interest secured by livestock must take the following steps: (i) The lender
must advance funds to enable the debtor to acquire the collateral; (ii) The security interest must be
perfected when the debtor receives possession of the livestock; (iii) The purchase money lender must send
an “authenticated notification” to the conflicting security interest holder; (iv) The holder of the conflicting
security interest must receive the notice within six months before the debtor receives possession of the
livestock; and (v) The notice must state that the purchase money lender has or expects to acquire purchase
money security interest in the debtor’s livestock and describes the livestock. This poses great difficulty. A
subordination agreement is preferable.

An argument can be made that if the debtor never receives possession of the goods, the notice provisions of
§89.324, which require advance notice to a previous lender, do not apply. The argument is that the noticeis
required to be given only before the debtor “recelves possession,” and because the debtor never receives
possession, the notices are not required.

First National Bank in Munday v. Lubbock Feeders, L.P., 183 S.W.3d 875 (Tex. App. — Eastland 2006,
revi. denied), adopted this reasoning and held that a feedyard that perfected an interest in its customer’s
cattle was not required to give advanced notice to obtain purchase money priority because the customer
never received possession of the cattle.

4, Secured Party’s Notice to Bailee.

Although creditors will always want to perfect by filing, § 9.313 may supply a useful tool to employ in an
emergency. In the livestock context, if a lender finds cattle shortages occurring, it may find some of the
missing cattle in the hands of the feedyard, pasture lessor, or livestock commission company. These parties
may in some instances be characterized as bailees. If collateral is in the hands of a bailee, perfection may
occur by notice to the bailee. The secured party is deemed to have possession from the time the bailee
receives notice of the secured party’sinterest. §9.313.

5. Owner’'s Notice to Bailee.

Section 9.505 permits an owner of goods (a “bailor”) that are in the possession of another (a “baileg’) to
file a financing statement that will serve as notice to others, including lenders, that the bailee is not the
owner. Presumably, the bailee's lender will check the UCC filings before making a loan based on a false
representation of ownership and avoid a dispute. In American Bank & Trust v. Schaull, 2004 S.D. 40, 678
N.W.2d 779, 53 UCC Rep. Serv. 2d 367 (2004), the South Dakota Supreme Court affirmed a finding that
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the bailee/caretaker’ s lender would have been put on notice by a bailee filing, which would have defeated
the lender’s claim. Unfortunately, the owner did not file the bailee UCC-1.

The current UCC-1 form financing statement contains, at the bottom as item 5, the box labded
“baileg/bailor.” Checking this box should allow a bailor to give notice that he has goods in the possession
of the bailee that the bailee does not own. The bailor needs written permission from the bailee to file the
form.

This procedure may be appropriate for a cattle owner who pastures cattle with others. The appropriate
language can be inserted in a grazing agreement, or even in a sales contract. The bailee will need to decide
whether to accept this because it could create inquiries from its lenders. Lenders may want to require their
borrowers to obtain such authorization from their pasture providers, and require these statements to be
filed.

6. The“Created by the Seller” Rule.

Section 9.320 permits a buyer in ordinary course to take free of a security interest “ created by the buyer’s
sdler,” but security interests are sometimes created by upstream suppliers. This means that a party
otherwise qualifying as a BOC may take subject to a security interest created by a supplier to its sdler.
See Conseco Fin. Servicing Corp. v. Lee, 2004 WL 1243417,54 U.C.C. Rep. Serv. 96 (Tex. App. —
Houston [14th District] 2004, no pet.); cases collected at 4 White & Summers, UNIFORM COMMERCIAL
CODE, Section 338, note 1214 (Practitioner’s Ed. 2006).

D. “Agricultural Liens” Under the UCC
1 Definition
The 2001 amendments, in 89.102(a)(5), established a new class of lien called “agricultural lien.” The key

features of an “agricultural lien” are the following:

(1) Thedebt the lien secures must arise from goods, services or rent furnished in connection with the
debtor’s “farming operations;”

(2) Thelien must arise by operation of law as opposed to the agreement of the parties;

(3) Theéeffectiveness of the statutory lien does not depend on the debtor’ s possession of the property.
2. TexasLiensWhich May Be“Agricultural Liens.”
Texas recognizes a number of involuntary statutory liens which arise in connection with agricultural
operations. Someare:
D Theagister’s lien on livestock. (TEX. PROP. CODE § 70.003).
2 The cotton ginner’ s lien on ginned cotton. (TEX. PROP. CODE § 70.003).

3 The chemical and seed supplier’s lien on crop proceeds. (TEX. AG. CODE CHAP. 128).
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4 The feed supplier’slien on proceeds. (TEX. AG. CODE CHAP. 188).

) The lien on livestock, carcasses and products with respect to livestock sold for slaughter. (TEX.
AG. CODE 8§ 148.021-.030).

(6) The stock breeder’ s lien on offspring. (TEX. PROP. CODE § 70.201).
@) Thelien on crops of a contract grower. (TEX. PROP. CODE 8§ 70.401410).
3. How to Perfect an “ Agricultural Lien.”

The holder of an “agricultural lien” must comply with the Article 9 requirements for perfection of a
security interest, and the lien is subject to the general priority rules of Article 9. The local law of the
jurisdiction where the farm products are located governs the perfection and priority of an agricultural lien
on farm products. § 9.302.

4, Significance of an “ Agricultural Lien.”

Section 9.333 continues the prior rule of section 9.310 which gives priority to statutory liens which are
dependent on possession. Under 9.333, therefore, if a lien is created by statute in farm products, and the
effectiveness of that lien depends on the debtor’s possession of the goods, the lien has priority over an
Article 9 lien and an agricultural lien. Although there are no cases in Texas that discuss this precise issue,
the authors believe that a good example of this involves the statutory agister’s lien contained at Property
Code Section 70.003. The effectiveness of the lien created by that statute is dependent on possession and
as a result it should not qualify as an “agricultural lien” and, if the statutory provisions are satisfied, it
should have priority over competing contractual liens. The lien on livestock, carcasses and products for
livestock sold for slaughter is probably not an “agricultural lien” because it does not secure a supplier’s
inputs (instead, it secures repayment of the purchase price). The remainder of the listed liens, however,
appear to be “agricultural liens” because they do provide a lien for input costs and do not depend upon
possession.

There are statutory liens in other states. Statutory liens tend to be “customized” depending upon the whims
of the legislature which enacted them. The prospect for confusion abounds because there may be many
different ways to perfect the liens and enforce them. In every case, in every state, thereis the possible need
to determine whether the provisions of Article 9 will trump any more explicit provisions in the rdevant
statutory involuntary lien.

Because the involuntary statutory liens involving agricultural operations differ from state to state, lenders
seeking priority of ther interest in the collateral of out of state borrowers will need to exercise great
caution.

5. Superpriority

§89.322(g) grants potential “superpriority” statusif the statute that creates the agricultural lien provides that
it has priority over a conflicting security interest in or agriculture lien on the same collateral. The authors
are aware of one case that discussed this issue. Sockman Bank of Montana v. Mon-Kota, Inc., 180 P.3d
1125 (Mont. 2008), concerned an agricultural lien that secured repayment of charges for fertilizer and
pesticide. The statute provided for superpriority of that lien, and as a result the court held for the inputs
provider over the bank lien.

E. Perfection By Methods Other Than Filing
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1 Possession by Bailee

Section 9.313(c) authorizes perfection by possession of goods in the hands of a bailee. A baileeis a third
party who has possession of property held for the benefit of another. Grain eevators and feedyards are
common examples of bailees involved in agricultural lending. In order to perfect a security interest in
goods in the hands of a bailee, without filing, the bailee “authenticates [signs] a record” stating that it is
holding the collateral “for the secured party’ s benefit.”

2. Possession by Secured Party

Section 9.313 allows a secured party to “perfect a security interest in negotiable documents, goods,
instruments, money, or tangible chattel paper by taking possession of the collateral.” The law of the place
wherethe collateral is located governs perfection, the effect of perfection or nonperfection, and priority.

3. Automatic Perfection

Article 9 provides for automatic perfection of security interests in transactions involving the sale of
payment intangibles, the sale of promissory notes, and in “ supporting obligations,” which may be coupled
with payment intangibles or promissory notes. See §9.308, §9.309. In addition, automatic perfection will
apply to purchase money security interests in a broad range of non-certificate of title consumer goods. §
9.309(1).

4. Control

The 1995 amendments introduced the concept of “control” as a method to perfect an interest, and as a
factor in priority disputes. For many financial assets, a lender accomplishes * control” with a* three-party”
agreement between the debtor, the secured party, and the securities or commodity intermediary. §8.106;
§89.106(a), (b).

Revised Article 9 expanded the perfection by control concept and allows use of control to perfect an
interest in deposit accounts, rights in letters of credit, and, for a new class of collateral known as
“dectronic chattel paper and dectronic documents.” § 9.314(a). The preferred priority status is control
over filing. 8 9.328(1) (investment property) and § 9.329(1) (letter of credit rights).

Article 9 now recognizes descriptions for “investment property,” “commodity accounts,” “commodity
contracts,” as wel as financial assets like “securities entitlements’” that will apply to hedging and
commodities accounts. There are two levels of perfection, with differing levels of protection; perfection by
filing (UCC-1) and perfection by “control.” Thelender needs to accomplish both levels of perfection. Asa
general rule a lender should file a UCC-1 in the central filing location of the debtor’s home state with a
description reading something like this:

“. .. al debtors' interests in general intangibles, commodity contracts, commodity accounts, and
securities now owned or hereafter acquired and their proceeds.”

The lender should also obtain a “tri-party” agreement with the brokerage entity with whom the debtor does
itstrading. Thisis oneway to accomplish “contral.”

Security interests in promissory notes are perfected by actual possession. Under the newly revised Article
9, it isalso appropriateto filea UCC-1.

V. JOINT CREDITOR PROBLEMS
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A. Need for Agreements.

Producers often have more than one lender. For example, there may be a loan for cattle produced in a cow-
calf operation, a separate |oan for a stocker operation, and a third loan for a feedyard operation.

The problem arises because after a lien attaches it generally continues even if the debtor places another lien
on the same collateral. In the example given above, once the lien was placed by the production lender, that
lien continues absent agreement throughout the economic life of the cattle. This would deprive the debtor
of available sources of credit, since the second or third lender will not issue credit without assurance of first
lien position.

A common problem in multi-lender situations arises when “location-based” financing is in place. A
security interest does not attach until a security agreement has been signed, the secured party has given
value, and the debtor has acquired “rights in the collateral.” §9.203(a). The arrival of livestock at a
location may or may not coincide with the debtor’s acquisition of “rights’ in the cattle. Other competing
liens may have already “ attached” by the time the cattle arrived at the designated location.

Purchase money security interests also present problems for lenders to livestock operations. The definition
of a “purchase money security interest” limits it to a person who by making advances or incurring an obli-
gation gives value to enable the debtor to acquire rights in or the use of collateral if such valueisin fact so
used.” §9.103(b). Often, cattle are purchased using funds not provided directly by the lender, which
instead “reimburses’ the borrower.

Thus, to avoid the effect of lien continuation, or to avoid PMSI disputes, lenders must make agreements.
The three most common are reease, subordination, and assignment.

B. Release.
This involves a complete rdease of the security interest.

Most lenders do not want to do this, even if thereleaseis specific asto location. Instead, most lenders want
to retain a second lien even if they agreed to subordinate their otherwisefirst lien position.

If ardeaseis given, it typically will relate to specific locations, for example, cattle located in a specific
feedyard.

C. Subordination.

Section 9.339 provides: “This chapter does not preclude subordination by agreement by a person entitled
to priority.” The cases recognize validity of such agreements, even if verbal. See AWD v. Salkeld, 372
N.E.2d 486 (Ind. Ct. App. 1978). The Comments note that “[o]nly the person entitled to priority may
make such an agreement.” These agreements can be narrowly construed. See Western Auto Supply Co. v.
Brazosport Bank of Texas, 840 SW.2d 157 (Tex. App—Houston [1st Dist.] 1992, no writ).

The authors recommend using written subordination agreements in every case in which conflicting interests
may arise.

All agreements of this nature should be in writing and signed by all parties. Otherwise, litigation may
result. See, e.g., InreBishop, 52 B.R. 470 (Bankr. N.D. Ala. 1985).

D. Assignment.

Section Two —Page 9 698794v1



An assignment is appropriate if one lender is buying out the lien position of another. Section 9.514
authorizes the assignment of the powers of the secured party of record.

This is sometimes used even if no buyout isinvolved. For example, if thefirst lender no longer maintains a
lending relationship with the borrower, that lender may execute a UCC form assignment.

However, the assignment is only as good as the underlying debt obligation so a lender should not rely only
on an assignment to obtain a prior lien position over other lenders. Instead, that lender should obtain sub-
ordination, releases, or assignments from every other lender conceivable involved in the debtor’s
operations.

1. THE “FARM PRODUCTS EXCEPTION"—LIEN CONTINUATION AND THE FOOD
SECURITY ACT

A. Lien Continuation

The UCC creates a general rulethat after alien attaches it continues to exist even if the collateral is sold by
the debtor. The major exception to this rule protects a “ buyer in ordinary course’ (a“BOC”). A purchase
by a BOC cuts off the lien. UCC § 9.320. A buyer is a BOC if it acts in good faith and without
knowledge that the purchase violates a security agreement. However, to encourage lenders to make loans
to farmers, the UCC created an exception to this exception.

Under the “farm products exception” a person who otherwise qualified as a “buyer in ordinary course’
could not take free of a security interest created by his sdler if the goods so purchased were “farm
products.”

The “farm products exception” made possible what is commonly known as the “ double payment” problem.
This situation occurred when a buyer paid its sdler for cattle, but the buyer did not pay its lender. The
lender, using the farm products exception, could enforce its lien against the buyer, and in effect force the
buyer to pay for the cattle twice.

B. THE FOOD SECURITY ACT (7 U.S.C. §1631)

The Federal Food Security Act became law in December 1986. The Act expressly stated that its purpose
was to diminate the “double payment” problem because it created an impediment to the free transaction of
commerce in farm products.

The Act concerns transactions in “farm products.” The definition of “farm products’ in the Act is
generally the same as that in the UCC. The Act protects two general classes of persons. “buyers’ of farm
products, and “ marketing agents,” which generally includes livestock sale barns and commission agents.

1 How to Perfect Under the FSA

The Act generally requires a lender to provide actual notice of its interest but allows states to choose a
central filing system. Texas and Kansas are “actual notice’ states; Oklahoma and Colorado are “central
filing” states.

€) Central Notice

In states that have enacted a central filing system, (www.gipsa.usda.gov/GIPSA contains a list), the secured
party files a specialized notice with the state designated authority that gives specific information about the
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extent of the lien. A buyer of farm products which have been “produced” (see discussion below) in that
state take subject to the lender’ s security interest if the documentation isin order (or if it has received direct
notice). Otherwise, the buyer takes free of that security interest.

With respect to these states there is a question as to where to file in multistate transactions. The Act
provides that the filing should be made where the farm product is “produced.” With respect to livestock it
could be argued that they are “produced” at any number of points; for example, cattle could be born and
weaned in one state, put on pasture in another, and fed to finish weight in a third. It is safest for the lender
tofilein al possible places and to continue to give, even in central filing states, actual noticeto all potential
buyers. From the standpoint of the buyer, this means that the buyer could check the central filing records
of the state in which the sdler resides, become satisfied that no liens exist, and pay the buyer, and end up
facing a lien conversion charge arising from a lender in a neighboring state also with a central filing system
who had filed where the farm products were located at one time and thus were “ produced.”

In First Bank v. Eastern Livestock Co., 837 F. Supp. 792, 802 (S.D. Miss. 1993), the lender’s debtor,
WAdls, sold cattle to Eastern Livestock, was paid, but then failed to pay the proceeds to its lender. The
court denied summary judgment motions of Eastern and First Bank, but in its ruling held that the lender’s
description of the collateral in its EFS should be evaluated under the “seriously misleading” standard
developed under the Code. This standard provides that a financing statement collateral description is suffi-
cient to perfect an intent if it does not contain errors which are “ seriously misleading.”

It is not clear that a lender’s previously filed Effective Financing Statement which has become inaccurate
through the passage of time (for example, in January it describes 300 head of steers, which have, by July,
been sold and replaced by 300 head of heifers) continues to be effective protection to the lender. It is
therefore suggested that for every new set of cattle financed, a new Effective Financing Statement be
prepared, signed and filed.

(b) Direct Notice

In “direct notice’ states, such as Texas and Kansas, actual notice is required. In these states, the lender
then must contact the potential sdler and give notice of its security interest. The burden is thus on the
lender to contact the buyers.

In Farm Credit Midsouth, PCA v. Farm Fresh Catfish Co., 371 F.3d 450 (2004), the court held that a
lender had to comply strictly with the Food Security Act’s direct notice provisions. The court held that the
lender’s letter to its debtor’s customer advising of the loan, but failing to state the debtor’s social security
number or tax identification number and failing to state where the farm products covered by the interest
were located did not comply with the Act, and held that the purchaser bought the products free from the
security interest even though the purchaser knew of the existence of the interest.

In the Texas Panhandle there is a “ newspaper notice” which attempts to provide actual notice to buyers.
Lenders subscribe to the newspaper and give the statutory information about their borrowers, and the
newspaper is ddivered to potential buyers. To our knowledge, the effect of this “ newspaper notice’ has not
been decided by any court.

2. Federal Preemption

In general, the Act governs in the event of conflict between the underlying state law and the Act itsdf. For
example, if under the farm products exception of the UCC a lender attempted to enforce its security interest
against a buyer who had not received notice of the security interest as required by the Act, the lender would
be unsuccessful because of the Act.
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Despite the preemption rule, there are many situations involving farm products which are addressed only
under state law. Some of these issues are discussed below, and they mainly concern questions dealing with
third party interests.

For example, the Act does not protect a buyer from claims by any party other than alienholder. Therefore,
the Act offers no protection to a buyer who has purchased cattle from a sdller under circumstances which
will create lack of “title’ or “ownership” in the sdler. Instead, other bodies of law, such as agency,
estoppe and the Code “title’ provisions (88 2.401-2.403) must be examined. See First Sate Bank of
Athens v. Purina Ag Capital Corp., 113 SW.3d 1 (Tex. App.—Tyler 1999, no writ) (FSA not applicable
because no sale occurred).

C. Lien Continuation Theories under the Act and the UCC Compared.

1. Consent to Sdll.

The cases have generally recognized that if a lender has explicitly consented to the sale of the farm
products by agreement or implicitly consented by course of performance, it forfeits the right to pursue
payment from third-party purchasers. Weisbart & Co. v. First Nat’| Bank of Dalhart, 568 F.2d 391 (5th
Cir. 1978); (applying Texas law); Fisher v. First Nat’'| Bank of Memphis, 584 S.W.2d 515, 519520 (Tex.
Civ. App. — Amarillo 1979, no writ) (waiver must be explicit). In Mercantile Bank of Springfield v.
Joplin Regional Sockyards, Inc., 870 F. Supp. 278 (W.D. Mo. 1994), the court held that waiver was a
viable defense even against a lender which properly gave notice under the Food Security Act. Cf., Ag
Services of America, Inc. v. United Grain Inc., 75 F. Supp.2d 1037 (D. Neb. 1999)(holding that waiver
could not be a defense because of a special Nebraska statute stating that a security interest in farm
products should not be considered waived as the result of any course of conduct between parties or any
trade usageif the secured party had filed an EFS).

2. Buyer in the Ordinary Course.

The term “buyer in ordinary course of business’ under the Code (8 1.201(9)) is defined more restrictively
than the term “buyer in the ordinary course of business” under theAct. 7 U.S.C. § 1631 (c)(1). The Code
definition of this term states that such a buyer must act in good faith and without knowledge that its pur-
chase violates a security agreement. The Act only requires that the purchase be made in the ordinary
course of business. A federal district court in Nebraska, rdying on this difference, hed that a person
buying farm products is not required to act in “good faith and without knowledge’ to take free of a security
interest. Lisco Sate Bank v. McCombs Ranches, Inc., 752 F. Supp. 329 (D. Neb. 1990).

A variation on this argument was addressed in Consolidation Nutrition L.C. v. IBP, Inc., 669 N.W.2d 126
(S.D. 2003). Inthat case the court held that IBP, as a buyer of hogs, took free of an interest to the extent it
acted as a purchaser, because it did not receive the required FSA notice, but held that it did not take free of
the interest to the extent that “it acted as a creditor and setoff the sale proceeds to satisfy [the debtor’s]
preexisting debt under the hog procurement contract.”

6. The“Created by the Seller” Rule
The Food Security Act carried forward the same “created by the sdler” language as does the U.C.C. in
§9.320. That is, the Food Security Act “provides no protection for a buyer of farm products from any

valid security interest that was created by someone other than the immediate sdler.” Fin Ag, Inc. v.
Hufnagle, Inc., 700 N.W.2d 579, 582 (Minn. 2006).
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The parties involved were Fin Ag, a lender to Buck Farms, Buck’'s employee Tooker, and Meschke, a
purchaser of corn from Tooker. Fin Ag claimed that Meschke took the corn subject to its security interest
because that interest was created by Buck, not created by Tooker, under the theory that the “ created by the
sdler” clausein 7 U.S.C. § 1631 required thisresult. The Court agreed.

4, Farm Products or Inventory.

Many UCC cases addressed whether goods that appeared to be “farm products’ were or became
“inventory.” The argument was usually advanced by the purchaser of the goods, in defenseto a clam by a
lender based on the “farm products” exception. If the goods were not “farm products’ the lien continuation
feature § 9.320 did not apply.

A Texas cattle case on this issue is Cox v. BancOklahoma AgriService Corp., 641 S\W.2d 400 (Tex.
App.—Amarillo 1982, no writ). That case was brought by alender against a buyer who bought cattle from
its debtor. The lender relied on the farm products exception. The buyer, pointing to the debtor’s affidavit
stating that he was “a cattle trader, not a farmer, and that he held the cattle for inventory,” argued that the
debtor was not a “person engaged in farming operations,” and therefore the cattle were not farm products
under the Code definition. Although the court denied the defendant’s claim on evidentiary grounds, it did
not dispute the abstract proposition that a cattle trader or dealer may not be conveying “farm products’ but
may instead be conveying “inventory” so as to avoid application of the farm products exception.

A recent case has rejected the farm product/inventory distinction in a FSA situation. Fin Ag, Inc.
v. Hufnagle, Inc., 700 N.w.2d 579, 582 (Minn. 2006) involved Fin Ag, a lender to Buck Farms,
Buck’s employee Tooker, and Meschke, a purchaser of corn from Tooker. The court rejected
Meschke's argument that he was protected because he bought inventory and not farm products.
The Court said that this distinction did not protect Meschke because the Food Security Act
applied to farm products, and an effort to distinguish between inventory and farm products
“would require us to define seller two different ways in the same analysis without a significant
indication that this was the Legidature’'s intent. No such indication exists here. Accordingly, if
we examine the transactions under the UCC, we must conclude that Meschke took this claim
subject to Fin Ag's security interest.”

5. Auctioneer Liability under the FSA.

Lien continuation problems frequently arise when farm products are sold through auctioneers. The pre-
FSA common law rule was that an auctioneer was liable to a lender under an agency theory if it sold goods
burdened with alien. This theory, described as a rule of strict liability, imputed the sellers’ failure to satisfy
its lien to the auctioneer. First Nat’'| Bank of Amarillo v. Southwestern Livestock, Inc., 859 F.2d 847, 848
(10" Cir. 1988). Although no Texas cases under the Code consider this agency theory, a pre-Code cattle
case appears to follow it. Hagen v. Brzozowski, 336 S.W.2d 213, 215 (Tex. Civ. App. — San Antonio
1960, no writ). Cases in other jurisdictions held that the farm products exception did not, in and of itsdf,
defeat an auctioneer’s agency liability. See cases collected in First Nat'l Bank of Amarillo, supra, 859
F.2d at 847.

One case, although in dicta, held that the FSA preempts this common law rule. First Nat'| Bank of
Amarillo, supra, 859 F.2d 847, 850, n.2. However, some issues may remain. For example, the Act
requires the auctioneer to sdl “in the ordinary course of business.” 7 U.S.C. § 1631(g)(1). If asaleis
found not to be in the “ordinary course” the auctioneer may be faced with strict liability under the
common law. Also, the distinction between farm products and inventory may continue to be an issue.
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Thus, if a “trader” sdls, through an auctioneer, agricultural commodities that are not “farm products’
because they were not in the possession of a “farmer,” the Act may not protect the auctioneer. Fin Ag, Inc.
v. Hufnagle, Inc., 700 N.W.2d 579, 582 (Minn. 2006).

In addition, the auctioneer may face liability under the “created by the sdler” rule if it purchases cattle
from a party that did not create the lien. See discussion above.

V. For eclosure Sales of L ivestock.

Section 9.610 allows the creditor to dispose of the collateral by public or private sale, in its then condition
or following any commercially reasonable preparation or processing. so long as every aspect of the saleis
commercially reasonable. Commercial reasonableness is determined by the facts of every case. The duty
to dispose of collateral in a commercially reasonable manner cannot be waived or varied. The parties may
adopt standards that attempt to define commercially reasonable conduct, but those standards must not be
manifestly unreasonable.

A secured creditor is permitted to purchase the collateral at a “public sal€’ and, in limited situations, at a
“private disposition.” Although these terms are not defined in Revised Article 9, the official comments
state that a public sale refers to a sale “at which the price is determined after the public has had a
meaningful opportunity for competitive bidding.” The term “meaningful opportunity” is *meant to imply
that some form of advertisements or public notice must precede the sale and that the public must have
access to the sale”  Since neither Revised § 9.610 nor the comments discuss the meaning of private dispo-
sition, then any disposition that is not a public disposition must be a private disposition.

Under Revised Article 9 a creditor may purchase collateral at a private disposition if the collateral is
customarily sold in a recognized market. An example of a recognized market is the New York Stock
Exchange. Courts have reached inconsistent results in cases involving motor vehicles and livestock.
Revised Article 9 may bring some consistency in future cases as it states:

“A market in which prices are individually negotiated or the items are not fungible is not a
recognized market, even if the items are the subject of widdy disseminated price guides or
disposed of through dealer auctions.”

Several courts have found cattle to be nonperishable and some have determined that cattle are not
customarily sold on a recognized market. To avoid such an issue in litigation, it is submitted that the
creditor should always give whatever notice is possible and carefully consider sdling at a public sale as
opposed to private treaty, especially where the creditor or its affiliates may be a purchaser.

The only Texas cattle case found is Havins v. First National Bank of Paducah, 919 SW.2d 177 (Tex. App.
— Amarillo 1996, no writ). There, cows and stocker cattle were repossessed, then sold at asalebarn. The
court discussed two lines of cases. One held that cattle were sold on a recognized market as a matter of
law, and the other focused on the facts of the case. The court said: “To coin the old adage, if it looks,
walks, and talks like a duck then why not consider it a duck. So, we conclude that cattle auctions may
indeed be recognized markets if they satisfy the indicia of a recognized market.” The court concluded that
the evidence was not sufficient to support the trial court’s conclusion that the auction in question did
qualify, so it remanded the case.

V. INVOLUNTARY LIENS

A. TheAgister’sLien.
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In Texas, Oklahoma, Colorado, Kansas, Arkansas, and most other states, statutes have been enacted which
create liens on livestock as a matter of law in favor of the person who gives feed or care to the livestock.
Since the lien arises by operation of law, no underlying contract or agreement is necessary to create thelien
or to enforce it. The state laws in each case are different and are summarized on a state-by-state basis
below.

1. Texas

Texas provides for an agister’s lien, and a “feed supplier’s lien.” The former grants a lien arising as a
matter of law in favor of a person who provides care and feeding to animals left in their care. No
documents need to be signed or filed to support this lien. The “feed supplier lien” has several statutory
reguirements which must be closdy followed, including a requirement of a notice of intent to claim the lien
given at the time the feed is supplied.

The agister’s statute is probably superior to contractual liens, although no Texas case has decided this
exact point. The “feed supplier’s lien” is not superior to previouslyfiled UCC liens and is not superior to
an agister’slien.

If thelienis on an animal “fed in confinement for slaughter” the lien may be enforced in any manner which
is “commercially reasonable’ under the UCC. For other agistment situations, the lien is difficult to
enforce.  The “feed supplier lien” can be enforced, after it is appropriately perfected, in any manner
authorized under the UCC.

The agistment statute requires the caretaker to maintain actual “possession” of the livestock to perfect and
enforce the lien. This means that when a feedyard releases possession of livestock without enforcing its
lien, it probably releases possession of livestock without enforcing its lien, it probably also releases the
ability to enforce the lien, in the absence of other arrangements. The feed supplier’s lien does not require
possession.

2. Oklahoma

Oklahoma provides for a “herdsman’s lien,” and a “feedman’s lien.” The former grants alien in favor of a
person who is engaged in the “feeding, grazing, or herding” of domestic livestock, and the latter appliesin
favor of a person who has furnished or provided any “corn, feed, forage or hay” to the owner for the
sustenance of domestic animals.

The Oklahoma courts hold that the rights of a UCC security interest holder have priority over those of a
statutory lien holder unless the secured party has knowledge of the agister’s lien and has consented to it.

The Oklahoma agister’s lien is not dependent on possession, and the feedman or herdsman does not need to
keep possession of the livestock for the lien to continue. These liens arise by operation of law and do not
need to be written or filed to be enforced.

3. Colorado

Colorado has an “Agister’s Lien Act” which creates a broadly defined agister’s lien that secures the unpaid

amount due for feeding, herding, pasturing, keeping, ranching, boarding, and caring for livestock. Thislien
must be filed with the Colorado secretary of state before it may be enforced.
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A properly filed agister’s lien in Colorado is superior to all other liens and encumbrances on the subject
livestock. Enforcement of this lien requires notice, hearing, and a public sale at the nearest public livestock
market.

The lien does not require possession to be enforceable. 1t will continue after sale or other disposition of the
livestock. Further, the agister’s lien attaches to the proceeds received from a sale or disposition.

4, K ansas

Kansas provides for a “confinement feeding,” an “agister’s,” and a “livestock production input” lien. The
confinement feeding lien secures unpaid charges for “feed and care’ of confined livestock; the agister'slien
secures unpaid rents for pasture land; and the livestock production input lien secures the unpaid retail cost
of all other feed and labor furnished to raise livestock.

The confinement feeding and agister’s lien both arise by operation of law and do not require a writing or
filing to be enforced. The livestock production input lien however, must be filed with the Kansas secretary
of state before it may be foreclosed.

The confinement feeding and agister’s liens are superior to all other liens and encumbrances. The livestock
production input lien will also take priority over other liens, including a contractual lien, if the lien is
perfected and proper noticeis given to the contractual lender. Each lien must be foreclosed by a public sale
for cash after timely noticeis provided the owner.

Enforcement of the confinement feeding lien requires possession of the livestock. The agister's and
livestock production input liens may be enforced without possession if proper filings are made.

5. New Mexico

New Mexico provides for an agister’s lien for persons who board or “furnish feed, shelter or pasturefor the
property and stock of others.” This lien may be enforced without possession if, prior to relinquishment,
the lien holder has filed a statement describing the livestock and declaring an intent to retain the lien with
the clerk of the county in which the livestock are located.

The agister’s lien does not take precedence over priorfiled chatte mortgages unless the holder of such
mortgage expressly consents in writing.

6. Arkansas

Arkansas provides for an agister’s lien for unpaid amounts due for “feeding, herding, pasturing, keeping, or
ranching” livestock. Enforcement of the lien requires possession of the livestock, unless the livestock are
transported to market for salein thejoint name of both the lien holder and the owner.

The lien is effective only when all written contracts are properly filed and from the date when the last
contract is filed. The agister’s lien has priority to any conditional sale contract, filed chattd mortgage, or
other encumbrance if the agister’s lien holder has properly filed all written contracts and has properly
notified the other lien holders about the existence of the written contract. However, if the other lienis prior
in time to the agister’s lien, the other lien holder may retain priority by properly filing or serving a written
protest within fifteen days from the date that the other lien holder received naotice of the existence of the
contract.

B. Liens Provided by Federal and State Prompt Payment Statutes.
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1. TheFloating Lien Provided By The Packers And Stockyards Act.

In the early 1970's economic dislocation in the meat packing industry caused several packers to go bank-
rupt. The bankruptcies created massive problems and some important litigation. (E.g. In re Samuels, 526
F.2d 1238, 1243 (5th Cir.), cert. denied sub nom, 429 U.S. 834, 97 S. Ct. 98, 50 L. Ed. 2d 99 (1976). To
attempt to protect livestock producers from serious financial loss, in 1976 Congress amended the Packers
and Stockyards Act. One of the additions was 7 U.S.C. 8§ 196 (1980). Because packer insolvency does not
happen often, the statute may not be used often, but if needed is a powerful tool.

a. 8196 Of The PackersAnd StockyardsAct.

(1) All livestock purchased by a packer in cash sales and all inventories of, or receivables or proceeds from
meat, meat food products, or livestock products derived therefrom, shall be held by the packer in trust for
the benefit of all unpaid cash sdlers of such livestock until full payment has been received by such unpaid
sdler; and

(2) The unpaid sdler will lose the benefit of the trust if the seller does not preserve the trust by filing a
claim with the Secretary of Agriculture. The claim must be filed promptly. For example, if the sdler’s loss
occurs because of dishonor of a payment instrument, the seller must file the claim within fifteen business
days after the sdller received notice of dishonor.

In re Gotham Provision Co., 669 F.2d 1000 (5th Cir. 1982) is the base case. The contest in Gotham was
between unpaid livestock producers and a secured lender to Gotham Provision Company, a packer. A
secured lender held a security interest in Gotham's inventories, accounts receivable and proceeds. In
Gotham, the court hed (1) that § 196 gives a priority to the unpaid livestock producers over the secured
creditor; and (2) that the trust created by the statute is a “floating trust” consisting of the commingled meat
products, inventories, accounts receivables and proceeds from cash sales, and that the unpaid producers
take priority in all such commingled assets until fully paid.

The trust will also take priority over payments made to the bankruptcy debtor’s lawyers if payments to the
lawyers came out of monies burdened with the trust. In the Matter of Harmon, 11 B.R. 162 (Bankr. N.D.
Tex. 1980).

2. State Prompt Payment Statutes.

TEX. AGRIC. CODE ANN. 8 148.021-028, creates alien in behalf of the sdler of livestock which follows the
carcass and its products and is expressly superior to any contractual security interest. For comparison, the
Oklahoma Prompt Payment Act, 2 OKLA. STAT. 8§ 9.139, impaoses no trust or continuing lien.

VI. FEEDING AGREEMENTS

Feedyards are historically rluctant to ask their customers to sign feeding agreements. This reluctance
appears to stem from fear that customers will fed that the feedyards do not trust them, or that the
documents are getting too complicated, and the fear that if they require feeding agreements, and the
competitors don't, the customers will go to a feedyard that does not require the agreements. Despite this
historical reluctance, more feedyards are now using feeding agreements.

A wdl drafted feeding agreement will address at least the following concerns:
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The TCFA By-Laws permit TCFA members to use the TCFA’s arbitration procedures. If the parties are
not TCFA members, an arbitration agreement, if properly constructed, is generally enforced by the courts.
These provisions can be helpful in reducing litigation expense and time to resolve disputes.

A feading agreement should contain a provision that the feedyard acquires a“ agister’ s lien” and should also
providethat this lien is a security agreement.

The feeding agreement should contain a agreement by the borrower to pay interest on outstanding feed
bills. In the absence of an agreement, the mere notation on a feed bill of a charge of interest, and the
collection of interest, without the specific agreement of the customer to pay interest on the feed hill, can
lead to disastrous results under the state usury laws.

The feeding agreement should address the authority of the feedyard to negotiate the sale of the cattle after
they become fat. The feedyard should be given the ability to accept proceeds for the borrower, deduct the
feed bill and other expenses, then pay the remainder to the borrower or the borrower’ s lender or lenders.

The agreement should cover al cattle that may be ddivered to the feedyard. This is necessary because
after a customer relationship is established, the niceties of the paperwork often become forgotten, and a
feeding agreement reating to 220 head on feed in August of 2007 may be held by a court to have no
application to a set of 220 steers placed on feed in August of 2009.

The feeding agreement should also contain some warranty that the person signing the agreement is the
owner, or is authorized to act for the owner, of the cattle. All the safeguards, and the dangers, described
above with respect to lienholders should also apply to a feedyard seeking to be diligent in caring for the
cattle and collecting its feed bill.

VIl. CATTLE MARKETING AND THE UNIFORM COMMERCIAL CODE

A. Transfers of Owner ship.

1 Industry Practices.

Common industry practices often create Situations of great legal ambiguity. For example:

Contracts for the purchase and sale of cattle are routindy made over the telephone with little or no written
documentation.

Even though cattle are not fungible, they are sometimes bought and sold as if they were.

Cattle often are sold several times during their production cycle. The “Code of the West” is that a buyer
does not ask his sdler from whom he bought the cattle. Industry custom also is that a “man’s word is his
bond.” As aresult, cattle may be bought and sold with marginal, if any, proof of ownership other than the
sdler’s (often unstated) assertions.

Arrangements for grazing cattle “on the gain,” and the wide varieties of arrangements for providing capital,
sharing in prafits and losses, and division of responsibilities for caretaking are often the subject of simple
oral agreements. These arrangements may create a wide variety of legal relationships. Although cattlemen
routindy refer to practically all of these relationships as “partnering,” almost none of them actually result
inalegal partnership.

Section Two — Page 18 698794v1



Cattle identification markings, such as brands and eartags, are used for many purposes, and are not limited
to designations of ownership.

Individuals in the cattle marketing business may participate in many different types of transactions which
involve different legal relationships. For example, a cattle trader may buy and sell on a commission basis;
may purchase and sdl outright, taking a position which subjects him to market risk; or may buy and sdl
under strict price guiddines from an ultimate user. In many cases the parties involved are not aware of the
legal results created by these rdationships.

2. Pur chase Contracts
€) General Requirements

To be enforceable by ether buyer against sdller or sdler against buyer, a sales contract must be in writing
and signed by the party against whom enforcement is sought (or by his authorized agent or broker).

To be enforceable, it is not required that the writing be formal or legalistic, nor isit required that it describe
every detail of the transaction.

If the party against whom enforcement is sought is a “merchant” (and feedyards, middiemen, and probably
most producers, would qualify as “merchants”), and that party receives a contract or purchase confirmation
and does not object to it in ten (10) days, that party will be bound to its terms even if it was never signed.

If an oral contract is formed, it may be enforceable if payment has been made and/or delivery has been
accepted under the oral contract.

(b) I dentifying cattle to a contract of sale

The Code requirement (8 2.401(a)) that goods be “identified” to a contract beforetitle can passis sometime
involved in cattle disputes. As applicable here, 8 2.501(a) provides that unless the buyer and sdler agree
otherwise goods are identified “when the contract is made if it is for the sale of goods already existing and
identified” or, if the contract is for the sale of “future goods’ [goods to be ddivered in the future],
identification occurs “when the goods are shipped, marked, or otherwise designated by the sdler as goods
to which the contract refers.” § 2.501(a)(2).

Arguments can arise that cattle are not identified to a contract under fact patterns common in the cattle
business, such as: (1) commingling of cattle that are not segregated, branded, tagged or otherwise
dedicated to a specific contract; or (2) delivery of cattle under buyback agreements.

A commingling issue could arise if cattle in the possession of the sdler that are described in purchase
invoices sent to a buyer do not match the cattle acquisition records of the sdler. This could support an
argument that the cattle were not in existence at the time of the contract, and consequently became “future”’
goods which could not be identified until the cattle were acquired by the sdler and “designated” to a
particular contract.

Kit Car World, Inc. v. Skolnick, 616 So.2d 1051 (Fla. App. 1993), illustrates the “identification” concept.
The contest in that case was between a secured creditor who seized component parts and inventory used to
assemble replica car kits and the debtor’'s customers who had paid the full price for the car kits but to
whom delivery was rendered impossible by the seizure. The court held that the buyers did not have an
interest in the items because they were commingled and not identified at the time of seizure to any
particular contract. The court noted that the identity of the customers who eventually would have received
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the available kits had the debtor remained in business was a matter of “pure speculation” and as a result
held that the interest of the purchasers was inferior to the interest of the secured creditor.

There is an exception to the “future goods’ rule if the goods are part of an “identified fungible bulk.”
Fungible goods are goods in which *any unit is, by nature or usage of trade, the equivalent of any other like
unit.” §1.201(17). Official Comment 5 to Section 2.501 says:

Undivided shares in an identified fungible bulk, such as grain in an devator or oil in a storage
tank, can be sold. The mere making of the contract with reference to an undivided sharein an
identified fungible bulk is enough under subsection (a) to effect an identification if thereis no
explicit agreement otherwise.

If this rule were applicable, specific cattle would not have to be designated to a specific contract if the
cattle were “fungible.” The writer is not aware of dispositive law on the subject and believes that the issue
would be decided on a case-by-case basis.

(© “Buyback” Deals

Cattle deals sometimes involve “ buyback” agreements. These have been attacked under the theory that they
constitute disguised financing arrangements rather than actual purchase agreements. An exampleisinre
Porter (Michigan Livestock Credit Corp. v. Porter), 202 B.R. 109 (N.D. Ind. 1996). In this case the
Porters, who were hog farmers, filed a bankruptcy and in this bankruptcy challenged the interest of
Michigan Livestock Credit Corporation. The Porters claimed that the agreements between them and
Michigan Livestock were disguised financing arrangements and not bailment contracts. Michigan
Livestock argued that it retained ownership of the hogs under an agreement by which the Porters fed and
bred the hogs which were supplied by a firm designated by Michigan Livestock. Michigan Livestock
always paid for the animals and credited the purchase price to the Porters account and after the hogs
reached slaughter weight, they were sold in Michigan Livestock’s name. The bankruptcy court found that
the arrangement was a disguised financing agreement but on appeal the district court found that the
arrangement was actually a bailment under which Michigan Livestock retained ownership.

In re Roxford Food Litigation, 790 F.Supp 987 (E.D.Cal 1991), provides a contrasting view to In re
Porter. In re Roxford involved a poultry growing arrangement in which Purina Mills, Inc. was to grow
turkeys for Roxford Foods, Inc. Purina sued to collect fundsit claimed it was owed for growing the turkeys
when Roxford ended operations. Purina claimed protection as a beneficiary under a Packers and
Stockyards Act trust. Norbest, Inc. and other lenders who had provided Roxford funds on credit to finance
its operations claimed that the rdationship between Purina and Roxford was a disguised financing
arrangement rather than a poultry growing arrangement, thereby barring Purina’ s claim to the funds as a
beneficiary. The Court held that the rdationship between Purina and Roxford was not a disguised financing
arrangement because there were not any documents “establishing any kind of lender/borrower relationship
such as UCC-1's, security agreements or promissory notes.” In re Roxford Food Litigation, 790 F.Supp
at 995.

(d) Warrantiesin General

Whether it says so or not, a contract for sale carries a number of warranties which are given by Sdler to
Buyer. If Sdler wants to avoid the warranties, exclusion must be explicit.

(e Implied Warranties Concerning Sale of Livestock
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Several states have modified or excluded implied warranties concerning livestock.

Texas has excluded the implied warranties of merchantability and fitness concerning the sale of livestock in
all instances.

Oklahoma law says that the implied warranties of merchantability and fitness do not apply to the sale of
livestock, if the sdler “offers sufficient evidence that all state and federal regulations pertaining to the
health of such animals were complied with,” and says that implied warranties do apply to the sale or barter
of horses.

Kansas says that there are no implied warranties concerning the sale of livestock, “ other than the sale of
livestock for immediate slaughter.”

It does not appear that either Colorado or New Mexico have enacted an exclusion of implied warranties in
the sale of livestock. Inthose states, a sale of cattle will carry an implied warranty.

) Risk of Death or L oss

The contract may specify when risk of loss passes. If it does not specify, generally risk of loss passes to
the buyer when hereceives the cattle.

Q) The Importance of Delivery

The concept of delivery of possession is crucial to understand the relationship between buyer and sdler to
cattle.

The UCC says that despite any agreements between the parties to the contrary, ownership to goods passes
no later than ddivery of possession. This means that the idea that “title does not pass until the check
clears’ isnot ardevant legal concept when the rights of third parties are involved.

In fact, under the Code, title passes even if a check is given which eventually bounces so long as ddivery
has been made. However, § 2.511 provides that “payment by check is conditional and is defeated as
between the parties by dishonor of the check.,” and that the right of the buyer “as against the sdler” to
retain or dispose of goods is conditional upon payment. § 2.507.

Ownership can transfer even before ddivery if the parties make such an agreement

(h) Buyer’'s Rightsif Seller Failsto Deliver

[For purposes of these statements, it is assumed that the contract in question identifies specific cattle to be
purchased.]

The existence of a contract to purchase gives the buyer an insurable interest in the cattle, even if they are
still in the hands of sdller.

If asdler isinsolvent, a buyer may attempt to “reclaim” the purchased goods from sdler if buyer has paid
all or apart of the purchase price. (See discussion below).

Generally, however, the fact that the buyer has a contract with the sdler and has made a down payment,
will not allow that buyer to take the cattle away from a second buyer who has obtained possession of the
cattle, so the disappointed first buyer is left to sue sdler for damages.
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If the Code does not apply, courts will often turn to concepts drawn from equity. For example, in MBank
Waco, N.A. v. L & J, Inc., 754 S.W.2d 245 (Tex. App. -- Waco 1988, writ denied), the court applied the
equitable concept that “the one who created the loss should bear the burden of the loss” after analyzing the
Code and determining that it did not apply. See also Farmers Livestock Exchange of Bismark, Inc. v.
Ulmer, 393 N.W.2d 65 (N.D. 1986).

() Seller’sRightsif Buyer Failsto Perform
GENERAL RULE: If the sdler has ddlivered cattle or other goods and has not been paid (or the buyer’s

check has not cleared) when an insolvency arises, the seller must seek legal help immediately and its lawyer
generally must take certain steps very quickly. Thisis not thetimefor “Doing It Yoursdf.”

Assurance of Performance. If the sdler believes the buyer is not going to perform when ddivery time
occurs, the sdler can protect itsdf by requiring assurance of performance by the buyer before a sdler
relinquishes possession.

Stoppage of Transit. If the goods are actually in transit at the time Seller discovers the insolvency of the
buyer, the sdler can instruct the carrier to stop delivery.

Reclamation. See below.
) Seller’s Right to Reclaim Cattle Delivered But Not Paid For

There is aright to “reclamation” (a right to regain possession of delivered goods) recognized by the law,
but there are a number of limitations. Nevertheess, where cattle have been sold to a party who files
bankruptcy or suddenly disappears, reclamation is thefirst remedy the sdller should consider.

Except where buyer has given sdler a false representation of solvency within three months before deivery,
the sdller must give written demand for reclamation within ten days of deivery.

The sdler’s right to reclaim generally will be good only as against his buyer and is not useful as against
subsequent buyers and claimants further down the chain of title if they qualify as “good faith purchasers,”
or “lien creditors.”

A finding of agency may create a result different from what would occur otherwise under the UCC rules
described above. An argument that the insolvent middleman is the agent of the disappointed sdler may
benefit the ultimate buyer; and conversdy, an argument that the insolvent middleman is the agent of the
buyer may benefit the disappointed sdller. In the cattle business, the broke middleman is often alleged to be
someone' s agent, which allegations raise complicated factual issues. However, some factors which may
influence agency questions are:

How has the alleged principal described his relationship with the middieman, both to the middleman and to
third parties?

What has the middieman said?

Whose credit did the third party rely on?
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What is the true nature of the business of the middleman? For example, does he take an ownership
position, or is hejust a broker? Does he always make the same profit, or does he sometimes make a larger
profit or sustain aloss?

Although not every relationship described by the participants as a “ partnership” or “joint venture’ is a legal
partnership or joint venture, the existence of a legal partnership or joint venture or the characterization of
such rdationship by the parties may be a relevant factor.

The sdler can seek to recover a judgment against the buyer for damages. Generally, the sdler will be
obligated to try to cover as much of his loss as reasonably possible by resdling.

Sdllers sometimes try to use alleged, or actual, joint ventures or partnerships are sometimes involved in
cattle disputes created by insolvency to bypass the Code provisions on title or ownership transfer. Thus, an
unpaid supplier may argue that his buyer was a “partner” of the now insolvent buyer in an attempt to
impose liability. These arguments are sometimes successful. Heinrich v. Wharton County Livestock, Inc.,
557 S.W.2d 830 (Tex. Civ. App.Corpus Christi 1977, writ ref’d n.r.e)) (joint venturer not a “buyer in
ordinary course’), and W. H. Hodges & Co. v. Donley County Sate Bank, 399 SW.2d 193 (Tex. Civ.
App.Amarillo), rev'd, 407 SW.2d 221 (Tex. 1966) (agreement between cattle owner and pasture provider
to split profits did not create a*joint venture’” so as to permit caretaker’s lender to acquire lien rights).

VII. COMPETITION BETWEEN UNPAID SELLERSAND MULTIPLE BUYERS
1. Beware of the Middleman

The most common crisis of insolvency in the cattle industry is the insolvency of a middleman who operates
in a number of capacities such as producer, pasture operator, pasture lessee, pasture lessor, cattle dealer
and cattle broker.

Some Basic Rules of Competition Under the Uniform Commercial Code

Determination of superior rightsistheissue. All competing parties may have some rights which are worthy
of sympathy and, absent the crisis of insolvency, might be enforceable. Priorities are determined, however,
on the basis of superior rights, not necessarily “title,” “ownership,” or *possession.”

An agreement between a sdler and a buyer may not be binding on third parties. For example, an attempt
by a sdler to “reserve title’ until full payment, is, after ddivery has occurred, no more than a security
interest. (If the security interest is unperfected, it does not bind one who purchases in good faith from the
insolvent party.)

2. The Effect of Possession in Owner ship Disputes

A contract to buy, coupled with delivery of possession, gives the buyer the ahility to transfer superior rights
to others. Inthelaw thisis known as the “ shelter provision.”

A party who acquires cattle under a transaction of purchase (a contract) has the power to transfer superior
rights to its own lender or a downstream purchaser even though the ddivery was in exchange for a
dishonored check; or the ddivery was procured through fraud; or the transferor was decelved as to the
identity of the purchaser.

A party who acquires possession of cattle under a transaction of “entrustment” has the power to transfer
superior rights to a downstream buyer (but not its own lender). The issue of “entrustment” is a fertile
ground for argument between two relatively innocent parties.
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The concept of “entrustment” is viewed from an objective standpoint and focuses primarily on the apparent
business of the sdler as a dealer or merchant in goods of the kind entrusted. However, only a “buyer in
ordinary course of business’ from the entrustee may benefit from the concept of entrustment. (A lender
cannot be a*buyer in ordinary course.”)

3. Brands And Bills Of Sale
€) Brands

Brand laws and the effect of brands differ among states. Brands have proven impractical as a means to
settle title and ownership disputes because modern husbandry practices do not consistently use brands for
the purpose of settling such disputes.

A Texas law enacted in 1848 attempted to suggest that a brand was some evidence of ownership when it
said:

“No brand, except as .. . . [properly recorded] shall be recognized in law as any evidence of ownership.”
This statute was repealed in 1929. Since then, one case has stated that brands are “some evidence’ of
ownership, but it appears that Texas law would permit the true owner to show ownership even if its brand
was not on cattlein dispute.

In some states, the presence of a recorded brand may be considered * prima faci€’” evidence of ownership
rebuttable by other showings of fact.

Brands may be material to the argument in disputes involving questions of knowledge or lack of knowledge
and the buyer’ s and sdler’ s respective abilities to convey good title.

(b)  Billsof Sale

A Texas statute dating to 1866, still on the books, states that sales of cattle must be accompanied by a
“written transfer” describing the number of head and identifying marks and brands.

Early cases under the statute established that a sale of cattle accompanied by delivery and payment was not
rendered unenforceable by the statute if there was no bill of sale. Those early cases are believed to be still
good law.

The Colorado Supreme Court has stated that the “majority of jurisdictions that have construed similar
statutes” hold that livestock bill of sale laws, even those which state that they establish “prima facia
ownership,” are still subject to the general rules concerning ownership established by the Uniform
Commercial Code.

(© “Bill of Sale” Drafts

A carefully written bill of sale draft can accomplish many objectives from the purchaser’ s standpoint.

A bill of saledraft can contain a promise by the sdler that no liens against the cattle exist.

The same document can also require that if there are any liens, the lienholder’s execution of the draft
constitutes a release of those liens.

This same document can serve as evidence of the transfer of ownership from the buyer to the sdller.
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A “bill of saledraft” may be helpful to the purchaser’s lender in tracing collateral.
A “hill of sale’ draft may give the purchasers some helpful, but not determinative, points of argument as to

third parties. However, if the purchaser has a bill of sale from someone who is not the owner, the bill of
saleis not much help.

I1X. TIPS FOR PURCHASING FARM PRODUCTSIN TEXAS
1. Cattle Purchased from Dealers

If the sdler is clearly and unambiguously a dedler, such as a cattle aggregator, the cattle are arguably
“inventory” and the feedyard will be a“buyer in ordinary course of business.”

If the cattle are “ Inventory” and the feedyard is a “Buyer in Ordinary Course of Business’, the Feedyard
will take free of the dealer’s lender’ s liens.

2. Cattle from “ Cattle Jockeys”

Cattle may or may not be the sdler’s inventory. If cattle are not “inventory” they are “farm products’ and
the sdller’slender’ s lien may carry over and the Feedyard may purchase subject to the lien.

The feedyard should follow the same protective procedure as with purchases from cattle producers.
3. Cattle from Producers

Thefeedyard is very likely to take subject to producer’s lender’ s lien.

The feedyard should honor any actual notices received from lenders requiring joint payment.

The feedyard should honor notice received by virtue of the “newspaper,” that is, the publication of lien
filings by the central notification system incorporated.

The feedyard should honor any UCC financing statements discovered by a search. Thefeedyard' s safety is
enhanced by conducting a UCC search.

4, Grain or Hay Purchased from Merchandisers

If the merchandiser is clearly a merchandiser and not a producer, the feedyard should qualify as a*“buyer in
ordinary course of business.”

If the feedyard is a “buyer in ordinary course of business’, it will take free of the sdller’s lender’ s lien, and
the feedyard is safe not to check filings.

Any explicit notice from the merchandiser’s lender, however, should be heeded, or at least investigated
because merchandiser’s lender may realize upon accounts receivable of the merchandiser by giving such a
notice.

5. Grain, Ensilage or Hay Purchased from a Producer

The feedyard is very likdy to take subject to the producer’s lender’s lien unless the feedyard takes
precautions.
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The feedyard should honor actual notices received from lenders.

The feedyard should honor notice received by virtue of the “newspaper,” the publication of Central
Notification System, Inc.

The feedyard should honor any UCC financing statements discovered by a search.
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Notes
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