FOOD SECURI TY ACT

Tim W Thonpson

The Food Security Act was signed by President Reagan
in Decenber of 1985. Section 1324 of the Act abrogated the farm
products exception to 8 9-307(1) of the Uniform Conmercial Code
that existed at that tinme. The purpose of 8 1324 was to pre-
enpt the farm products exception so that buyers could take clear
title to compdities and farm products. One of the primary
pur poses of the Act was to protect grain elevators which had
been subjected to double liability or "double jeopardy" by
failing to identify lien claimants on grain that the el evators
purchased. The Food Security Act set up a procedure whereby the
various states, which often had convoluted |ien notation
processes, could sinplify and streamine the process so that a
grain buyer could easily verify the lien status of comodities
it was purchasing.

Al t hough well intended, the Act and its incorporation
and i npl enentation into Nebraska | aw has not renoved liability
of grain or |ivestock purchasers. However, it is not
necessarily the systemthat has resulted in double liability to
comodity purchasers. The systemitself is quite sinple and
works rather well. The problemis in the use (or neglect) of
Nebraska's Central Filing System by conmodity purchasers which,
when coupled with dishonest grain or livestock sellers, results
in double liability.

The follow ng constitutes sone random t houghts on how
to avoid turning that $3.40 corn into $6.80 corn or those
$1,500. 00 bred heifers into $3,000.00 conmercial cows.

. CNS TRUMPS PNS | N NEBRASKA

When the Food Security Act was passed, the federal
governnent, through the Packers and Stockyards Adm nistration,
gave the various states two options fromwhich to select a
systemof lien notification. |In Novenber of 1986, the Nebraska
Legi slature selected a Centralized Notification System (CNS).

O her states, Kansas for instance, selected a Presale
Notification System (PNS).

Nebraska opted to set up its CNS through the Nebraska
Secretary of State's office. The Secretary of State was charged
with the task of organizing a conmputer systemto serve as a
clearing house on lien infornmation. The USDA certified
Nebraska's CNS on Decenber 16, 1986, and it becane effective
with 8 1631 of the Food Security Act on Decenber 23, 1986.
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Under a CNS system liens on farm products are
centrally collected, organi zed and recorded and made avail abl e
to the public through a variety of formats.

Under a PNS system a lender is required to notify a
potential purchaser of the existence of its lien in order to

receive protection. In a PNS state, at the tine a |loan is made
or renewed a lender will typically obtain a list of entities or
i ndi viduals who will buy a borrower's commobdity. Notices are

then automatically mailed to those potential purchasers and a
record is kept of the | ender of service of the notice on the
potential purchasers. |If a purchaser then fails to acknow edge
the lien at the tine a paynent is nade to the borrower, then the
purchaser can be subject to double liability.

The essential distinction between CNS and PNS is the
determ nation of which party bears the brunt of locating |liens.
Under a CNS, the purchaser of the commodity is duty-bound to
undertake a search to determ ne whether liens attach to the
comodi ty being purchased. Under a PNS, the |lender is obligated
to identify who the purchasers will be and then provide them
wth verifiable notification of the lien.

It is inmportant to note that the state from which the
comodity was grown or purchased is the state whose system of
lien identification applies. Thus, if a Kansas grain el evator
buys Nebraska corn, the Kansas el evator, to be protected, nust
be a subscriber to Nebraska's central filing system See: Ag
Services of America, Inc. v. United Grain, Inc., 75 F.2d 1037
(1999).

Additionally, it is inportant to note that CNS and PNS
are mutual ly exclusive alternatives. Once a state adopts CNS,
it becomes the exclusive nethod for providing actual notice to
buyers, comm ssion nerchants and selling agents of farm products
covered by that state's CNS. Even though it nmay be nore
conveni ent and perhaps less costly, lenders are not permtted to
choose PNS if they hope the protections of the Food Security Act
are to apply to them

1. EFSs, UCC-1s, STATUTORY LIENS . . . .WHAT IS
THE DI FFERENCE AND VWHY WOULD ANYONE CARE?

The fol ks involved in farm ng or ranching operations
who borrow noney (and that's nost of us) have been asked by
their lenders to sign Effective Financing Statenent (EFS) forns
and UCC-1 fornms. These docunents are essentially nortgages on
personal property. Sanple EFS and UCC-1 forns are attached. In
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addition, there are a variety of statutory liens which can apply
to agricultural borrowers. Predom nant anong these are
agister's liens for the care and feeding of |ivestock or
thresher's and harvester's liens for those who assist in the
harvest of a variety of crops. At the sane tinme as Nebraska was
creating and inplenenting CNS, it also inplenented centralized

i nformation on UCC farmrel ated goods and centrali zed
notification of agricultural statutory liens. Al of these

| iens can now be found in the Secretary of State's records.

Yet, each of these liens is distinct and the systemin place at
the Secretary of State's office keeps them separate and

i ndependent. Thus, it is inportant to understand the difference
between the three lien interests.

A EFSs.

EFSs cover only farm products. Essentially, that
means crops and |ivestock but also includes commodities |ike
vetch and agricultural insects such as bees. The farm products
covered are spelled out in 8§ 52-1308. Farm products include all
of the custonary crops that one typically anticipates will be
grown in Nebraska, as well as nost |ivestock. The farm products
are listed with their code nunbers on the backsi de of the EFS-1.

B. UCC 1s.

UCC- 1s usual Iy cover "crops" whet her grow ng,
harvested or stored and |livestock as well as their progeny. In
addition, UCC-1s typically cover equi pnent used in farm ng
operations, farm products, accounts, general intangibles,
inventory and a nunber of other classifications of collateral.
A | ender seeking to claimcomodity or livestock coll ateral
shoul d al ways obtain and file both an EFS and an UCC-1, even
t hough they nmy appear to overl ap.

C. STATUTORY LI ENS.

Simlarly, statutory liens are centrally recorded in
the Secretary of State's office under a separate data base.
Purchasers of cattle, in particular, will want to review this
data base to verify there are no agistnent liens on the cattle
they are purchasing. The data base al so includes statutory
|liens for veterinary care, fertilizer, seed, electrical energy,
repairs to farm equi pnment, shoeing for horses and nul es and, as
previously nentioned, thresher's and harvester's |iens.
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[11. ACCESSI NG THE DATA BASES.

Any purchaser of a farm product seeking to know
whet her a seller has used farmrel ated goods or commodities as
collateral or to verify whether any statutory |iens have been
filed against the crop or |ivestock have essentially five ways
to access the information in the Secretary of State's data
bases.

First, you can actually go to the Secretary of State's
of fice and actually inspect the records kept there. GCbviously,
this is nore easily done if one lives in Roca instead of rura
Her shey.

Second, you can nmake a witten request or tel ephone
request and seek the salient information fromthe Secretary of
State's personnel who will provide the infornmation during their
actual business hours. The problem here, obviously, is that
many transactions in the ag conmunity do not take place during
regul ar busi ness hours but before 8:30 and after 5:00 or on
weekends and hol i days. Tel ephone inquiries can be directed to
(402) 471-4080.

Third, conputer access is available 24 hours a day.
Not e, however, that EFS data accessed through the electronic
network shall be for informational purposes only and does not
provi de protection afforded a buyer who registers under the
system as described in nore detail below. Additionally,
conputer access is limted to subscribers of Nebraska Online for
whi ch one nust pay $50.00 per year. To subscribe to Nebraska
Online, you can go to the www nebraska. gov hone page. On the
ri ght-hand side of the page you will find “Becone a Subscriber”.
Click on that and about hal fway down the next page wll be
i nformati on on how to subscri be.

Fourth, a potential buyer can typically go to the
offices of his or her county clerk or cooperative extension
agency where "Ag Net" is available. These conputers have access
to the Secretary of State's UCC information. Again, the primary
drawback here is the [ack of convenience and the fact that the
search has to occur during the nornmal business hours.
Additionally, the buyer nay receive the infornmation necessary to
put the proper nanes on the disbursenent check fromthe conputer
access but the reviewer does not receive the protections he
woul d have if he were a subscriber under the system See:

Neb. Rev. Stat. § 52-1313. 01.


http://www.nebraska.gov's/
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Finally, the safest harbor available to a purchaser of
farm products under the Food Security Act under Nebraska's CNS
is to be a subscriber or to be "registered" with the Secretary
of State's office. The Secretary of State prepares a master
list of entities and individuals subject to EFS liens which is
published in a booklet formor available on mcrofiche or CD.
The information is published quarterly. The Secretary of State
mai ntains a record of all registrants. Any registrant who
reviews the list takes free of any liens created by any EFS t hat
did not appear in the registry assum ng the registrant notes the
| i ens on any check i ssued.

Presently, there is a $30.00 registration fee per
year. The CD then costs $165/quarter, the paper bookl et
$200/ quarter and the mcrofiche $25/ quarter.

Because the lists are published quarterly, it is
likely that the |iens of any | ender providing operating capital
to an ag borrower will have its lien noted in the registry.

Wth only a three nonth gap between publications, it would be
rare (though not inpossible) for an ag |l ender to obtain a |lien
and properly index it only to have the ag borrower sell the
comodity within three nonths or before the next publication
appears. However, statutory liens typically intervene in a nore
rapid fashion and often only after problens develop with an ag
borrower. For instance, an agister's lien typically is not
filed until the last pasture rent paynent is due or about to
beconme due. The filing of the agister's lien could easily fall
within the three nonth gap. Thus, a review of the quarterly
publications fromthe Secretary of State's office may not
identify a valid lien. The safest approach is to be both a
registrant with the Secretary of State and to do a conputer |ien
search before issuing a check to the seller of the ag commodity.

V. OK | HAVE LOCATED A LI EN, NOWWHAT DO | DO?

As indi cated above, Nebraska |aw provides that a
purchaser of an ag commpdity takes subject to the |liens of any
entity which has noted its lien in the CNS unless the purchaser
is aregistrant under the central filing systemor if the
purchaser makes a witten or oral inquiry fromthe Secretary of
St at e personnel and the systemincorrectly identifies the
debtor. Neb.Rev.Stat. 8§ 52-1320.

It is at this point where the double jeopardy problem
arises. |If a purchaser does not register with the Secretary of
State or does not review the informati on avail abl e, she takes
subject to the existing lien even though she has paid the seller
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the full purchase price for the farm product. The |ender or

| i enhol der can then sue the purchaser for her failure to
acknowl edge its lien. Because the value of the farm product
"converted" in the transaction was established by the
transaction itself, the danmages due the |ienhol der essentially
becone the val ue of the purchase a second tine. Double

j eopar dy!

There are two net hods whereby the purchaser can
protect herself once the lien is identified.

First, the purchaser or, as the statute phrases it,
the "buyer in the ordinary course of business" can obtain a
wai ver or release fromthe secured party or |lienholder. The
buyer needs to obtain the waiver or release before a check is
issued to the seller. The statute does not require the waiver
or release to be in witing but, unquestionably, that would be
the better practice. Many |lenders, when they have a solid

working relationship with their borrower, will be willing to
wai ve the notation of its nanme on the check to the borrower if
it is convinced it will receive the funds anyway. Under

Nebraska |l aw, a | ender can sporadically waive its lien interests
Wi thout giving up its lien altogether. See: United G ain,
Inc., supra; Neb.Rev.Stat. UCC § 9-306(2).

The second way in which a buyer can be protected is by
noting the |ienholder's nanme on the check issued to the seller.
If the Iienholder's nanme appears on the check and the | ender
aut hori zes the negotiation of the check, the buyer is protected.
Neb. Rev. Stat. § 52-1320(2).

An interesting situation can arise where the | ender's
nanme was placed on a check and then the borrower forged the
| ender' s endorsenent on the check in order to negotiate it
t hrough a different bank. It would seem under those
ci rcunmst ances that the purchaser would be sinmlarly protected
and the lienholder's claimwuld be agai nst the bank that
accepted a forged endorsenent.

Anot her interesting question can arise where the
| ender's nanme is not placed on the check but the borrower,
nonet hel ess, negotiates the check using the borrower's | ending
bank as the depository bank. ©One would logically think that the
bank had access to those sane funds and, thus, was not danmaged
by the fact the | ender's nane was not placed on the check.
However, there is law to the effect that a general deposit, i.e.
the Il ender's nane is not noted as a payee on the check, does not
protect the purchaser |ike a purchaser would be protected if the

-6-



Food Security Act

| ender' s nane was on the check requiring the I ender's

endor senent or "special deposit". In Danrow v. First National
Bank, 300 B.R 479 (2003), Judge Mahoney of the Nebraska
Bankruptcy Court held that a cattle seller who deposited
proceeds fromthe sale of livestock in his |lender's bank was not
absolved fromliability to the bank even though the proceeds
fromthe paynent could be traced to a pay down of the seller's

| oan. Judge Mahoney, citing an opinion in Mracle HIlls Centre,
L. P. v. Nebraska National Bank of Omaha, 230 Neb. 899, 434

N. W2d 304 (1989), determned that there was a difference

bet ween speci al deposit accounts and general deposit accounts
and that the purchaser could have avoided liability by noting
the seller's lienholder as an additional payee on the check.
Judge Mahoney concl uded his opinion by stating:

In this case, Skane [the purchaser] did nothing to
protect itself fromthe application of the Nebraska
effective financing statement requirenments, nor did it
do anything to protect itself fromthe perfected
security interests held by [First National] in all of
the Damrow cattle |livestock assets. Skane's reliance
at this time upon equitable principals is not
appropri at e.

Danr ow at 488.

Thus, if the state or federal courts were to adopt
Judge Mahoney's reasoning, the nere fact that the funds
ultimately were within the grasp of the lienholding | ender may
not be enough to protect a farm product purchaser who fails to
specifically note the | ender's nane as a payee on the
di sbur senent check.

V. BEWARE OF GHOULI ES AND GHOSTI ES AND THREE- LEGGED
BEASTI ES AND THI NGS THAT GO BUMP I N THE NI GHT,
AS VEELL AS THE FOLLOW NG

1) The non-regional seller.

2) The producer who asks (or instructs) that the
grain be sold in his wife's/children’s/parent’s nane/hired man’s
nane/ harvester’s nane/new entity. O, the brand on the cattle
does not nmatch the name the seller supplies.

3) The producer who indicates the coomodity is owned
by an entity which is “lien free” when the producer is “liened

up”.
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4) The producer who indicates that his | ender (&
| i en hol der) has authorized the check be issued in producer’s
nanme al one.

5) The producer who asserts the check should be in
hi s nane al one “because we’ ve al ways done it that way”.

6) Ignoring simlar, but not identical, appearing
entities.

7) The innate fear of offending a custoner by asking
t o0 many questi ons.

8) The seller who indicates the lien is only on the
prior year’s crops or prior year's calves.

9) The seller who indicates the lien (or debt) was
di scharged i n bankruptcy.

VI. HOW TO REDUCE RI SKS.
1) Do a thorough check — frequently.

2) Det ermi ne who the producer actually is
-under FSA records: what is the FSA Farm #?
-who owns the | and?
-fromwhich tracts did the crop cone?

3) Call the lienholder if suspicions are raised
-lien waived
-simlar entity
-in wife's nane
-liened up producers, lien free seller

4) Get all lien waivers in witing if possible.
(Not required to be in witing, but it is sure nice evidence to
have.) Neb. Stat. 9-315(2) Do a CYA letter if you can't get a
witten waiver in tinme but receive a verbal release from
| i enhol der.

5) In border State areas, determ ne fromwhich State
the crop was grown and then conply with that State’s | aws.

6) When in doubt — better to include too many payees
t han not enough (Hostage Check Stat).

7) I f unable to conplete a search, stall until one
can be conpl et ed.
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8) Ask if there are liens on the farm product being
pur chased.

9) Do not risk nore than you can afford to | ose.
The bi gger the anobunt converted, the |arger the target you
becone.

VI, CONCLUSI ON.

Do not work for free. |[If the person with whomyou are
doi ng business is honest and forthright, he will have no problem
di scl osi ng the proper ownership of the farm product or having
his |l ender's nanme added to the check. Do not |et your feelings
of guilt or enbarrassnment for inquiring about ownership and Iien
status blind you to the adverse effects of not follow ng the
law. If you receive objections fromthe seller of your intent
to add his Iender's nane to the check, either do business with
soneone el se or do what nost right-thinking fol ks would do —
bl ane your | awyer and add the |ienholder's nanme anyway!
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