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Minimizing a Manufacturer’s 
Exposure to Bankruptcy Preference 
Claims by Asserting Purchase 
Money Security Interests and 
Special Tools Liens
By Daniel M. Morley and Kristen A. Campbell

The Preference Problem
To say that many of Michigan’s manufactur-
ers are currently suffering a rash of losses as 
a result of bankruptcy filings is a monumen-
tal understatement. The automotive industry 
has been particularly hard hit.1 To add insult 
to injury, it is not uncommon for manufac-
turers that have already suffered a loss as 
a result of a customer’s bankruptcy to later 
receive a notice from the bankruptcy trustee 
or the debtor in possession2 that demands that 
the manufacturer must pay back the monies 
received from their bankrupt customer with-
in the ninety-day period3 preceding the “peti-
tion date.” This ninety-day period is known 
as the “preference period.” The United States 
Bankruptcy Code4 (the “Code”) presumes 
that a debtor is insolvent during this ninety-
day period.5 All payments and transfers made 
to creditors by the debtor during this period 
are considered suspect and are referred to as 
“preference payments.”

While it may not seem fair, the rationale 
for the disgorgement and return of prefer-
ence payments under the Code is based on 
the concept of ensuring the fair and equal 
treatment of all unsecured creditors. The re-
covery of preference payments is intended 
to redistribute the bankruptcy estate’s assets 
equitably among all of the bankrupt’s unse-
cured creditors. Under the Code, the trustee 
(or the debtor in possession in a Chapter 11 
proceeding) may set aside transfers of the 
debtor’s interest in property: 1) to or for the 
benefit of a creditor; 2) for or on account of an 
antecedent debt owed by the debtor before 
such transfer was made; 3) made while the 
debtor was insolvent; 4) made on or within 
ninety days before the date the petition was 
filed (or if the creditor was an insider, on or 
within one year before the date the petition 
was filed); and 5) that enabled the creditor to 

receive more than the creditor would have 
received if the case were a Chapter 7 liquida-
tion proceeding.6 It is important to note that 
this section does not require proof of intent 
to receive a preference, notice of the debtor’s 
insolvency, fraud, or any other subjective ele-
ment. 

In many cases, preference claims are the 
largest asset of the bankruptcy estate. The 
recovery of preference claims has frequently 
been referred to as the “bread and butter” for 
bankruptcy trustees and their attorneys. Of-
ten preference claims are the only source of 
cash with which to pay the fees and expenses 
of a Chapter 7 trustee, their legal counsel, 
and other priority expenses. 

While a number of defenses to a prefer-
ence claim are available to a creditor,7 defend-
ing a preference action can be very costly. 
Preventing a preference claim altogether is 
preferable (pun intended) to defending such 
a claim. By altering a manufacturer’s status 
from an unsecured creditor to a perfected se-
cured creditor, a manufacturer may be able 
to effectively avoid a preference action in its 
entirety.

The Purchase Money Security 
Interest Solution
How can a manufacturer avoid a preference 
claim? In most instances, manufacturers 
deliver goods to their customers on a credit 
or on an open account basis. Credit terms 
may vary from “Net 30,” to “Net 60,” to “Net 
90,” or even longer in some instances. And 
as is often the case, and perhaps even more 
prevalent in the current economic climate, 
payments tend to be delinquent a month or 
more beyond what the contract terms permit. 
This means that not only is the manufacturer 
providing the goods on credit, the manufac-
turer is effectively providing its customers 



with short-term financing for those goods. 
Often these open accounts can grow into the 
six-figure range or higher. Having to disgorge 
a six-figure preference payment after the cus-
tomer files bankruptcy can be devastating to 
the manufacturer and may even result in the 
manufacturer’s own bankruptcy filing.

As noted, a solution to this preference 
predicament can be achieved by altering 
the manufacturer’s position from a “general 
unsecured creditor” to that of a “secured 
creditor.” A payment made to a fully secured 
creditor during the ninety-day preference 
period is not preferential. In return for the 
payment to the secured creditor, the debtor 
receives a release of the lien in the collateral; 
and thus, there is technically no depletion of 
the debtor’s estate,8 so the creditor does not 
receive more than it would in a Chapter 7 
bankruptcy proceeding.9

In short, an unsecured manufacturer 
needs to become a secured creditor. One so-
lution lies in the manufacturer’s acquisition 
of a purchase money security interest in the 
goods supplied to the debtor/customer on 
credit. The concept is this: by providing the 
customer with the goods on credit and allow-
ing the customer to take title to the goods on 
delivery, the manufacturer is providing the 
debtor with the financing to purchase the 
manufactured goods. 

A purchase money security interest10 

(“PMSI”) is best described as a security inter-
est held by a creditor that has financed the 
purchase of collateral to secure repayment of 
all or part of that purchase price. The typi-
cal instance of a PMSI occurs when a bank or 
other financial institution provides financing 
to a party to purchase a new piece of equip-
ment (or other goods). In return for provid-
ing its financing, the bank takes a security 
interest in the equipment. In the event the 
borrower defaults on the loan, the bank then 
repossesses the equipment to satisfy all or a 
part of the indebtedness. Provided the bank 
follows the necessary formalities to perfect 
its security interest in the newly purchased 
equipment, the bank’s PMSI in the equipment 
is of a higher priority than the other creditors 
that may hold general security interests in all 
of the debtor’s assets. In the event of the bor-
rower/customer’s bankruptcy, the bank may 
recover the equipment from the bankruptcy 
estate to satisfy the debt. 

Conceptually, there is no difference be-
tween the traditional debtor-creditor rela-
tionship involving a bank and borrower and 

when a manufacturer provides short-term 
financing to its customer.11 Thus, to take ad-
vantage of the benefits of being a secured 
creditor, the manufacturer must follow the 
same requirements to obtain a PMSI in the 
equipment or other goods that it supplies. 
What are those requirements? First, there 
must be a debt. Second, there must be an 
agreement by which the borrower/customer 
grants a security interest in the goods to the 
manufacturer. Third, the manufacturer must 
timely record a financing statement that ade-
quately describes the collateral in the state in 
which the borrower/customer is located.12

With regard to the first requirement, there 
is no question that when a manufacturer pro-
vides goods to a customer on credit terms, a 
debt exists. 

The second requirement is that there is 
an agreement by the customer to grant a se-
curity interest in goods. How is this agree-
ment created? In many instances, the secu-
rity interest’s terms can simply be included 
in the terms of the formal contract between 
the parties. It is recognized, however, that in 
many cases, such as the automotive industry, 
manufacturers contract through various pro-
posals, purchase orders, and invoices as op-
posed to a single controlling contract. In these 
situations, the contract terms are simply boil-
erplate provisions included in the forms. The 
actual terms of the contract lie somewhere 
within the documents exchanged between 
the customer and the manufacturer. In these 
instances, the necessary terms to grant the 
manufacturer a security interest in the goods 
can be added to the boilerplate terms and 
conditions that comprise the manufacturer’s 
standard form proposal, purchase order, and 
invoice documents. 

Note, however, that the terms of a cus-
tomer’s purchase order may vary from the 
manufacturer’s proposal and the invoice. 
Consequently, the insertion of additional se-
curity interest terms into the form documents 
may not automatically control the “battle of 
the forms” and may not, in all cases, conclu-
sively establish a security agreement.13 There-
fore, the methodology that inserts the critical 
terms into the manufacturer’s form docu-
ments should be carefully scrutinized. When 
possible, a formal security agreement signed 
by the customer is preferable to boilerplate 
security interest terms that are inserted into 
form purchase order documents.

Finally, the manufacturer will need to re-
cord a financing statement in the appropriate 
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office in the state in which the debtor/cus-
tomer is located.14 In Michigan, the proper 
location to file the financing statement is the 
Michigan Department of State, UCC Unit. 
The UCC-1 financing statement form must 
clearly describe the collateral. In the case of 
an equipment manufacturer, the use of se-
rial numbers in the UCC-1 form is strongly 
encouraged for identification purposes. The 
financing statement must be filed within 
twenty days after the debtor takes possession 
of the collateral.15 The filing of the financing 
statement before the debtor takes possession 
of the collateral is permissible.

Taking a PMSI in goods that will become 
inventory of the debtor is slightly more com-
plicated. First, the manufacturer must con-
duct a search of the UCC records to deter-
mine which, if any, other creditors claim an 
interest in the inventory of the debtor. Then, 
the manufacturer must send an “authenti-
cated notification” to the holders of any con-
flicting security interest in the customer’s 
inventory.16 The notice must be received 
within five years before the debtor/customer 
receives possession of the inventory.17 The 
notice must state that the prospective PMSI 
holder expects to acquire a PMSI in the debt-
or/customer’s inventory and describe the 
type of inventory that is to be financed.18 The 
PMSI holder must again ensure that it files a 
financing statement within twenty days after 
the debtor/customer takes possession of the 
inventory.19 

Also, it should be noted that a manufac-
turer with a PMSI in a “floating mass,” such 
as a fluctuating pool of inventory, is subject to 
preference attack to the extent the manufac-
turer improves its position during the nine-
ty-day period before bankruptcy.20 In other 
words, if a manufacturer with a perfected 
security interest in the customer’s inventory 
is better off on the date of the petition than it 
was ninety days before the petition, there is, 
by default, a preference. 

While the purpose of this article is to 
provide a manufacturer with a process to at-
tain protection from preference claims in the 
event of a customer’s bankruptcy filing, fol-
lowing these procedures also provides the 
added benefit in the event the manufacturer 
remains unpaid for the goods irrespective of 
its customer’s bankruptcy. If the manufac-
turer is a secured creditor, and a default in 
payment occurs, the manufacturer/lender 
can recover the collateral and sell it to pay 
down the customer’s indebtedness.21

An Alternative Solution under the 
Michigan Special Tools Lien Act
Michigan entities that manufacture equip-
ment and deliver the equipment to their cus-
tomers before receiving final payment may 
also find it possible to avoid a preference 
claim if they follow the procedures to perfect 
a lien in the equipment under the Michigan 
Special Tools Lien Act. 22

The purpose of the Michigan Special Tools 
Lien Act (the “Act”) is to provide protection 
to manufacturers by allowing liens to be im-
posed on valuable and specially designed 
and created products used in manufacturing 
in order to collect amounts owed for the cre-
ation of the special tools.23

The Act provides a very wide-ranging 
definition of “special tool.” This definition 
includes any tools, dies, jigs, gauges, gaug-
ing, fixtures, special machinery, cutting tools, 
or metal castings manufactured by a special 
tool builder.24 A “special tool builder” is a 
person who designs, develops, manufac-
tures, or assembles special tools for sale.25 It 
is likely that much of the equipment that a 
manufacturer produces will fall under this 
definition of “special tool.”

Since the lien arises out of the operation of 
law, there is no requirement that the manu-
facturer have an agreement with its customer 
by which the customer expressly provides 
lien rights to the manufacturer, unlike the 
case when obtaining a PMSI. However, there 
is a process that the manufacturer must fol-
low to perfect its lien rights in the “special 
tool” it manufactures and delivers to its cus-
tomer.26 

Under the Act, the manufacturer of the 
special tool must permanently record on ev-
ery special tool that it fabricates, repairs or 
modifies, the special tool builder’s name, 
street address, city, and state.27 Additionally, 
the Act specifies that the manufacturer “shall 
file a financing statement” in the same man-
ner it would perfect a security interest under 
Michigan’s Uniform Commercial Code.28 

It is advisable that the manufacturer record 
its financing statement as soon as it is able 
to identify the equipment, even before de-
livery of the equipment to the customer. In 
any event, the manufacturer should perfect 
its lien interest in the equipment by filing the 
financing statement within twenty days af-
ter the customer takes delivery of the equip-
ment. 

Pursuant to the Act, the special tool 
builder holds a lien in the equipment for the 
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amount that the customer owes for the fab-
rication, repair, and/or modification of the 
special tool.29 The lien attaches when the ac-
tual or constructive notice is received by the 
customer (or the end user).30 The Act provides 
that the filing of a UCC-1 financing statement 
constitutes actual and constructive notice of 
the manufacturer’s special tools lien.31 How-
ever, the Act does not preclude other types 
of “actual” or “constructive” notice of the 
lien. To further bolster a manufacturer’s lien 
claim, the manufacturer should include a 
statement in the quotation and invoice docu-
ments that the “special tool” produced under 
the contract is subject to the lien provided 
in the Act. Arguably, the inclusion of such a 
statement in the quotation and invoice docu-
ments provides the necessary notice such that 
the failure to correctly file a UCC-1 financing 
statement may not defeat the manufactur-
er’s lien claim.32 However, in a very recent 
decision, the U.S. Bankruptcy Court for the 
Eastern District of Michigan has held that in 
order to obtain an enforceable special tools 
lien, the Act requires a two-step process: the 
permanent recording of information on the 
tool, and the filing of a financing statement in 
accordance with section 9-502 of the Uniform 
Commercial Code.33

As is the case where the manufacturer 
perfects a PMSI in equipment, in addition to 
providing protection from preference claims 
in a bankruptcy, the special tools lien affords 
a remedy where the manufacturer is unpaid. 
To enforce the lien, the special tool builder is 
required to give notice of the lien in writing 
to the customer34 by either certified mail or 
by hand delivery.35 The notice must state that 
a lien is claimed, the amount claimed due for 
the fabrication, repair and/or modification of 
the special tool, and a demand for payment.36 
If the manufacturer is not paid within ninety 
days of receipt of the notice, the manufac-
turer may take possession of the special tool 
and sell it.37

Comparing a PMSI to the Special 
Tools Lien
Both obtaining a PMSI and relying on a spe-
cial tools lien have advantages and disadvan-
tages. Whenever possible, the manufacturer 
should attempt to obtain and perfect both a 
PMSI and a special tools lien.

Customers may balk at including lan-
guage within contract documents that grants 
the manufacturer a PMSI in the equipment 
or inventory. In many instances, the custom-

er will insist that its principal financier will 
not permit any other party to acquire a lien 
interest in the customer’s assets. While it is 
common that loan covenants with its princi-
pal financier may prohibit the customer from 
granting any additional security interests in 
the customer’s assets, the manufacturer’s ar-
gument is that it is not acquiring a security 
interest in any of the customer’s existing as-
sets. Rather, the manufacturer is simply seek-
ing to obtain a security interest in goods that 
are not yet in existence and that the manufac-
turer will terminate its security interest in the 
collateral as soon as it receives payment. 

Since a special tools lien is created by op-
eration of law and it is not required to be pro-
vided for in an agreement between the par-
ties, this discussion will rarely arise between 
a manufacturer and its customer where the 
Act’s special tools lien is available to a manu-
facturer. However, it has been reported that 
at least one original equipment manufacturer 
has notified tier-one suppliers and tool ven-
dors that, as a matter of policy, its suppliers 
and tool vendors are prohibited from perma-
nently recording their names and addresses 
on tools.38 Complying with this policy will 
eliminate the ability to claim a special tools 
lien.

Where equipment is delivered out of 
Michigan, unless the laws of the destination 
state provide a similar lien, the manufacturer 
may not be able to claim a special tools lien.39 
A manufacturer may be able to avoid this 
problem by inserting language in its contract 
documents that specifies that Michigan law 
applies to and governs the contract which 
provides an avenue for the filing of a special 
tools lien on the equipment even though it is 
located in another state.40 Alternatively, the 
manufacturer should have its legal counsel 
scour the laws of the state of the equipment’s 
destination to determine whether that state 
provides a lien similar to the special tools 
lien, and if so, take the steps necessary to 
create and perfect such a lien. Since Revised 
Article 9 the Uniform Commercial Code has 
been adopted in one form or another by all 
fifty states, this is not an issue with the cre-
ation of a PMSI, although attention should be 
given in reviewing the applicable provisions 
of the state where the UCC-1 financing state-
ment will be filed to ensure the perfection of 
the PMSI.

Finally, in some circumstances the manu-
facturer may find it impractical or impossible 
to recover and sell the recovered equipment 
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in the event of non-payment. There may be no 
other market for the type of equipment man-
ufactured, or the equipment may be subject 
to asserted intellectual property rights that 
prohibit the sale of the seized equipment.41

An “Assist” in Reclamation 
Claims
A manufacturer that retains a PMSI in inven-
tory or perfects a special tools lien in equip-
ment delivered to its customer may also 
receive an added benefit in making a recla-
mation claim in the event the customer files 
for bankruptcy protection after the customer 
receives possession of the goods, but before it 
makes payment to the manufacturer. Under 
the Uniform Commercial Code, a seller has 
a right to reclaim goods sold on credit to an 
insolvent buyer by making written demand 
on the buyer within ten days after the goods 
are received by the buyer.42 

The 2005 amendments to the Bankruptcy 
Code purported to grant even broader recla-
mation rights in bankruptcy cases than are 
available under the UCC. First, the Code was 
amended to expand the reach-back period 
from ten days to forty-five days.43 As a result, 
sellers have more time to reclaim their goods 
under the Bankruptcy Code than under 
state law. Specifically, if the buyer files for 
bankruptcy protection, the seller’s reclama-
tion right extends to goods delivered up to 
forty-five days beforehand. Second, the 2005 
amendments also expanded the grace period, 
giving the seller twenty days after a bank-
ruptcy filing to deliver a reclamation notice 
where the forty-five-day reclamation period 
expires after the bankruptcy filing.44 This ef-
fectively gives the seller up to sixty-five days 
after delivery of goods to a customer (forty-
five-day reach-back plus twenty-day period 
to deliver the reclamation notice) to reclaim 
them. Additionally, and although not strictly 
a “reclamation” remedy, the amendments 
give the seller an administrative priority 
claim45 equal to “the value of the goods re-
ceived by the debtor within twenty days 
before [the date of the bankruptcy filing] in 
which the goods have been sold to the debtor 
in the ordinary course of such debtor’s busi-
ness.”46

Traditionally, reclamation is a difficult 
remedy to obtain. Courts have determined 
that the goods must be identifiable and in 
possession of the debtor on the date of the 
reclamation demand. In other words, goods 
that are resold by the buyer, incorporated 

into finished products, or consumed in the 
buyer’s business operations cannot be re-
claimed.47 The greatest impediment to a 
seller’s reclamation claim, however, is the 
existence of a secured creditor with a per-
fected blanket security interest in the buyer’s 
assets, including inventory and equipment.48 
The Bankruptcy Code provides that a seller’s 
right of reclamation is “subject to the prior 
rights of a holder of a security interest in such 
goods or the proceeds thereof.”49 

Cases interpreting the reclamation pro-
visions of the Code have generally not been 
favorable to reclaiming creditors where there 
is a pre-petition lien in the debtor’s assets. 
Typically, where there is a secured lender 
that holds a perfected security interest of a 
higher priority on the same assets (particu-
larly, inventory) of the debtor as the reclaim-
ing seller, the reclaiming seller loses. In Si-
mon & Schuster, Inc v Advanced Mktg Servs 
(In re Advanced Mktg Serv),50publisher Simon 
& Schuster delivered $5.1 million worth of 
goods to the debtor within the forty-five-
day reclamation period, which the publisher 
timely sought to reclaim after the buyer filed 
for bankruptcy protection. The bankruptcy 
court held that Simon & Schuster failed to 
prove that it would likely succeed on its rec-
lamation claim due to the priority of the se-
nior lenders’ liens on substantially all of the 
debtor’s assets, including inventory.51 The 
bankruptcy court held that the senior lend-
ers’ liens were superior to Simon & Schuster’s 
reclamation claim.52 Once the senior lenders’ 
liens were satisfied through the sale of inven-
tory, Simon & Schuster’s reclamation claim 
would likely be of no value.53

A similar result was reached in In re 
Dana Corp.54 In Dana the debtor objected to 
reclamation claims filed by hundreds of sell-
ers, arguing that the claims were subject to 
pre-existing liens on the goods sought to be 
reclaimed.55 The court ruled in favor of the 
debtor, determining that pre-petition col-
lateral, including the reclaimed goods, was 
subject to the secured creditors’ pre-petition 
liens. The debtor’s post-petition financing 
allowed the debtor to use the lenders’ pre-
petition collateral, with a replacement lien 
on all pre- and post-petition collateral and 
proceeds. The pre-petition indebtedness was 
refinanced and paid off from the proceeds 
of the new loan.56 The court held that the 
reclaimed goods were either liquidated in 
satisfaction of the pre-petition indebtedness 
or were pledged as collateral for the debtor-
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in-possession loan.57 In either event, the re-
claimed goods were effectively disposed of, 
which rendered the reclamation claims val-
ueless.58

To the extent a manufacturer correctly 
and timely perfects its lien in the goods 
through either a PMSI or a Special Tools Act 
lien, the lien of the manufacturer in the goods 
will be of a higher priority than the pre-ex-
isting blanket lien of a customer’s secured 
lender.59 Thus, the manufacturer should be 
able to nullify any argument that its reclama-
tion claim is defeated by a pre-existing lien as 
advanced in In re Advanced Mktg Servs, and In 
re Dana Corp.

Other Considerations
When contemplating methods to avoid 
bankruptcy preference claims, another strat-
egy that the manufacturer should consider 
in negotiating the terms of the contract is to 
make certain that the manufacturer receives 
as much of the contract price as possible while 
the manufacturer remains in possession of the 
equipment. In such instances, the manufac-
turer will be able to claim that the payments 
it received while it possessed the equipment 
are not subject to preference claims because 
the manufacturer holds a lien on the equip-
ment while it is in the manufacturer’s posses-
sion. While there is no Michigan case directly 
on point, this exact issue was discussed by 
the United States Bankruptcy Court for the 
Western District of Pennsylvania in Erie 
Power Techs, Inc v Shaw Group (In re Erie Power 
Techs).60 In this case, the plaintiff/debtor filed 
an action against a power generator manu-
facturer. Prior to the plaintiff/debtor’s bank-
ruptcy filing, the manufacturer entered into a 
contract with the debtor where the manufac-
turer was to provide fabrication services on 
steel piping in accordance with the debtor’s 
specifications.61 The contract price was in the 
original amount of $800,000 to be paid in an 
initial down-payment of $160,000, followed 
by four “milestone” payments when 25 per-
cent, 50 percent, 75 percent and 100 percent 
of the work was completed. The final pay-
ment was due prior to the final shipment.62

While the first milestone payment was 
timely made, on June 12, 2002, the debt-
or made a single payment for the second 
and third milestone in the total amount of 
$320,000. The debtor made no payments after 
the June 12 payment, and the manufacturer 
completed the work under the contract. The 
debtor filed a Chapter 11 bankruptcy petition 

on August 29, 2003. The goods remained in 
the manufacturer’s possession in South Car-
olina until approximately six months later 
when, pursuant to a stipulation of the par-
ties, the manufacturer delivered the goods to 
the debtor on receipt of the final payment.63 

The debtor later brought a lawsuit against 
the manufacturer to force the return of the 
$320,000 payment paid to the manufacturer 
on June 12, arguing that it was a preference 
payment because it was made by the debtor 
to the manufacturer within ninety days prior 
to the bankruptcy filing.64 The manufacturer 
responded that it held a common law “arti-
san’s lien” under South Carolina law on the 
goods while the goods were in its possession 
and, therefore, the transfer at issue was not 
a preference because the payment did not 
result in its receipt of any more funds than 
it would have received in a Chapter 7 bank-
ruptcy.65 The court recognized the validity of 
the common law artisan’s lien and held in fa-
vor of the manufacturer.

The same should hold true in Michigan.66 
Michigan caselaw recognizes a common law 
lien in favor of persons who provide im-
provements to “articles.”67 Such a common 
law lien implies that the person possesses 
a right to detain or hold an article until it is 
paid for.68 Additionally, Michigan has a stat-
utory artisan’s lien that may be applicable to 
manufacturers depending upon the type of 
goods produced.69 To the extent a manufac-
turer receives a payment during the prefer-
ence period but where the manufacturer re-
tained possession of the goods, the manufac-
turer should be able to defeat a claim that the 
payment was preferential. On these bases, 
and from a practical standpoint, a manufac-
turer should consider negotiating payment 
terms such that the purchase price is paid, to 
the extent possible, while the manufacturer 
retains possession of the goods to defeat pos-
sible future preference claims.

Conclusion
These are difficult economic times. Mich-

igan’s manufacturing industry has been 
particularly hard hit. The bankruptcy of a 
key customer can be a costly, if not irreme-
diable, occurrence for a manufacturer. How-
ever, manufacturers that understand and are 
prepared to assert their rights can minimize 
their losses. Legal counsel can provide vital 
assistance to manufacturers by helping them 
protect their businesses from unexpected 
preference claims. While these suggestions 
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may not provide absolute protection, they 
may lessen a manufacturer’s exposure to a 
preference claim.
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