I N THE UNI TED STATES BANKRUPTCY COURT
FOR THE SOUTHERN DI STRI CT OF | LLINO S

I N RE: ) I n Proceedi ngs
) Under Chapter 12
SKELTON FARMS, a partnership,)
) No. BK 86-31290
Debt or . )
SKELTON FARMS, a partnershi p,g
Plaintiff, )
)
V. ) ADVERSARY NO.
) 87-0002
SALEM NATI ONAL BANK and THE )
UNI TED STATES OF AMERI CA)
acting through the FARMERS )
HOVE ADM NI STRATI ON, )
)
Def endant s. )

VEMORANDUM AND ORDER

This matter is before the Court on plaintiff's Conplaint to
Determ ne t he Nature, Extent and Validity of Liens. Plaintiff has
requested that the Court determne the lien priorities of Salem
Nat i onal Bank (" Bank") and t he Farners Honme Adm ni stration ("FmHA") in
certain equi pment, |ivestock and crops of Skelton Farns. The rel evant
facts are as foll ows:

Prior to 1980, Fred Skelton owned a farmin Marion County,
Il1linois on which he maintained grain and hog operations. He
periodi cal |y borrowed noney fromFnmHA, and t o secure paynent of those
debts, M. Skelton granted security intereststo FmHAiIin all of his
I i vest ock and equi pnent. FnHA subsequently filed with the Recorder of
Deeds a nunber of financing statenents showi ng FnHA as t he secur ed
party, andidentifying all |ivestock and equi pnent as col |l ateral. The

first such statenent was filed on April 12, 1979



and was conti nued by the filing of a proper continuation statenent on
April 11, 1984.

In 1980, Fred Skelton and his son, David, fornmed a general
partnershi p known as Skelton Farns. Since that tine, the Skeltons have
mai nt ai ned a hog operation on property owned by Fred Skelton and
situated in Marion County, Illinois.

| n February 1984, Fred and Davi d Skel t on, on behal f of Skelton
Farns, executed and delivered to the Bank a prom ssory note for the sum
of $180, 000. 00. The Skel tons, individually and on behal f of Skelton
Farnms, al so executed and delivered to the Bank a witten security
agreenent, grantingtothe Bank a security interest inall |ivestock
and equi pnent of Skelton Farns. The Bank then fil ed the appropriate
financing statenents with the Recorder of Deeds. Frank Bredar, the
County Supervi sor of FnHA i n Marion County, al so delivered to the Bank,
i n February 1984, two subordi nati on agreenents with respect to certain
listed financing statenments executed by Fred and Davi d Skel t on. Under
the ternms of the agreenents, FnmHA agreed t o subordinateitslienin
1984 crops and "l i vest ock sal es and breedi ng stock."” The subordi nation
was limted to $180, 000. 00, which was to be repaid by March 1,

I n February 1985, the Bank and FmHA entered into a "Lender's

Agreenent , " pursuant to whi ch t he Bank was desi gnat ed as an "appr oved
| ender" for processing and recei vi ng | oan not e guar ant ees i ssued by
FHA. Under this agreenent, the Bank was responsi bl e for servici ng any
| oan made by t he Bank, and specifically, was obligatedto assure that
proceeds fromt he sal e or ot her di spositionof collateral "are applied

inaccordancewiththelienpriorities onwhichthe guarantee is based,
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1985.



except the proceeds fromthe disposition of collateral, such as
machi nery, equi pnment, furniture or fixtures, nmay be used to acquire
property of [a] simlar nature wi thout witten concurrence of FnHA. "
(Lender's Agreenent, T VIII (O (5)(d)).

On April 4, 1985, d enn DeFur, the Bank's Vi ce-President, sent two
separate | etters to Frank Bredar, requesting | oan not e guar ant ees for
| oans that were to be extended to Fred and Davi d Skel ton, each for the
sumof $90, 000. 00. (Separate requests for $90, 000. 00 each, i nstead of
a single applicationfor the guarantee of aloan for $180, 000. 00, were
subm tted at the suggesti on of Frank Bredar.) An "Application for
Guar anteed Loan" that was attached to each letter showed an
i ndebt edness to t he Bank i n t he anpunt of $180, 000. 00 t hat was due in
April 1985. FnmHA i ssued conditional conm tments to guarantee theloans
on April 5, 1985.

I n May 1985, Fred and Davi d Skel ton, individually and on behal f
of Skelton Farns, executed and deliveredto the Bank two prom ssory
notes, each for the sumof $90,000.00. The Bank then i ssued two
$90, 000. 00 checks to the Skel tons. $172,169. 06 was appl i ed by t he Bank
topay infull three notes of Skelton Farns, and $1, 638. 00 was paidto
t he Bank i n sati sfaction of FnHA' s guar ant ee fees. Subsequently, in
August 1985, Frank Bredar executed two | oan not e guarantees i n favor of
t he Bank, each in the sumof $90, 000. 00, with respect to the | oans nade
to Fred and David Skelton by the Bank.

According to the evidence presented at trial, Skelton Farns' gross
recei pts total ed $337, 148.00 i n 1984 and $418, 451.81 i n 1985. Fred or

David Skelton routinely took checks representing sales of their
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productionto the FMHA of fice in Mari on to obtai nthe endorsenent of
one of FMHA' s of fi cers. The Skel tons woul d t hen t ake t he checks to the
Bank f or endorsenment by one of the Bank's officers. The checks were
subsequent |y deposited in Skelton Farns' checki ng account to pay for
oper ati ng expenses or were giventothe bank for paynent on debts owed
by Skelton Farnmns.

The Bank states that fromMay 17, 1985 t o Decenber 30, 1986, it
recei ved and appl i ed $26, 442. 50 toward i nterest that accrued under t he
not es previously signed by Fred and David Skelton. No suns were
appl i ed toward princi pal, and t he Bank nowcont ends that it possesses
a perfected and paranount security interest inthelivestock of Skelton
Farms to the extent of $180,000.00. More specifically, the Bank
contends that 1) FnHA obt ai ned a perfected security interest inthe
i vestock of Fred Skelton in 1979, but failedto obtain a security

interest inthelivestock of Skelton Farns after its creati onin 1980;

2) inany event, FnmHA agreed to subordinate its securityinterest in
| i vestock tothe Bank; 3) the "Lender's Agreenent" between t he Bank and
FmHA aut hori zed t he Bank to rel ease t he proceeds of |ivestock salesto
t he Skeltons i f such proceeds were to be used i n farm ng operati ons;
and 4) evenif the "Lender's Agreenent"” prohi bitedtherel ease of sal es
proceeds to Skel ton Farns, FnHA i s est opped fromconpl ai ni ng of these
matters under the facts of this case.

FmHA contends that its agreenment to subordinate its secured
position should be deened sati sfied, or nolonger applicable. In
support of its position, FmHA argues that 1) although nore than

$180, 000. 00 was recei ved by the Bank fromthe proceeds of sal e of
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Skelton Farns' |ivestock, the Bank failed to apply those proceeds to
reduce the 1984 subordination agreenent and the 1985 | oan note
guaranty; 2) the "Lender's Agreenent” requiredthe Bank to apply all

sal es proceeds directly to the guaranteed | oans; and 3) i nstead of
maki ng new | oans in 1985, totaling $180,000.00 (for which FnHA
guar ant ees were i ssued), the Bank used t he noney to renew exi sti ng
debts of Skelton Farns. FnHAfurther contends that it had no authority
torequirethe Skeltons to use the sal es proceeds i n any particul ar
manner, and t hat t he Bank breached its fiduciary duty of care by not
fully informng FMHA that it was all owi ng Skelton Farnms to use t he
sal es proceeds for current operating expenses.

The Court notes the Bank's argunent t hat FmHA obt ai ned a perfected
security interest inthe livestock of Fred Skelton, but failedto
obtainasecurityinterest inthelivestock of Skelton Farns. However,
the Court believes that it i s unnecessary to address this argunent.
Assuni ng that the perfected security interest of FnmHA survi ved t he
creation of Skelton Farns, FnHA nonet hel ess agreed to subordi nateits
security interest to the Bank. The Bank, therefore, possesses a
superior lientothe extent of $180, 000. 00. FnmHA s argunent that the
subor di nati on agr eenent shoul d be deened satisfiedis rejected for the
foll owi ng reasons:

First, accordingtothe language inthe "Lender's Agreenent," the
Bank was aut hori zed t o rel ease sal e proceeds to the Skeltons i f such
proceeds were to be used in farm ng operations. The Agreenent required
t he Bank to assure that "proceeds fromthe sale...of collateral are

appliedinaccordancewiththelienpriorities on whichthe guarantee
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i s based, except the proceeds fromthe di sposition of collateral, such
as machi nery...my be used to acquire property of [a] sim|ar nature
wi thout the witten concurrence of the FHA. " (Lender's Agreenent,
VIII (C)(5)(d)) (enphasis added)). The testinony indicatedthat the
funds rel eased by t he Bank to t he Skel t ons wer e used t o pay operating
expenses and to nmaintain the hog herd. Wile the particul ar provi si on
guot ed above does not refer to proceeds fromthe sal e of |ivestock, the
provi sion sets forth only exanpl es. The Agreenent clearly indicates
t hat t he Bank was aut hori zed to rel ease proceeds fromt he sal es of
livestock tothe Skeltons for acquisitionof "property of asim|lar
nature."

Second, FmHA' s contention that the Bank breached its fiduciary
duty of care by not fully inform ng FMHAthat it was rel easi ng sal es
proceeds to Skelton Farnms i s sinply not supported by the facts. The
Bank's |l etters to FnHA on April 4, 1985 requesti ng | oan not e guar ant ees
expressly stated that the | oans i nvol ved woul d be " per pet ual operating"
| oans. Applications were subm tted by t he Bank and t he Skel t ons on
FnHA f orms. Loan guar ant ees tot al i ng $180, 000. 00 wer e request ed by t he
Bank. The Skeltons' financial statenents submtted in support of the
appl i cations for guarant eed | oans showed an exi sting i ndebt edness to
t he Bank i n t he sumof $180, 000. 00. Despite the fact that the Bank was
requesting | oan guarant ees i n an anount t hat equal | ed t he Skel t ons'
exi sting indebtedness, FmMHAfail ed to contact t he Bank t o det erm ne
whet her t he Bank was naki ng a new | oan or refinanci ng a debt al ready
owed by the Skeltons. Infact, the Bank's |l etter requesting | oan note

guarantees is dated April 4, 1985, and conditi onal coomtnents toissue
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t hose guarantees were made April 5, 1985. Under all of these
ci rcunst ances, FnHA shoul d have been awar e t hat t he Skel t ons wer e not
usi ng t he proceeds fromtheir farm ng operati ons to reduce t he debt
owed t he Bank, and furthernore, shoul d have known t hat t he pur pose of
the 1985 | oan was to refi nance t he Skel tons' exi sting debt. As such,
FmHA cannot now conpl ai n t hat t he Bank breached its fiduciary duty of
care.

Finally, the Court notes that while the Code of Federal
Regul ations, in 1985, did not expressly authorize (or prohibit) an FnHA
County Supervi sor to approve applications to guarantee "line of credit”
| endi ng, the Code di d expressly authorize the County Supervisor to
i ssue guarantees for | oans that were used to pay annual operating
expenses and famly |living expenses. See, 7 C.F.R 81980.175(c)
(1985). The Code further authorized t he County Supervi sor toissue
guar ant ees for | oans, the proceeds of which were used to refinance debt
"incurred for any aut hori zed operating | oan purpose..."” 7 C F.R
§1980. 175(c) (i v) (1985).

Accordi ngly, for reasons st ated above, the Court finds that the

Bank possesses a paranpunt and perfected security interest in

t he crops and | i vest ock of Skelton Farnms to t he extent of $180, 000. 00.

/sl Kenneth J. Meyers
U. S. BANKRUPTCY JUDGE

ENTERED: August 27, 1987







