
A Lawyer’s Duty to Advise Clients regarding the Consequences in Bankruptcy  

of Preferential & Fraudulent Transfers 

 

Erika D. Hart 

The Taunt Law Firm 

700 E. Maple Road, Second Floor 

Birmingham, MI 48009 

(248) 644-7800 

 

I. Introduction 

Many bankruptcies are the result of a long period of financial stress for the debtor due to 

unemployment, medical problems, divorce and/or other family issues.  During this time, debtors 

often do whatever is necessary to survive day-to-day, to avoid utility shut off, to avoid litigation, 

to make child support payments, etc.  Debtors may borrow money from family and friends and 

may feel bound to repay those obligations.  Debtors may support a family member during 

difficult times, or agree to obtain or give away assets.  Debtors may make college tuition 

payments or provide other support for their adult children.  All of these actions feel right and just 

to the debtor at the time.  A bankruptcy alters the treatment of these common occurrences and 

allows avoidance by the Trustee of many of these transfers as preferences and fraudulent 

transfers.   

Of course some debtors manipulate the system, and transfer funds out to avoid collection and 

repossession by creditors.  These clients find their way to our conference rooms as well. 

In a perfect world, the debtor would know exactly the information needed to assess their 

exposure and risk regarding preferences and fraudulent transfers before a Chapter 7 is filed.  This 

is seldom the case.   

When an attorney is aware of transfers made by the debtor, counsel has an obligation to advise 

about the consequences a Chapter 7 filing may have on debtor’s case, assets, discharge and also 

the impact on the transferees.  In addition, an attorney has a duty to inquire whether transfers 

were made. 

II. Michigan Rules of Professional Conduct 

Michigan Rules of Professional Conduct: Rule: 1.1 Competence  

A lawyer shall provide competent representation to a client. A lawyer shall not:  

(a) handle a legal matter which the lawyer knows or should know that the lawyer 

is not competent to handle, without associating with a lawyer who is competent to 

handle it;  

(b) handle a legal matter without preparation adequate in the circumstances; or  

(c) neglect a legal matter entrusted to the lawyer. 

 

 

 

 



In addition, the notes to MRPC 1.1 require a lawyer to thoroughly analyze the circumstances:   

 

THOROUGHNESS AND PREPARATION Competent handling of a particular 

matter includes inquiry into and analysis of the factual and legal elements of the 

problem, and use of methods and procedures meeting the standards of competent 

practitioners. 

III. Elements of Legal Malpractice in Michigan 

In an action for legal malpractice, “the plaintiff has the burden of proving (1) the existence of an 

attorney-client relationship; (2) negligence in the legal representation of the plaintiff; (3) that the 

negligence was the proximate cause of an injury; and (4) the fact and extent of the injury alleged.  

Manzo v. Petrella, 261 Mich. App. 705, 712, 683 N.W.2d 699, 703-04 (2004) 

 

In examining the attorney’s duty in the context of the negligence element of a legal malpractice 

claim, the Supreme Court of Michigan in Simko v. Blake, 448 Mich. 648, 532 N.W.2d 842 

(1995) held: 

Whenever an attorney or solicitor is retained in a cause, it becomes his implied 

duty to use and exercise reasonable skill, care, discretion and judgment in the 

conduct and management thereof. . . . It is well established that an attorney is 

obligated to use reasonable skill, care, discretion and judgment in representing a 

client.  Further . . . all attorneys have a duty to behave as would an attorney "of 

ordinary learning, judgment or skill . . . under the same or similar circumstances . 

. . ." 

An attorney has the duty to fashion such a strategy so that it is consistent with 

prevailing Michigan law. However, an attorney does not have a duty to insure or 

guarantee the most favorable outcome possible. An attorney is never bound to 

exercise extraordinary diligence, or act beyond the knowledge, skill, and ability 

ordinarily possessed by members of the legal profession. 

Simko v. Blake, 448 Mich. 648, 655-56, 532 N.W.2d 842, 846 (1995)(internal citations omitted).   

Preferences and fraudulent transfers are common bankruptcy issues, which must be disclosed 

very early in the case under the penalty of perjury signed by the debtor.  It is in the realm of 

ordinary care for debtor’s counsel to advise the debtor regarding the pre-petition transfers and to 

devise a strategy to address the consequences of such transfers. 

IV. Counsel’s duty to inquire; Debtor’s duty to disclose.   

Debtor’s counsel is obligated to inquire about transactions of the debtor for the purposes of 

completing the Statement of Financial Affairs, Official Form B107.  Most often, this will occur 

prior to the bankruptcy filing, unless the bankruptcy is filed on an emergency basis.  Law offices 

vary in procedures for the intake of information for completion of the Schedules and Statement 

of Financial Affairs, but the duty rests squarely on the attorney – and not on the staff – to ask 

appropriate questions and ensure the pleadings are accurately completed.   



MRPC Rule: 5.3 Responsibilities Regarding Nonlawyer Assistants  

 

With respect to a nonlawyer employed by, retained by, or associated with a 

lawyer: (a) a partner in a law firm shall make reasonable efforts to ensure that the 

firm has in effect measures giving reasonable assurance that the person's conduct 

is compatible with the professional obligations of the lawyer; (b) a lawyer having 

direct supervisory authority over the nonlawyer shall make reasonable efforts to 

ensure that the person's conduct is compatible with the professional obligations of 

the lawyer; and (c) a lawyer shall be responsible for conduct of such a person that 

would be a violation of the rules of professional conduct if engaged in by a lawyer 

if: (1) the lawyer orders or, with knowledge of the relevant facts and the specific 

conduct, ratifies the conduct involved; or (2) the lawyer is a partner in the law 

firm in which the person is employed or has direct supervisory authority over the 

person and knows of the conduct at a time when its consequences can be avoided 

or mitigated but fails to take reasonable remedial action. 

 

It is the debtor’s duty to complete and file the Statement of Financial Affairs under 11 U.S.C. 

§521(a)(1)(B)(iii).  The debtor signs the Statement of Financial Affairs under the penalty of 

perjury pursuant to 18 U.S.C. §1621 and can be subject to criminal liability for false statements 

pursuant to 18 U.S.C. §§152 and 3571, among other consequences.  In addition, the debtor’s 

discharge may be barred for concealment or a false oath pursuant to 11 U.S.C. §§727(a)(3) and 

(4). 

There are few cases which directly address an attorney’s liability for failing to advise a claim 

regarding the consequences of preferential or fraudulent transfer prior to the bankruptcy.  In In re 

Dow, 132 B.R. 853 (Bankr.S.D.Ohio, 1991), the trustee brought a fraudulent transfer claim 

against debtor’s counsel alleging that counsel was negligent in advising and representing the 

debtor and that if counsel had represented the debtor in a skillful and diligent manner, the debtor 

would not have engaged in certain transactions and would not have prepared and filed 

incomplete and inaccurate schedules and statements with the bankruptcy court.  Id., 132 B.R. at 

856. As to the trustee’s claim regarding advising prior to the petition, the court found that there 

were genuine issues of material fact that required trial and denied counsel/defendants’ motion to 

dismiss, in part based upon the court’s inability to address whether the doctrine of in pari delicto 

should be applied to bar the claim.  As to whether counsel was liable for negligence or 

misrepresentation as to the contents of the schedules and statements, the court dismissed the 

claim, but only on the basis that the trustee’s pleadings alleged damage to the trustee (as opposed 

to the estate or creditors).  Id. 

V. Denial of Discharge - §727(a)(2) 

Transactions by the debtor prior to the bankruptcy may expose the debtor to denial of the 

debtor’s discharge.  If the debtor has made a fraudulent transfer within one year prior to the 

petition date, the debtor’s discharge may be subject to denial under §727(a)(2) depending on the 

circumstances: 

(a)  The court shall grant the debtor a discharge, unless . . . 

 (2)  the debtor, with intent to hinder, delay, or defraud a creditor or an officer of the 

estate charged with custody of property under this title, has transferred, removed, 



destroyed, mutilated, or concealed, or has permitted to be transferred, removed, 

destroyed, mutilated, or concealed-- 

(A)  property of the debtor, within one year before the date of the filing of the petition 

. . . 

 

In Lambert v. Stark, 484 N.E.2d 630 (Ind. App. 1985), the Indiana Court of Appeals dismissed a 

claim for malpractice where debtor’s attorney had advised the debtor to make certain transfers, 

filed a bankruptcy on debtor’s behalf, and a secured creditor barred debtor’s discharge due to the 

timing of the transfer.  The court concluded that the malpractice claim was barred due to the 

expiration of the statute of limitations based on the timing of the debtor’s suit, and did not reach 

the underlying issue of malpractice.   

In the same vein, counsel must be careful when advising clients to acquire assets and how those 

assets should be titled.  “[B]ankruptcy lawyers can face a dilemma in advising clients whether to 

acquire exempt assets. As one commentator observed, ‘[T]he same conduct can be malpractice 

not to advise in one jurisdiction, but voidable and grounds for denial of discharge and possibly 

for disbarment in another . . . .’”  OTE Dev. USA, Inc. v. Warren (In re Warren), 512 F.3d 1241, 

1249 (10th Cir. 2008) citing John D. Ayer, How to Think About Bankruptcy Ethics, 60 Am. 

Bankr. L. J. 355, 374 (1986). 

VI. Preference Consequences 

The consequences of failing to review and advise a debtor regarding a potential preference can 

be severe.  In some cases, the recording of a mortgage can be considered a preference avoidable 

by a Chapter 7 trustee, leaving a house unencumbered and subject to sale by a Trustee.  Debtor’s 

counsel should examine all mortgages as to the date of recording, and also examine both the 

deed to real property and corresponding mortgage to make sure that the legal description 

matches
1
.  While the latter is not in the nature of a fraudulent transfer or preference, the trustee 

may be able to avoid a mortgage through the trustee’s strong arm powers under §544 and 

Michigan law if the mortgage does not meet recording requirements.  Debtor’s counsel should 

also examine the bank statements provided to the trustee for potential preferential transactions. 

In addition, if there was a preference or an avoidable transfer, the debtor’s counsel may have an 

obligation to advise the debtor to delay filing a bankruptcy in order to allow the statute of 

limitations to run.   

Does a preference or fraudulent transfer satisfy the elements for damages to the client for legal 

malpractice?  Neither a preference nor a fraudulent transfer impact the debtor client (unless 

subject denial of discharge under §727(a)(2)), only the transferee is affected.   

VII. Pre-Petition Legal Malpractice Claim as Property of the Estate 

A malpractice claim in general requires that a party realize that a claims exists.  Debtors may be 

frustrated by the bankruptcy process but may not realize that their lawyer has served them 

improperly.   

                                                           

1
 Even if the legal descriptions in the deed and mortgage match, the legal description in the deed 

may still be incorrect.   



However, the debtor may not be the proper party to bring a malpractice action.  If the lawyer’s 

action or inaction in advising the debtor arose prior to the petition date, the claim may be 

property of the bankruptcy estate and the Chapter 7 trustee has a right to pursue the claim.  

Helbling v. Josselson (In re Almasri), 378 B.R. 550, 556 (Bankr. N.D. Ohio 2007).   

Other courts have found that the claim arises when the harm occurs to the debtor, and that as 

long as the harm remains hypothetical, no harm to the debtor has occurred.  In In re De Hertogh, 

412 B.R. 24, 28-29 (Bankr. D. Conn. 2009), the harm to the debtor was a denial of the debtor’s 

homestead exemption, which occurred during and as part of the bankruptcy case – after the 

petition date and not as part of the bankruptcy estate.  The Court in De Hertogh compared the 

application of two United States Supreme Court cases and their progeny that examined whether, 

as of the petition date, the cause of action accrued under applicable state law, Butner v. United 

States, 440 U.S. 48, 99 S.Ct. 914, 59 L. Ed. 2d 136 (1979) and Segal v. Rochelle, 382 U.S. 375, 

380, 86 S.Ct. 511, 515, 15 L. Ed. 2d 428 (1966), which questioned whether a cause of action that 

accrued post-petition was nevertheless "sufficiently rooted in the pre-bankruptcy past and so 

little entangled with the bankrupt's ability to make an unencumbered fresh start that it should be 

regarded as 'property' under § 70(a)(5) [of the former Bankruptcy Act]."  


