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BENEFITS AND  
DRAWBACKS OF BANKRUPTCY

E
very year thousands of people seek debt relief through bankruptcy. Bankruptcy 
can provide an effective solution for many people struggling with debt. However, 
bankruptcy is not always the best choice for everyone with debt problems. Each 

person’s situation should be evaluated individually.

Some of the benefits and drawbacks that affect most bankruptcy filers are outlined 
below. A bankruptcy attorney can review your case and help you better understand 
how these (and other) factors will affect you. Armed with this information, you can 
intelligently weigh your options and make the best decision.

BENEFITS OF FILING FOR BANKRUPTCY

PROTECTION FROM CREDITOR HARASSMENT BY THE AUTOMATIC STAY

One of the immediate advantages to filing for bankruptcy is the protection of the automatic stay. The automatic 
stay puts a stop to creditors’ collection efforts during the pendency of your bankruptcy. The stay allows the 
Bankruptcy Court to prevent creditors from trying to claim your assets while the case is pending. The automatic 
stay can be used to temporarily stop foreclosure actions and garnishments. This delay may provide enough 
time for you to get your affairs in order and get back on your feet.

DISCHARGE ELIGIBLE DEBTS

The main reason that most individuals file for bankruptcy is to eliminate unsecured debts such as credit card 
and medical debt. Once these debts are discharged in bankruptcy, you no longer need to repay them. They 
are eliminated. The discharge releases you from the legal obligation to pay.
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Creditor’s can no longer sue you or take any other collection action, such as garnishing your wages or draining your 
bank account. Not all debts can be eliminated in bankruptcy, however, so before you file you want to make sure that 
the debts you want to wipe out are dischargeable.

GET A FRESH-START AND REGAIN CONTROL OF YOUR FINANCES

After a bankruptcy discharge, you may have a renewed sense of financial breathing room. With the debt gone, you 
have the opportunity to make a fresh start. Furthermore, you can no longer be harassed by creditors or feel the threat 
of being sued. You can now begin the process of financial planning, rebuilding credit and goal setting.

KEEP ALL OR MOST OF YOUR PROPERTY

What property you get to keep in a bankruptcy filing varies from state to state. The good news is that bankruptcy exemp-
tions (state and federal laws that specify property that cannot be taken by creditors to satisfy debts) allow most debtors 
to go through Chapter 7 bankruptcy without losing any of their property. You may be able to keep your home if you do 
not have too much equity in it and you are able to make the payments. You may also be able to keep a modest vehicle, 
your clothing and person effects, tools, and household contents. If you are able to file under Chapter 13, which will 
require you to make monthly payments to your creditors for three to five years, you will be able to keep all your property.

QUALIFIED RETIREMENT PLANS ARE PROTECTED

Under the Bankruptcy Code, most pension plans, 401(k) s, and IRAs are protected from creditors’ claims in bankruptcy. 
Non-ERISA based plans may not be protectable, depending on their value.

HELP WITH HOME FORECLOSURE AND VEHICLE REPOSSESSION

If your home is in foreclosure and you want to keep it, a Chapter 13 bankruptcy may be a solution. In Chapter 13, you devise 
a repayment plan to catch up on overdue mortgage payments, as well as make your current mortgage payments in a timely 
manner. In addition, the bankruptcy court offers a Bankruptcy Mediation Modification Program, which has a high success 
rate and allows a much more streamlined modification process than the one that you attempt outside of bankruptcy.

If you are underwater on your mortgage or don’t have the income to fund a repayment plan, Chapter 7 bankruptcy 
can give you more time to stay in your home while you make arrangements for another place to live. Immediately 
on filing for bankruptcy, the automatic stay stops creditors from continuing foreclosure efforts. If you wait until your 
house’s sale date to file, your time in your home can be substantially extended.

If you lose your home to foreclosure, in Chapter 7 you can discharge any deficiency you may owe on your mortgage 
(the amount you still owe minus whatever your lender sells the home for).

Chapter 13 may also help you if you are behind on car payments and want to keep your vehicle. Filing will prevent the 
creditor from seizing your car. You can then propose a repayment plan that will allow you to get caught up on your 
past due payments while making your current ones.
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Chapter 13 can also, in certain situations, lower the balance owed or interest rate on your loan. However, you’ll want 
to consult with an attorney prior to making choosing Chapter 13 strictly based on a vehicle as Chapter 13 bankruptcy 
lasts for three to five years.

If your vehicle has already been repossessed, the creditor may auction it off for less than you still owe on your car 
loan and then get a judgment against you for the remaining balance. Chapter 7 bankruptcy can eliminate that debt 
and prevent the creditor from garnishing your wages or seizing your bank accounts.

DRAWBACKS OF FILING FOR BANKRUPTCY

DOES NOT AUTOMATICALLY REMOVE PROPERTY LIENS

A bankruptcy discharge does not automatically eliminate liens on your property. In some instances, you may be able 
to remove judicial liens or non-purchase liens on certain assets like tools of your trade, clothing, and household goods 
and furnishings. Also, bankruptcy will not allow you to remove statutory liens, such as tax liens, a mortgage on your 
house, or a car lien. If you want to keep a house with a mortgage or car that has a loan or other property that you have 
financed, you will have to continue making payments and determine if the lender will allow it.

STAYS ON CREDIT REPORT UP TO 10 YEARS

A bankruptcy filing can stay on your credit report for up to 10 years from the filing date. However, an individual can take 
steps to lessen the effect in as little as one to two years. Many creditors use the bankruptcy filing as only one factor in 
deciding whether to extend credit to a potential borrower. You may qualify for car loans, credit and even a mortgage 
before the 10-year period is up. But, there is no way to officially remove the actual filing from your credit report.

MAY NOT GET TO KEEP ALL YOUR PROPERTY

There are limitations (called exemptions) on the amount and value of property you can keep, especially in Chapter 7. 
Your bankruptcy attorney can give you the tools and resources to determine if you can keep all your property in the 
event you file for bankruptcy. The exemptions vary widely from state to state and even if you move, your old state’s 
exemptions apply for a period of time, regardless of where you currently reside.

CERTAIN BANKS HAVE THEIR OWN RULES FOR SECURED PROPERTY

Even if your property is exempt, if you have a secured loan with a particular bank and want to keep the property, the 
bank has the final say. For example, if you want to keep a car with a loan balance after bankruptcy but do not want 
to reaffirm the debt (i.e., promise to repay the debt and to be liable for it), the bank will decide if it will agree to those 
terms. In particular, credit union loans and car loans should receive special consideration before you decide to file. 
Your bankruptcy attorney can help you better understand how particular banks might handle your situation.
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NOT ALL DEBTS DISCHARGED

A bankruptcy discharge has many advantages and can eliminate significant amounts of debt.

However, bankruptcy does not wipe the slate clean of all types of debt. Debts that are not discharged include student 
loans, debts associated with drunk driving judgements, past-due child support and/or alimony, divorce settlements, 
fraud, and recent income taxes (although some older income taxes may be dischargeable).

SPECIAL CONSIDERATIONS

BUSINESS OWNERS

Personal bankruptcy for small business owners or shareholders of a business requires careful evaluation and special 
consideration. If you are a small business owner, it is important to consult with your bankruptcy attorney before filing 
any court paperwork. Each situation is unique. Whether a bankruptcy will affect the business depends on the status 
of the business itself and its debts.

INHERITANCES

The Bankruptcy Code provides special rules about inheriting property or money. These rules can extend well beyond 
your case filing date. If you receive an inheritance after filing bankruptcy, the bankruptcy trustee may be able to take 
it to pay your creditors. Whether your inheritance is safe depends on the date you became entitled to receive the 
inheritance and whether the money is exempt.

ALTERNATIVES

If you and your attorney determine that bankruptcy might not be the best course of action for you, there are alternatives 
you might consider. These include debt settlement, liquidating assets, or working to change your personal situation 
(e.g., reducing your expenses, increasing your income).

SUMMARY

Whether you should file for bankruptcy is based on your own personal situation, the types of debts you have, and the 
property you need to protect. Your bankruptcy attorney can help you evaluate all the benefits, drawbacks, and special 
considerations pertinent to your particular situation.


