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| NTRCDUCT1 ON

Presently before the court is the appeal of Sprague
Nat i onal Bank ("Sprague") from a judgnment of the bankruptcy
court (FN1) hol ding that appell ee Hoxie Feeders, Inc.
("Hoxie"), was entitled to assert its perfected security
interest in certain cattle. The judgnent of the bankruptcy
court is affirned.

In Decenber 1992, Sprague filed a financing statenent
with the Kansas Secretary of State which perfected its
security interest in all present and after acquired
i nventory of John Morken which secured $ 1.9 mllion in
| oans made by Sprague to Morken. Although Morken is a
M nnesota resident, all relevant events took place in
Kansas.

Hoxi e both sells cattle and provides feed and care for
cattle which it does not own. |In March and April of 1994,
Hoxi e agreed to sell Morken an interest in approximtely
1,900 head of cattle through a series of sales
transactions. The cattle were |ocated on Hoxie's feedl ot
near Hoxie, Kansas. Hoxi e and Morken executed two
agreements with respect to each transaction. By the first
agreement, ("loan agreenent”) Hoxie | oaned Mrken the
purchase price of the cattle, mnus a $100 per head
"margi n". (Appellee's Appendix Ex. D). Mrken also agreed
to grant Hoxi e a purchase noney security interest, and a
rel ated agreenent nenorialized this. (Id.). A separate
agreement obligated Hoxie to properly feed and care for the
cattle ("feedl ot agreenent”). (Appellee's Ex. E). By its
terns, the feedl ot agreenent does not relate to Hoxie's
sale of the cattle to Morken, but only describes the
parties' agreenent for the feed and care of the cattle.

Hoxie did not file a financing statenent to perfect

its security interest. Instead, the cattle never left
Hoxi e' s possession while the sales contract renai ned
executory. In June 1994, Morken filed for protection under

Chapter 11 of the Bankruptcy Code. Subsequently, Hoxie
sold the cattle to third parties. From anounts thus
received, Hoxi e deducted the nonies owed it under the | oan
and feedl ot agreenents, and forwarded the rest to the
Bankruptcy Trustee. The Trustee commenced this proceedi ng
to determ ne, as between Sprague and Hoxie, which party had
a priority interest in the proceeds of the sale. |In Mrch
1995, shortly before the bankruptcy court entered judgnent,
Hoxi e sent Sprague a notice which stated that it had or
expected to have a security interest in the now sold
cattle. (Appellee's Ex. F).

Ruling fromthe bench on the parties' cross-notions
for sunmary judgnent, the bankruptcy judge held that Hoxie
had perfected its purchase noney security interest through
its continuous possession of the cattle. (Tr. of Hrg.

April 26, 1995, at 34; Appellee's Addendum at 12). Turning



to the rules determning priority anong conpeting security
interests under Kan. U C C. Ann. Section 84-9-312
(hereafter "Section 9-312"), the court determ ned that
Sprague's prior security interest, perfected through
filing, was junior to Hoxie's. The court reasoned that,
assum ng the cattle were "inventory", the requirenent under
Section 9-312(3) that a subsequent purchase noney secured
party give witten notice to a prior secured party had been
met. (Tr. at 35; Addendum at 13). Al though Hoxie's notice
postdated all significant events descri bed above, Section
9-312(3) (a) and (c) expressly required only that the

noti ce precede the debtor's possession of the collateral
Because the debtor never received possession (and never
woul d, the court noted) the court found that Hoxie had
literally conplied with the statute. (Tr. at 35; Addendum
at 13).

The court also ruled that Section 9-312 contai ned an
"oversight" provision, in that it appeared to apply to
cases where perfection of a purchase noney security
i nterest occurred through possession, w thout realizing
that notice in such cases to prior secured parties was
"superfluous”. (Tr. at 35; Addendum at 13.) Thus, the
court held that notice did not have to be given by Hoxie.
(Tr. at 36; Addendumat 14.) Finally, the court
alternatively stated that if the cattle were not
"inventory", then Hoxie had priority without regard to
noti ce under Section 9-312 (4). (ld.). Sprague appeals.

DI SCUSSI ON
| St andard of Deci sion

This court's review of a bankruptcy court's grant of
summary judgnment is de novo. In Re Young, 152 B.R 939, 994 (D
M nn. 1993). The court should grant sunmary judgnent "if
t he pl eadi ngs, depositions, answers to interrogatories, and
adm ssions on file, together with the affidavits, if any,
show that there is no genuine issue as to any material fact
and that the nmoving party is entitled to a judgnment as a
matter of law" Fed. R Gv. P. 56(c). This standard
mrrors the standard for judgment as a matter of |aw under
Federal Rule of Civil Procedure 50(a), which requires the
trial court to enter judgnment as a matter of law if there
can be but one reasonable conclusion as to the verdict.

See Anderson v. Liberty Lobby, Inc., 477 U S. 242, 250
(1986). There is no issue for trial unless there is
sufficient evidence favoring the nonnoving party for a jury
to return a verdict for that party. Id. at 249.

On a nmotion for summary judgnent, the court views
the evidence in favor of the nonnoving party and gi ves that
party the benefit of all justifiable inferences that can be
drawn in its favor. 1d. at 250. The nonnoving party,
however, cannot rest upon nere denials or allegations in
t he pl eadings. Nor may the nonnoving party sinply argue
facts supporting its claimw |l be devel oped | ater or at

trial. Rather the nonnoving party nust set forth specific
facts, by affidavit or otherw se, sufficient to raise a
genui ne issue of fact for trial. Celotex Corp. v. Catrett,

477 U S. 317, 324 (1986). |If reasonable mnds could differ



as to the inmport of the evidence, judgnent as a matter of

| aw shoul d not be granted. See Anderson, 477 U. S. at 250-
51. If a plaintiff fails to support an essential el enment
of a claim however, summary judgnent nust issue because a
conplete failure of proof regarding an essential elenent
renders all other facts immaterial. Celotex, 477 U S. at
322-23.

I1. Perfection and Priority

Hoxi e urges affirmance on two principal grounds.
First, it asserts that the bankruptcy judge correctly
determined that its perfected security interest was
entitled to priority over Sprague's. Second, Hoxie asserts
t hat Sprague never had a security interest in the cattle,
whi ch woul d also entitle Hoxie to judgnment. Sprague's
contention is that the possessory purchase noney creditors,
i ke non-possessory creditors, are required to give notice
in order to obtain priority over prior perfected creditors.

Under the Kansas Uniform Commerci al Code, persons
who extend credit or |oans may secure the obligation through
the use of collateral. Because of the possibility that a
debtor may attenpt to use the sane collateral to secure

mul tiple obligations, the Code allows creditors to
"perfect” their interests either by filing a financing
statenment detailing the intent with the county recorder or
secretary of state, or through possession of the collatera
under Kan. U C.C. Ann. Section 84-9-305. Either nethod of
perfection thus gives prospective creditors the opportunity
to know that a proffered collateral is unavail able as
security, either because another creditor has filed with
regard to the collateral, or sinply because it is actually
bei ng hel d by anot her creditor

Section 9-312 states the rules which determ ne
the priority of conflicting security interests in the sanme
collateral. Cenerally, priority is determ ned by tenpora
priority, whoever perfects first (or whichever security
interest attaches first, if both are unperfected) is
granted priority. Section 9-312(5). However, this section
al so recogni zes the "superpriority" of purchase noney
security interests ("PMBI"), which are "taken or retained
by the seller of the collateral to secure all or part of
its price.” Kan. UC C Ann. Section 84-9-107(b). A PM5
in inventory which nmeets certain notice requirenents is
entitled to priority over preexisting security interests in
the sane inventory. Section 9-312 (3).

I1l. Possessory Perfection and Notice under Section
9-312

Hoxi e's alleged failure to adhere to these
requirenents is the basis of Sprague's claimto priority
under Section 9-312(5). However, as the bankruptcy judge
correctly perceived, the notice requirenments of Section 9-
312 do not contenplate a situation where, as here,
perfection is acconplished through possession. See Matter
of Samuels, 526 F.2d 1238, 1241 (5th Cr. 1976) (en banc)
(Code "encourages notice filing of nonpossessory security
i nterest through inposition of stringent penalties for
nonfiling"(1)) (enphasis added). This is evident through a



careful reading of the statute. The first requirenment (or
"hoop" as the Comment to the Kansas U C. C. describes it) is
that the PMSI be perfected at the tinme the debtor receives
possession of the inventory. Section 9-312(3)(a). The
Comment notes that perfection under this subsection is
"normally by filing". Kan. U C C Ann. Section 84-9-312
cn. Only where perfection occurs through filing (rather
t han possession) would it be possible for the debtor to
recei ve possession of the inventory. A seller who retains
a security interest and perfects it through possession will
never have a simlarly-perfected interest at the sanme tine
t he debtor has possession of the collateral. Perfection
will, by definition, both come into existence and expire
prior to the debtor's possession of the collateral
Sprague's position ignores the precise | anguage of

the statute's second requirement. Notice is required to the
hol der of the prior interest:

if the holder had filed a financing

statenment covering the same types of

i nventory (1) before the date of the

filing made by the purchase noney

secured party, or (ii) before the

begi nni ng of the 21-day period where

t he purchase noney security interest

is tenporarily perfected without

filing or possession (subsection 5 of

Section 9-304).

Section 9-312(b).

Because Hoxie's security interest was not in "
instrument (other than a certificated security), a
negot i abl e docunent, or goods in possession of a bailee,"
see Kan. U C. C. Ann. Section 84-9-304(5), section 9-
312(b)(ii) is inapplicable. Any notice requirement mnust
ari se under section 9-312(b)(l1). However, under the clear
terns of that subsection, notice is only required "before
the date of filing nade by the purchase noney secured

an

party". This is persuasive evidence that the statute only
applies to cases where the PVMSI creditor secures through
filing. 1In this case notice will never be triggered

because Hoxi e, as a possessory perfector, has never (and
will never) file to protect its interest.

The futility of requiring those who perfect by
possession to give notice is further illustrated using
Sprague's demand that Hoxie "strictly" conply with the
statute. Section 9-312(c) requires that notice be given
within five years prior to the time the debtor receives the
i nventory. However, a possessory seller will never be able
to conply with this section because the debtor will never
receive the inventory while the seller's interest remains
perfected by possession. That is, although a seller could
certainly give notice of his interest prior to delivery to
t he buyer, that delivery would extinguish the perfection
For this subsection to be applicable, the debtor would have
to be in possession of the goods while the seller had a
perfected security interest in them Such an interest
could only arise through filing.

As a result of this analysis, the bankruptcy court's



grant of summary judgnment to Hoxi e nust be affirned unl ess
there exists a question of fact as to Hoxie's perfection by
possessi on. Sprague asserts that Hoxie did not really
"possess” the cattle because it nerely cared for them on
behal f of Mdrken. Conversely, Hoxie asserts that because
it retained its possessory security interest as an unpaid
sell er, Mdrken never obtained sufficient "rights in
collateral™ for Sprague's after-acquired security interest
to attach under Kan. U . C.C. Ann. Section 84-9-203(1)(c).

If Hoxie is correct, then Sprague does not have a security
interest in the cattle, and there is no need to determ ne
priority anong conpeting interests.

IV  Possession and Rights In Collateral

Sprague's argunent rests upon the recitation of the
feedl ot agreenment that Mrken had delivered the cattle to
Hoxi e so that Hoxie could "feed and care for" them
(Appel lee's Ex. E). Sprague thus suggests that the cattle
were on the feedlot for a purpose other than perfection
This position ignores the |oan agreenment, and its
acconpanyi ng security agreenent in which Hoxie retained a
security interest, and the fact that Hoxie sinultaneously
retai ned possession of the cattle and its security
i nterest.

The facts of this case are thus distinguishable from
those in Val ker v. West Kentucky Production Credit
Associ ation, 39 B.R 295 (WD. Ky. 1984). There, a |ender
took a security interest in crops, but failed to file a
financing statement. Mnths later, the grown crops were
stored at the creditor's warehouse, where they were sold at
the direction of the debtor. The court held that the
creditor's possession of the crops was not intended to
perfect the creditor's security interest. 1Id. at 299.

The Wl ker court pointed out the control which the
debt or had over the crops, which underm ned the creditor's
suggestion that he, the creditor, was in possession of the
crops. Sprague points to testinmony in the record which
suggests that Hoxie would not have sold cattle without
Morken's perm ssion. See (Donald Stephens Dep. at 23;
Appel l ant's App. A-275.) However, any such sale was nmade
subj ect to Hoxie's purchase noney security interest, as
well as its security interest for repaynent of feedl ot
expenses, a fact explicitly detailed in these agreenents.
In Wal ker, it appears that the debtor personally arranged
for sale of the crops stored at the warehouse and netted
the proceeds fromsale. 39 B.R at 296. That the crops
were stored at the warehouse was a fortuity, only part of
the crops in which the creditor clainmed an interest were
stored at creditor's warehouse. Here, Hoxie continuously
perfected by possession its interest in goods which never
left its pens.

Morken did have an interest in the cattle while they
were in the possession of Hoxie, but this interest was a
"renmedi al " one agai nst Hoxie. See Crocker Nat'l. Bank v.
| deco, 839 F.2d 1104, 1108 (5th Gr. 1988) (Bright, S.J.)
(sitting by designation). The court agrees that Hoxie
woul d not ordinarily have sold the cattle w thout obtaining
Morken's consent. However, there is no evidence that
Mor ken hinmsel f could have noved the cattle or otherw se



di sposed of themon his own initiative. Under Kansas | aw,
a delivery may be conpl eted al though the goods remain in
the possession of the seller if the seller's possession
"is as an agent or at the request of the buyer under an
agreement to store or care for the property, and nothing
further remains to be done by either party to conplete the
sale.” Lakeview Gardens, Inc. v. Kansas, 557 P.2d 1286,
1290- 1291 (Kan. 1976) (enphasis added). Here, sonething
further was required, paynment to Hoxi e under the | oan

agr eenent .

In I'ight of Hoxie's undisputed PVMSI, the court concludes
that Hoxie's prudent solicitation of Mrken's approval
prior to selling does not alter or dimnish Hoxie's
perfection by physical possession of the cattle.

Anot her concl usi on which flows fromthese facts is
t hat Sprague never obtained a security interest in the
cattl e because Morken did not obtain enough rights in the
cattle to transfer one. Physical possession by the debtor
is normally a prerequisite for the attachnent of a non-
seller's security interest. Crocker, 839 F.2d at 1109
(debt or must have degree of control over property for
interest to attach); Sanuels, 526 F.2d at 1242 (debtor
acquired rights in the cattle sufficient to all ow
attachment of lien upon delivery); US. v. Wonm ng Nat'
Bank of Casper, 505 F.2d 1064, 1067 (10th G r. 1974)
(after-acquired security interest attached when debtor took
possessi on of goods); O Brien v. Chandler, 765 P.2d 1165,
1168, (N.M 1988) (power to create security interest arises
upon delivery).

Sprague al so argues that Hoxie and Morken intended a
"present sale" in which physical possession by Mrken was
unnecessary. See Kan. U C. C. Ann. Section 84-2-401(3)
(contenpl ati ng delivery of goods wi thout physica
nmovenment). However, this nerely recharacterizes Sprague's
failed argunent. There is no evidence that Mrken had
conpl ete and unconditional power to nove or otherw se
di spose of the cattle. Wthout this power, the hall mrk of
"delivery"” under Kansas |law, no present sale could have
occurred. In sumthe court agrees with the observation in
Crocker that "[i]t would astonish the sellers of the world
to discover that a seller who has not parted with goods nor
recei ved paynment for themhas an interest in the goods
inferior to the creditor of a holder of an executory
contract to buy them" Crocker, 839 F.2d at 1109.

For the foregoing reasons, |IT | S HEREBY ORDERED
that the judgment of the bankruptcy court is affirnmed.

Dated: July , 1996

David S. Doty, Judge
United States District Court

(FN1) The Honorable Robert J. Kressel, United States Bankruptcy
Judge.

(FN2) A perfected purchase noney security interest in



t he

and

i nventory has priority over a conflicting security

in the same inventory and al so has priority in

identifiable cash proceeds received on or before the
delivery of the inventory to a buyer if

(a) the purchase nobney security interest is
perfected at the tinme the debtor receives possession of

i nventory; and

(b) the purchase nobney secured party gives

notification in witing to the hol der of the conflicting
security interest if the holder had filed a financing
statenment covering the same types of inventory (1) before
the date of the filing nmade by the purchase noney secured
party, or (ii)before the beginning of the twenty-one-day
peri od where the purchase noney security interest is
tenmporarily perfected without filing or possession
(subsection (5) of section 84-9-304); and

(c) the holder of the conflicting security

interest receives the notification within five (5) years
bef ore the debtor receives possession of the inventory;

(d) the notification states that the person giving

the notice has or expects to acquire a purchase noney
security interest in inventory of the debtor, describing
such inventory by itemor type

Section 9-312 (3).



