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“Bankruptcy represents a longstanding commitment in this country to helping people get a fresh 

start. This principle has never been giving only certain people a fresh start.” 

 --Tim Johnson, US Senator from South Dakota 

 

  

 Explain the purpose of filing a bankruptcy. 

 Identify the difference between the Bankruptcy Act and the Bankruptcy Code 

 Name the five different types of bankruptcies. 

 Identify the three types of debt relief sought by debtors who file bankruptcy. 

 Identify which type of bankruptcy is a liquidation and which are a reorganization. 

 Identify the reasons why individuals file bankruptcies. 

 Identify the reasons why businesses file bankruptcies. 
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Terms 

Bankruptcy Code 

creditor 

debtor 

discharge 

exemptions 

federal automatic stay 

liquidation 

paralegal 
reorganization 

statutes 

A Beginning 

This text concerns a paralegal’s functions in the area of bankruptcy 

law.  The purpose of a bankruptcy is to provide relief to individuals and 

businesses that have such severe indebtedness that their basic necessities 

are harshly impaired or threatened.   In other words, the point of a 

bankruptcy is to provide a debtor, the person who owes money to another 

entity, a fresh start.   

While a debtor’s ultimate goal in a bankruptcy is a fresh start, debt 

relief is what a debtor seeks from the bankruptcy system.  There are three 

types of debt relief sought: The first is a discharge of the debtor’s debts.  A 

discharge is court-ordered, legal relief from debt.   

 

The second relief sought by debtors filing bankruptcy comes from 

claiming all of their permitted exemptions.  Exemptions are the statutory 

protections that allow a debtor to protect unencumbered assets from 

seizure by creditors; property properly exempted is no longer property of 

the bankruptcy estate.  An exemption, again, is a cushion for equity, but 

only up to a certain amount.   

 

The third type of relief sought by filing a bankruptcy is the benefit 

of the federal automatic stay.  The federal automatic stay is an injunction 

prohibiting all creditors from continuing any type of collection activities.  

The Automatic Stay not only compels creditors to not take any further 

actions that can even be construed as trying to collect a debt from the 

debtor, but also requires creditors to take affirmative actions to stop any 

ongoing collection activities, such as wage garnishments, repossessions, 

and foreclosures.  Each of these types of debt relief will be discussed 

throughout this text. 

 

The law that governs bankruptcy is in part a combination of 

substantive and procedural statutory law.  Statutes are the laws created by 

the legislature.  The Bankruptcy Code is the compilation of all the 

statutes governing the operation of bankruptcy in the United States, and is 

Title 11 of the United States Code.   

Debtor – The person 

who owes money to 
another entity. 

Discharge – 
Court-ordered, 
legal relief from 
debt. 

Exemptions – 
Statutory 
protections that 
allow a debtor to 
protect 
unencumbered 
assets from 
seizure by 
creditors. 

Federal automatic 
stay – An injunction 

prohibiting all 
creditors from 
continuing any type 
of collection 
activities.. 
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In the United States of America, we developed a Constitutional 

basis for federal bankruptcy law.  Article I, Section 8 of the Constitution 

grants Congress the power to regulate commerce among the several states 

and to make laws which are necessary to carry out those powers and all 

other powers vested by the Constitution.  U.S. Const. art. I, § 8.   In 

addition, Article VI of the Constitution says, “[T]his Constitution, and the 

laws of the United States which shall be made in pursuance thereof, . . . 

shall be the supreme law of the land; and the judges in every state shall be 

bound thereby, anything in the constitution or laws of any State to the 

contrary notwithstanding.”  U.S. Const. art. VI, cl. 2.   The latter is known 

as the Supremacy Clause, and with these powers granted to Congress by 

the Constitution, Congress was authorized to establish federal bankruptcy 

laws which are superior to state laws and which uniformly bind all states.   

 

The first United States Bankruptcy Act was enacted in 1841.  The 

federal bankruptcy law until September 30, 1979 was known as the “Act.”  

The Bankruptcy Act had Chapters identified by Roman numerals.  That 

changed in 1979.  Since October 1, 1979, the federal bankruptcy law has 

been known as the “Code” or the Bankruptcy Code, with the advent of the 

Bankruptcy Reform Act of 1978.  This text is in large part about the 

Bankruptcy Code.  Chapters in the Bankruptcy Code are identified by 

Arabic numerals, which currently consists of Chapters 1, 3, 5, 7, 9, 11, 12, 

13, and 15.  Then in October, 2005, the Bankruptcy Abuse Prevention and 

Consumer Protection Act (hereafter “BAPCPA”) amended the Code in 

several significant ways.   

“On April 20, 2005, the President signed into law the Bankruptcy 

Abuse Prevention and Consumer Protection Act of 2005 ( BAPCPA), 

which makes the most changes to the Bankruptcy Code since the adoption 

of the Bankruptcy Reform Act of 1978.”  Bankruptcy Highlights, by the 

Honorable William Houston Brown, Lawrence R. Ahern, III, Esq., and 

Nancy Fraas MacLean, Esq., within the 2006 Edition of the bankruptcy 

Code, Rules and Forms, published by Thomson-West.  We will be looking 

closely at the BAPCPA law changes in this text.  This text will go into 

depth on these changes and many others since, as in the case of judicial 

law, that have altered the nature of bankruptcy practice since October 17, 

2005 and the inception of BAPCPA.  There is also a great deal of law 

created through judicial decisions, case law governing the practice of 

bankruptcy.  

 

Lawyers who practice bankruptcy law must have an understanding 

of both the statutory law and the case law.  Bankruptcy lawyers represent 

either those who owe debt, the debtors, or those to whom debt is owed, the 

creditors.  The creditor is the entity to whom a debt is owed. Many 

lawyers represent both debtors and creditors, with the proper waivers of 

conflict of interest.   

Bankruptcy Code – 

A compilation of all 
the statutes 
governing the 
operation of 
bankruptcy in the 
United Sates; Title 
11 of the United 
States Code. 

Paralegal – A  
person, qualified 
by education, 
training or work 
experience who is 
employed or 
retained by a 
lawyer, law office, 
corporation, 
governmental 
agency or other 
entity and who 
performs 
specifically 
delegated 
substantive legal 
work for which a 
lawyer is 
responsible. 

Creditor – The entity 

to whom a debt is 
owed. 

Statutes – Laws 

created by the 
legislature. 
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Paralegals who work with bankruptcy attorneys must also develop 

a working understanding of the substantive and procedural laws necessary 

in the practice of bankruptcy.  The American Bar Association defines a 

paralegal as a person, qualified by education, training or work experience 

who is employed or retained by a lawyer, law office, corporation, 

governmental agency or other entity and who performs specifically 

delegated substantive legal work for which a lawyer is responsible.  (See 

http://www.abanet.org/legalservices/paralegals/) 

A paralegal for an attorney who practices bankruptcy law will also 

be tasked with learning how to best communicate with clients and 

creditors, court personnel and attorneys, and a variety of other individuals.  

The paralegal will also need to know how to prepare all of the legal 

documents necessary to the practice of bankruptcy. 

There are several different types of bankruptcies that can be filed, 

and the type of bankruptcy that is filed is determined by a number of 

factors, including, but not limited to, who the party is that needs to file, the 

amount of debt involved, and the values of property owned by the debtor.  

A Chapter 7 bankruptcy is what most people think of when they think of 

bankruptcy.  This bankruptcy might permit a debtor to wipe out or 

discharge a large part of his debt, while he can at the same time keep 

necessary property and go forward with his life.  The Bankruptcy Code, 

though, also provides certain debtors the opportunity to file Chapter 9, 

Chapter 11, Chapter 12, and Chapter 13 bankruptcies.  Each type of 

bankruptcy will be discussed in its place within the text; however, one 

distinction to be noted at this time is that a Chapter 7 bankruptcy is also 

known as a liquidation, and each of the other types of bankruptcies is 

known as a reorganization. 

For debtors who are individuals, the two most common alternatives 

will be the focus of this text, a Chapter 7 or Chapter 13 bankruptcy.  A 

Chapter 7 bankruptcy allows debtors to discharge or to wipe out most 

debts while making provisions for secured creditors and their collateral.  A 

Chapter 7 bankruptcy is known as a liquidation, since, periodically, some 

property of the debtor is sold or liquidated so that money from the sales 

can be paid to the debtor’s creditors.  A Chapter 13 bankruptcy, also 

known as a reorganization, requires debtors to pay something back to 

each type of creditor in a payment plan that reorganizes how the debtors 

pay their creditors in a manner different from how the creditors would be 

paid outside of bankruptcy.  These payments are made in a Chapter 13 

plan that provides monthly payments debtors can afford while permitting 

debtors to keep property that might be lost in a Chapter 7 bankruptcy 

filing. 

Liquidation - 
Some property of 
the debtor is sold 
or liquidated so 
that money from 
the sales can be 
paid to the 
debtor’s creditors. 

Reorganizations - 
A bankruptcy plan 
that requires 
debtors to pay 
something back to 
each type of 
creditor in a 
manner different 
from how the 
creditors would be 
paid outside of 
bankruptcy. 
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Reasons Individuals Seek Bankruptcy Relief 

The other thing most people think of when they think of 

bankruptcy is that the person filing a bankruptcy, the debtor, must be an 

irresponsible loser or a con artist.  It is a common misconception that most 

people who file bankruptcy are individuals who irresponsibly charge up 

large amounts of debt on credit cards, either intentionally or negligently, 

without any intention of paying back the debts they incur and with the idea 

that it will not matter, because they plan on filing a bankruptcy to wipe out 

or to discharge the debt.   

While that scenario is arguably true in a very small percentage of 

bankruptcies that are filed, as a bankruptcy paralegal, you will experience 

first-hand that such is not the norm.  Rather, the greater number of 

personal bankruptcies are the result of factors beyond the debtors’ control.   

Among the primary reasons for filing a bankruptcy is catastrophic 

medical bills from illness. The costs incurred in connection with a single 

heart attack can exceed $50,000.00, not including loss of income and 

additional ancillary expenses. A family without adequate or any insurance 

to deal with such an event could be financially devastated, even though up 

to that point they were living essentially within their means.  A bankruptcy 

can offer relief to a family forced to face financial hardships due to 

medical emergencies.  

Imagine Paul Smith has been a hard-work coal miner for upwards 

of 20 years.  He wakes up every morning at 4:30 a.m., and he is at work 

on time every day.  He is never sick from work, and he earns an honest 

living for himself, his wife, and his three children.  Over the years, he has 

managed to begin purchasing a home and a few vehicles with loans that 

the banks have provided him, because he had good credit.  Since 

borrowing the funds to purchase his home and to purchase his vehicles, he 

has diligently made every payment on time.  Suddenly, he has a heart 

attack with complications.  He still owes money on his home and his 

vehicles.  He is not a bum, yet he has inadequate medical insurance.  His 

portion of the medical bills is in excess of $60,000.00, and the medical 

providers are coming after him.  Mr. Smith has the good sense to seek the 

advice of an attorney, after he learns his home and vehicles and family’s 

security are at risk due to his inability to pay all of his debts as they come 

due.  Mr. Smith learns that by filing a bankruptcy, he can protect his 

home, protect his vehicles, stop the lawsuits against him, stop the 

harassment from creditors, and get rid of the debt that would otherwise 

bring himself and his family down.   He will be able to reduce his financial 

stress sufficiently to recover his health, get back to work, and manage his 

monthly finances into the future. 
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Another major reason debtors seek bankruptcy relief is sudden 

unemployment.  It is unfortunately not uncommon for individuals who 

have been extremely hard workers for the greater portions of their lives to 

find themselves the victims of failed businesses or permanent layoffs.  For 

example, families who worked in factories for generations were suddenly 

without work when their town’s factories shut down.  These are decent 

people who in the normal course of their lives depended on the income 

from their diligent efforts working to pay for vehicles and homes and 

appliances and much, much more.  Without the availability of bankruptcy 

relief, these individuals would lose their necessities from the failure to pay 

debts incurred in good faith. 

Yet another legitimate reason for bankruptcy filings is dissolution 

of marriage.  Couples divorce for many reasons, but marital bliss is often 

severely disrupted by the parties’ inability to manage massive debt.  A 

dissolution of marriage can be very expensive in the best of circumstances, 

and thousands of dollars are often paid to divorce lawyers rather than to 

the creditors whose debts are piling up.  A part of these fees are paid to 

attorneys for their efforts in trying to allocate the marital debts between 

the soon-to-be ex-husbands and wives.  After what are often nasty battles 

over the allocation of the marital debts, an order is entered by the divorce 

court.  Some newly divorced individuals believe that order ends the 

dispute.   

Let’s say, though, that the divorce order commands the ex-husband 

to pay certain credit card debts that were jointly incurred during the 

marriage.  The ex-wife is satisfied with that; however, it is rarely 

explained to the parties that the divorce order does not bind the creditors; 

it only binds the parties to the dissolution of the marriage.  As a result, 

when the ex-husband fails to pay the debt as ordered, the creditor has an 

absolute right to go after whoever was originally a co-debtor on the debt, 

in this case, the ex-wife, because she may be the party with the best 

income.  While the ex-wife may have a remedy against the ex-husband, 

she would nevertheless be on the hook for the debt to the creditor.   

Also, the ex-wife’s remedy against the ex-husband is not great.  

She can easily find herself having to bring the ex-husband into court year 

after year for years in an effort to have the ex-husband held in contempt of 

court for not paying the debt as ordered in the divorce.  The ex-husband 

might then be put in jail for a night and then bail himself out with a token 

amount, something like $100.00, which would then be turned over to the 

ex-wife towards the debt she was compelled by the creditor to pay.  An 

added bonus of this scenario is that the parties who started off by filing for 

divorce to end their relationship, find themselves still fighting with each 

other years after their divorce is final. 
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As a result of too many of these real life experiences, bankruptcy 

attorneys and your better divorce attorneys will seek to help their clients 

by recommending that the couple with substantial debts file a bankruptcy 

before getting the divorce.  Filing a bankruptcy often helps to have the 

couple pay less to their divorce attorneys, while avoiding the potential 

negative consequences of debt allocation in a marital settlement 

agreement. 

Bankruptcy filers also include debtors with excessive credit card or 

quick cash debt.  If you own credit cards, you may be used to seeing your 

interest rates at 12% or 21% or even 28%.  Those are high enough and 

come with additional fees such as $35.00 a month late fees and over-limit 

fees.   

A debtor who is turned down for loans from legitimate lenders, 

though, might seek to borrow from one of these quick cash places.  These 

lenders will pleasantly lend you money, without taking collateral for the 

loan, and will then charge you interest rates which in better times would 

be illegal.  These loan sharks have been known to charge 80%, 100%, and 

even up to 2000% interest.  Once a quick cash lender gets its high-interest 

teeth into a debtor, it becomes practically impossible for that debtor to get 

out of debt with that lender.  Thankfully, though, such debts are capable of 

being discharged in a bankruptcy. 

Other personal loans of a more reasonable nature can also result in 

a bankruptcy filing.  Debtors frequently borrow money to purchase 

necessities such as vehicles and homes.  While the interest rates on such 

loans are usually reasonable, debtors must still be able to make their 

monthly payments on such loans in order to retain such property.  Loans 

for homes often have built in a variable rate of interest, which means the 

interest rate on the loans can increase over time.  As the interest rates on 

the loans increase, the monthly payments the debtors are to make on the 

loans also increase.   

Another factor in purchasing a home is that each year, real estate 

taxes come due.  These taxes must be paid and are often amounts in the 

thousands of dollars.  Some homeowners have the foresight to put money 

away each month in anticipation of having to pay the annual real estate 

tax; however, others do not.  When that payment comes due, a solution for 

paying that often involves not paying other regular monthly payments, like 

the regular house and vehicle payments.  For these and other reasons 

unrelated to these particular loans, it is not uncommon for debtors to fall 

behind on their regular monthly loan installments.  When debtors get 

behind on their payments on loans securing things like homes and 

vehicles, the creditor is able to foreclose or to repossess the property.  One 
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reason debtors might file a bankruptcy is to prevent the loss of their 

property under such circumstances.    

Other reasons debtors file bankruptcies include accumulating 

multiple creditors to a point that there are simply too many creditors to 

effectively deal with.  Further, sudden death in a family and civil liability 

convictions can lead to people seeking relief through bankruptcy.   

Debtors might also utilize bankruptcy reorganizations to manage excessive 

student loans and excessive tax liabilities.   

Reasons Businesses Seek Bankruptcy Relief 

Individuals often run businesses, and there are several different 

business structures people have to choose from.  How one operates their 

business can be determined by many factors, but two controlling factors in 

determining which business structure to choose are income taxes and 

liability.   

A person can run a business in her own name as a sole proprietor.  

Marge can run a beauty shop and simply call it Marge Rin’s Beauty Shop.  

Marge can also assume a name for that business.  If she does so, she will 

be personally liable for any injuries sustained by patrons, but she will file 

her taxes as individual income taxes with all of the accompanying 

benefits.  Marge may also choose to assume a name for her business, like 

Hair Do, in which case she would be Marge Rin d/b/a Hair Do.  [“d/b/a” is 

an abbreviation for “doing business as.”]  Either way, there is no 

difference between her and her business.  As a sole proprietor, even 

though the business name is completely different from her given name, the 

law sees the business and Marge as a single entity.  They are one and the 

same for all legal purposes, including income taxes and liability.  

If the risk of personal injury is low and the tax consequences are 

better, Marge will want to remain a sole proprietorship.  However, if the 

risk of personal liability is high or if there are especially beneficial tax 

consequences, Marge might prefer taking a different business structure.  

For example, a corporation is a unique entity in the law.  If Marge forms 

her business as a corporation, she might call it Hair Do, Inc.  A corporate 

name always has to have in its name something that identifies it as a 

corporation, like “Inc.” or “Incorporated” or the like.  Hair Do, Inc., then, 

is an entity unto itself, under the law.   

So if a creditor sues Marge Rin d/b/a Hair Do Beauty Shop, that 

creditor is really suing Marge Rin individually.  However, if a creditor 

sues Hair Do, Inc., that creditor is suing only the corporation.  There is an 
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imaginary corporate veil that protects Marge Rin individually from any 

liability. 

As a sole proprietorship, Marge Rin can choose to file either a 

chapter 7 or a chapter 13 bankruptcy to deal with the business debts.  

Either of these filings would also include all personal debts and assets of 

Marge Rin individually.  As to one or another type of corporation or 

partnership, like Hair Do, Inc., such an entity can choose to file either a 

chapter 7 or a chapter 11 bankruptcy to deal with the business debt.  Either 

the corporate Chapter 7 or the corporate Chapter 11 filings would include 

only the business debts and liabilities, but Marge Rin’s individual debts 

and assets would, under proper circumstances, not be a part of that 

business bankruptcy filing. 

As any business owner will tell you, though, operating a business 

is risky business.  Businesses of all types are forced into bankruptcy for a 

variety of reasons.  One of the most common reasons for a business to fail, 

if not for bankruptcy relief, is a failure of the business to keep proper 

books and records.  A restaurant can have the best chef, but if the owners 

are not keeping proper books and records, the debts will grow 

exponentially.  Running a business requires keeping up daily with how 

much is being earned by what sales, what the ongoing costs of inventory 

and material are, maintenance fees, utilities, rents or mortgages, and much, 

much more.  Many businesses do not realize this until the debt becomes 

difficult or impossible to manage.  At that point, the business can file a 

bankruptcy to either walk away from the failed business or to reorganize 

the business with a second chance at getting it right.   

Along the same lines, a failure to pay or to properly file taxes can 

cause a business to fail.  Not only can the financial burden from 

accumulating back taxes and penalties and fees grow too great to handle 

without a bankruptcy filing, but such mismanagement can lead to personal 

liability by way of failure to retain a corporate existence, since specific 

rules must be followed in order to retain the benefits of a corporation.   

Retaining inadequate insurance can have the same or similar effect.  

If a business has a sudden catastrophic event such as a fire or theft without 

having retained proper insurance, there would be no way to jump start the 

business or to pay the debts that would have been paid but for the 

destroyed property unless the business sought bankruptcy relief.  It would 

also likely be impossible to rebuild or to obtain new rental property 

without a plan to incur new debt while also dealing with the existing debts. 

Another reason businesses may seek bankruptcy relief is an 

inability of the business to compete. This can happen for several reasons.  

Many smaller retail businesses, what we call mom and pop businesses, are 
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driven out of business, because they are unable to compete with corporate 

competition that moves into the area.  Large corporate retail entities are 

often able to purchase for sale the same types of inventory as mom and 

pop retail businesses, but significantly lower costs.  They are able to pay 

so much less, because they purchase such greater quantities of inventory; 

and then they are able to price the same inventory at less, while still 

making the same or even greater profits.   The corporate entities can also 

do this frequently with better tax consequences than the mom and pop 

stores.  With these influences, you can see how the smaller businesses 

might be forced into bankruptcy. 

A failure to compete might also result from a business’s inventory 

or operation becoming essentially obsolete.  For example, a business that 

once thrived on selling typewriters can no longer compete with the 

computer age.  A factory that is set up or tooled to manufacture in a 

particular way may become entirely cost-ineffective when newer 

technologies in newer factories make that older operation obsolete.  

Without bankruptcy relief, such a business would have no opportunity to 

retool or to restructure its business to compete.    

In a business like a partnership or a corporation, insider disputes 

can cause financial hardship severe enough to seek bankruptcy relief.  A 

business insider is a person with fiduciary duties to a business who is 

likely to have confidential information, especially as it concerns financial 

information.  Fraud or embezzlement by one of the partners or officers or 

managers of a business can be devastating; and as much as the others in 

the business wish such bad acts did not take place, the consequences still 

need to be dealt with.   

Other reasons for business bankruptcy filings include sudden death 

of a partner or of a family member.  Of course, the effects of a generally 

poor economy are often enough to compel a business into a bankruptcy 

reorganization. These are some of the many reasons a business might file 

bankruptcy. 

Chapter Summary Points 

There are times when individuals or businesses incur such 

substantial debt that their ability to afford their monthly necessities or to 

operate or function normally is severely affected.  The purpose of a 

bankruptcy is to provide relief to these debtors, in essence, giving them a 

fresh start. 

 Paralegals who work with bankruptcy attorneys must develop a 

working understanding of the substantive and procedural laws necessary 
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in the practice of bankruptcy.  Paralegals must learn to communicate well 

with all parties, including, but not limited to, debtors, creditors, attorneys, 

and court personnel.     

Despite common misconceptions, there are many reasons that 

individuals and businesses decide to file bankruptcy.  There are also 

different types of bankruptcies that can be filed.  A Chapter 7 bankruptcy 

is known as a liquidation.  Chapters 9, 11, 12, and 13 of the Bankruptcy 

Code are known as reorganizations.   

Questions 

1. What are the three types of debt relief sought by debtors when they 

file a bankruptcy? 

2. What was the name of the amendment made to the Bankruptcy 

Act? 

3. What was the name of the amendment made to the Bankruptcy 

Code? 

4. Name three reasons individuals might file a bankruptcy. 

5. Name three reasons businesses might file a bankruptcy. 

Critical Thinking Exercises 

1. On line, find Title 11 of the United States Code at 

http://www4.law.cornell.edu/uscode/11.  Identify the description of 

each Chapter of the Bankruptcy Code.   

2. Review the links of each Chapter of the Bankruptcy Code to view 

and familiarize yourself with the subheadings. 

3. Type out the reason or reasons why somebody you know has filed 

a bankruptcy.  In the alternative, type out a scenario in which you 

or someone you know might be compelled to file a bankruptcy. 

http://www4.law.cornell.edu/uscode/11
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