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ABSTRACT: An effective insolvency regime consists of specialized courts established for dealing with
the cases of insolvency and/or bankruptcy. Such courts are either specialized bankruptcy courts, or
commercial courts. The judges administering insolvency cases are highly specialized and they are
known for their high ethical and professional standards. These judges play a very significant role in
adjudicating the insolvency matters. However, an important question faced by all legal systems in this
connection is the discretionary powers that these judges may be given under the law. Every legal
system in the world, and all individual countries looking to establish such bankruptcy courts, need to
give such discretion to the judges involved. However, the question is the degree to which such
discretion may be conferred upon the judges. Being a separate legal system with its own features, the
Islamic law has also addressed this issue of courts’ discretion in insolvency matters. The discretion of
judge, called gadhi in the classical Islamic texts, has been well elaborated by the Muslim jurists of the
previous centuries. The relevant literature on the issue of the discretionary powers of gadhi reveals
that the Islamic law confers high powers of discretion upon the judge in insolvency related matters.
This is mainly due to the fact that under Islamic law, a judge is an active participant in the entire
adjudication proceedings. The duty of the judge is not restricted to the ascertainment of factual issues
and the mere application of substantive laws. Instead, he/she is empowered under Islamic law to
participate actively in the whole process and resolve the issue as much amicably as possible. In this
article, we explore the issue of the discretionary powers of insolvency court/judge under Islamic law.
KEYWORDS: Insolvency, bankruptcy, discretion, judge, liquidator

Introduction:

There are a number of issues that need to be addressed when designing an effective
insolvency law. Generally speaking, insolvency procedures consist of two broad
elements: a legal framework that sets forth the rights and duties of both creditors and
debtors, and an institutional framework that implements such rights and obligations.
Hence, the two elements can be described as the abstract set of laws and its practical
application by the authorities. Due to the connection between these two elements, an
important question in this context is the discretion which the law gives to this
infrastructure when the law is applied. !

Since adjudication of disputes is the function of judiciary, insolvency proceedings are
generally conducted under the authority of a court of law. The courts also need to
appoint qualified administrators and liquidators for the process to complete. A judge
sitting in the court is required to adjudicate disputes between the parties. The judge
usually resorts to factual issues for such adjudication. However, he may need to
interpret the law at times when required. This requires that the judges are independent
and have high professional and ethical standards. > A good example of the
discretionary powers of judge is to unwound those transactions of the debtor that took
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place prior to the commencement of insolvency proceedings (known as claw-back
actions). If a court deems fit, it may annul such transactions on the grounds that they
were malafide and were detrimental to the interest of the creditors. 3

This brings us to the important question of how much discretion the law should give
to the judges. As a rule of thumb, if the insolvency law is precisely formulated and
well elaborated and predictable, it avoids uncertainty and not only facilitates the
insolvency proceedings but also reduces the costs of such proceedings. However, it is
not always possible for the law to cover all aspects and answer all the questions
pertaining to the complex insolvency proceedings. This requires that the courts be
given a certain degree of discretion when resolving the disputes. However, the extent
of such discretion is an important question because in such case, the courts is not
merely responsible for ensuring the legality of the proceedings. Instead, it becomes an
active participant in the process which has substantive decision-making powers
regarding certain important issues, like the continuation or winding-up of a business.*
However, a balance is needed between the mandatory and discretionary components
of insolvency laws. The mandatory elements of the law provide a high degree of
certainty and predictability. However, it may also result in rigidity. Therefore, the
discretionary element allows the judge to consider various facts and circumstances,
consider the community’s interest, look into the precedents, and the market conditions
etc. °

In any case, it is undisputed that discretion of the courts is an indispensable
phenomenon. Insolvency matters have become far more complex particularly in these
days due to the complex nature of businesses and the linkage between various
businesses, entities, sectors and even countries. Therefore, such discretionary powers
of a judge are now a universal requirement of the business world. However, various
legal systems may disagree on the degree of such discretion. Hence, insolvency laws
in the twenty first century need to answer the question of such degree rather than the
discretion itself.

Islamic Law of Insolvency: The Nature and Function of Qadr (Judge) under
Islamic Law

An apparent difficulty and misconception that one might encounter about the role
played by gadi’ in such matters is drawing a parallel between the concept of gadr and
the judge in the modern day courts. Therefore, it is important to first understand the
nature and function of judge under Islamic law. In modern day context, the disputant
parties (i.e. the creditors and the insolvent debtors) are hostile who want to prove at
any cost the validity of their claim against the opponent. In this situation, the judge’s
responsibility is only to decide who is right and who is wrong, i.e. to discern facts and
apply the relevant law only. It is outside his discretion to resort to reconciliation and
compromise between the litigants. But this role of the modern day judge is in sharp
contrast to the one outlined in Islamic law where “... the purpose of the qadi and the
law was more for mediation and conciliation than for the vindication of individual
rights or the regulation of the parties' conflict of interests.” (p. 308)
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Under Islamic law, recourse to litigation is in fact the last course of action. It is
amicable settlement that is the prescribed as the best option to resort to in all types of
disputes including insolvency, a ruling which is derived from the Qur’anic verse: “...
and settlement is best.” 7 This is in contrast to the modern Western litigation
approach which is based on “winner-take-all” notion. This contrast between the two
systems should be kept in mind because it will affect how the issue of distressed
debtor is to be handled under an Islamic framework:

The winner-take-all approach of modern Western litigation is strongly inconsistent
with Islamic norms. The primary goal of the gadr is to find a middle ground, to
salvage what should inevitably be a close, on-going personal relationship between the
disputants. (p. 27)®

In line with this reconciliatory role, amicable settlement was the foundation of the
earliest Islamic society, which was a closely knit community whose members that
took care of each other.® In matters pertaining to insolvency, the same reconciliatory
role was played by gadr as portrayed by Warde™® in the following words:

Islamic jurisprudence took a special interest in matters of insolvency... The judge
(gadr) was the central figure in finding an appropriate resolution to the cases brought
before him. What resulted was an ad hoc attempt at compromise as opposed to
systematic receivership. Assuming good faith, both sides were expected to make
concessions. Typically, there would be a reduction of debt and a change in terms
based on the debtor’s ability to pay... (p. 2)

This was his role in all matters of insolvency disputes too which is in contrast to the
scenario of modern world litigation:

The fundamental institutional context of distressed debt in shari‘a, then, involves a
cohesive community with a gadr focused on conciliation, based in part on maintaining
the personal relationship between the disputants. The Islamic law of distressed debt is
not designed to be applied to modern, individualistic, impersonal debtor-creditor
relations. (p. 28) 1!

That the modern day litigation environment is far away from the closely knit societal
courts of earliest Islamic era is also endorsed by Hallag:*?

The highly formalized processes of the modern court and its structure of legal
representation (costly and tending to suppress the individual voices of the litigants, let
alone their sense of morality) were unknown to Islam. So were lawyers and the
excessive costs of litigation that prevent the weak and the poor from pressing their
rights. (p. 167)

The Discretion of Qadhi (Judge) in Insolvency Matters

In the above context, a judge or gadr under Islamic law, entrusted with the role of
reconciliation first, automatically bears great responsibility as well as discretion in all
matters of dispute including insolvency since any insolvency litigation has a particular
context, parties, amount and type of debt, as well as other particular requirements of
its own. It is, therefore, no wonder to find early Muslim jurists giving great authority
and responsibility to the judge in insolvency disputes. The Muslim jurists applied this
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discretionary power of gadr in almost all matters that are not to be solved through
legal texts and cannot be based on sound giyas or analogy. A few examples are
enumerated below to clear the point.

In Islamic jurisprudence, the distressed debtor can either be (1) solvent but financially
distressed, (2) penniless, or (3) his financial status is unknown. In the first case, if he
refuses to pay his creditors, he should be imprisoned by judge according to the
majority opinion of the Muslim scholars. In the second case, the judge is not supposed
to imprison him according to the majority opinion. But the third case in which his
financial condition is unknown (mastiar al-hil), there is lengthy discussion among
jurists as to whether he could be imprisoned or not? Leaving aside the arguments for
their respective opinion, the jurists who allow imprisonment of the debtor have
mentioned different time periods for his imprisonment which are all based on giyas.
However, the most appropriate opinion seems to be the one in which this matter is left
to the discretion of judge. Following are some texts that shed light on the discretion of
judge in this matter:

The Hanafi jurist, Fakhrud Din al-Zayla‘T on the issue of how long a debtor should be
imprisoned states that:

There is no fixed duration for imprisonment of debtor and this matter is at the
discretion of judge. He can imprison the debtor till a point when he is sure that if the
debtor had some property, he would have disclosed it by now. Thus, the matter may
differ with respect to different people, time, place and property. With this in mind, it
is not reasonable to fix the time and the fixation found in these cases like two or three
months or less or more than that was based on specific situations and it is not a firm
principle. (p. 169)*

The Maliki jurist, Abu Abdullah al-Muwag,* opines on the imprisonment period of
such a debtor that: “(The duration of imprisonment) should be such that makes known
his condition and reveals his situation; it is something that will differ with a difference
in (the type of) debt.” Thus, it is the judge who enjoys discretion regarding the
imprisonment period of a debtor.

Kilborn®® provides another example regarding the discretion of judge in imprisonment
period from the famous Hanafi jurisprudence book al-Hidayah which he admires in
the words below:

The Hanafi jurist Marghinani’s explanation is the most honest and elucidating
whereby he states: The debtor should be imprisoned, he says, “for two or three
months,” but he goes on to acknowledge that “[o]ther authorities fix it at one month,
five months and at six months,” until he finally capitulates and admits that “[i]n fact,
this is a point which must be left to the discretion of the [gadi]. (p. 22)

Al-Haritht '® concludes the debate on this issue by preferring the view of leaving the
matter of imprisonment to the discretion of judge as thus:

I prefer the opinion of not fixing the duration of imprisonment here, as suggested by
majority of the jurists, and leaving the matter to judge as he deems fit in each case
presented to him. This is because the purpose of imprisonment here is to ascertain the
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condition of debtor and to know if he has some property in the first place. This is
something that will differ with respect to different debtors and the price that the
debtor pays for imprisonment, in addition to the difference in time and place as well
as the circumstances surrounding each case. Therefore, fixation of this period is not
possible in advance, rather the matter should be left to the judge [who would decide]
as he deems fit in each case that if the debtor were to have some property the he was
hiding, he would have revealed it [by this time]. (p. 170)

With such vast discretion of gadr, it would be apt to conclude this discussion on
Kilborn’s!” comments regarding the role of gadi in insolvency disputes. The writer
argues that:

But the system in general relies much more broadly on the gadi’s exercise of
discretion, particularly before the parties come to loggerheads. We improperly impose
a modern (or more accurately, Western) perspective on sharia’s if we regard the
qadr’s principal function as making all-or-nothing decisions in zero-sum disputes. (p.
27)

With no doubt in the accuracy of this writer’s remarks, it is far from real to find a
judge in this role in the modern day world. The entire legal systems today are
undoubtedly based on ““all-or-nothing” approach.

It is evident from the above examples that the matters pertaining to insolvency under
Islamic law are subject to the wider discretion of judge. Such vast discretion is
founded upon the “conciliatory” role of judge as envisioned in Islamic law; a judge’s
task is not “all-or-nothing” or “winner take all” approach. Instead, he is supposed to
perform the role of keeping the social ties as close as possible by resolving the dispute
in such a way that pacifies both parties and keeps social harmony intact. As stated
before, litigation is the last resort under Islamic law and under the principle of
keeping social harmony in Islam, the pillar of alternative dispute resolution is the
starting point for resolving matters of insolvency.

What is confirmed from the foregoing discussion is the tremendous potential and
room left for ijtihad in addressing the issues of insolvency and bankruptcy. This is
particularly true in terms of the legal entities of the modern world. We must not shy
away from confessing the fact that Shari'ah texts dealing with insolvency are very
few which provide us with general principles only. However, the general features of
Islamic law, coupled with the discretionary powers of judge, do provide enough
guidance to resolve complex issues. The detailed rulings can be derived from the
general principles with the help of ijtihad and its supplementary tools. Under such
circumstances, insolvency of modern day corporations is an area which needs the
utilization of one’s efforts and skills to arrive at the respective Shari ah rulings related
to insolvency of corporate entities.

Islamic Law and the Functions and Duties of Administrator/Liquidator

The potential of classical Islam law to address the complexities of modern day
bankruptcies is also evident from another example, i.e. the administrator. In modern
times, the important role of a bankruptcy judge, especially in the U.S., cannot be
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denied. However, a judge alone is not sufficient to take the bankruptcy proceedings
successfully to the end. Therefore, in most jurisdictions the judge is aided by an
official administrator/liquidator appointed specifically for this purpose. His main
rights and duties include, but are not limited to, the following:

a. to be appointed by the court

b. to protect property and take control of the company’s affairs

c. to be paid remuneration for his/her services as receiver

d. The official receiver retains his/her duty to:

= investigate;
= report to creditors; and
= report on the company officers’ conduct.

e. initial duties as liquidator include identifying, collecting, securing and
protecting the assets of the company,

f. As aliquidator of a company, the official receiver's general functions are to
secure the assets, realize them and distribute the proceeds to the company's
creditors, and, if there is a surplus, to the persons entitled to it

If we analyze the above points, it can be seen that the sole function of the
administrator/liquidator is to derive the maximum possible value from the assets of
the bankrupt debtor. The assets of a bankrupt debtor are already less than his
liabilities and, therefore, it is essential that whatever assets are left should be utilized
to the maximum possible limit. This is where an administrator/liquidator comes into
play.

It is interesting to note that the Muslim jurists in the past elaborated on the role and
functions of not only the judge, as explained above, but also the
administrator/liquidator. Although the legal proceedings pertaining to insolvency
were taken care of by the judge, the administrative procedures, consisting of
recovering the debtor’s assets, or liquidation etc. were to be performed by another
party assisting the judge in this regard. So the judge would be assisted by other
general administrators or trustees who were well versed in the relevant areas of
insolvency. The question of liquidation of the debtor’s assets as addressed by the
Muslim jurists is elaborated below to explain the point.

One of the main steps in insolvency proceedings is the sale of a bankrupt debtor’s
assets. For this purpose, there are some principles that need to be observed by the
judge or his assisting administrator / liquidator / trustee etc. The purpose of this is,
first, to preserve the value of the assets of debtor and, second, to prevent fire sale of
the assets. Fire sale is a modern term used for the destruction of debtor’s assets if they
are to be sold on urgent basis. Below are some examples of how the Muslim jurists
discussed all aspects of modern day insolvency proceedings.

According to the famous xanbalE jurist al-BuhEtE 8 the person in charge of assets /
administrator / judge should follow a proper procedure to sell the assets of the debtor.
He states that although it is not mandatory for the administrator to take permission
from the debtor prior to the sale of his assets, it is recommended that the judge should
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make sure the presence of debtor or his agent at the time of sale of the assets (v. 3, p.
432):
Ale g Jlad Al slad ) plisg e gaae A () B Galiall lasiad L)) aSall (zlss Yy)
1A al) b g (ALS ) sy () Luliall () (o o)) aStadl (e (1) ApiallS 433 iy
This example shows that the Muslim jurists not only laid down the obligations of the
judges and/or administrator, they also highlighted the corresponding recommended
acts for them too. The writer then elaborates the different benefits that can possibly be
obtained from this ruling which include: his knowledge about the value of his assets,
his consolation, keeping record of the sale item/price and the like:%°
Al rlgday Adle Al piaa ME Aslie (e uall diel Al Lgday Adaaday g 4olia (ol O 1lga
Al (Sl g Al bl () slgda g A ) 4 i
He further recommends that the creditors should also be present due to the potential
benefits involved in their presence. For instance, they may be interested in some
assets and may offer a higher price for it, or they may claim their own assets found
therein. However, the judge still has the discretion to go with the sale without the
presence of either:2°
N.Uhlu.:hu M‘_A\J.ﬂﬁ ‘_,3\3.&)1.4.1)3‘@@4.:\1(91.4)3\}4&)u‘bm\éhﬂua.wu(g)
uulﬁA.“ 5\ (ﬁJS ?AJ}AAJ.\Q QA) ‘aSlAJ‘ (4.91.: u“g) LAAAL\Q‘\JLAU_\G ehd;\ s layyg 4&4.\.“.3.1\‘9
o (J9) sladdly
Al-BuhEtE further suggests that both creditors and debtors should appoint an
announcer (liquidator/marketer) to inform the people about the sale process and ask
them to participate in it. The writer explains how to appoint the announcer and what
to do in case of disagreement i.e. the debtor wants to appoint one liquidator while the
creditors want another: 2
A8 | gl 5 M) daluas 49 (plial) o galhy Lalia | gady o aStall) sla idl g Guldall s (a8 alig)
(A1 AT sla il sl g) gy Clay culiadl Jlid) ofy) . aa,a.a:)@.; | 9ual 5 Ol g aSladl (slaal
(2 O shaiia LlS uu) B 4y Lagla (3 JM‘) aslal) (f..\a Ol Ulg ;,t;) Cpla 1 (e (ASAL) astal)
(Lot 18 adil ASY (Lagd el Laghl ol add Jaay LIS () 9) oal o e (AY) ) Laaaa) astal)
AV e Laaaal e ¥ A Lagla (1 () aSlall (af) &3 b
Furthermore, each asset of the debtor should be sold in its respective market place
because it has a certain advantage; there are more chances to find a potential buyer for
it in its respective market, though it is also permissible to sell it in another market if it
is more beneficial in terms of getting a higher bid for the assets. However, it must be
sold at the market price minimum and any sale below that would be impermissible:
(U.r. ) A (S99) 4Dk JiSi g dagal A (u,uua s S o o) Adsal e.sus (CeD)
A3 g & ‘_,a;u...d\ &u(s\ (‘U\ o) Alghay x| WJJ)MISJS\SM‘MUA}J\ N A b (5‘
Jag kel M aul) ey o) (adhy B i) Alle Galy dagy O Dajdy) B (B dxy (e (lal)
gl Jiall Ol Qg Bl 8 ALl (0 e (ST ) 81 5
Additionally, al-BuhEtE? also suggests that once a sale is conducted with option and
a third party increases on the price during the option period, the trustee should cancel
the earlier sale due to the advantage in doing so. Even if an increase in price sale is
offered after the sale without any option to cancel is concluded, the trustee should
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offer igElah (mutual cancellation of contract) to the first buyer which should be
accepted by him. Although a third party is not allowed to offer a higher price over the
price of another person, his, according to the author, is an exceptional case whereby a
third party is allowed to offer an increase in the price between two parties already
concluding/bargaining a sale. This exception is allowed based on the need to
maximize the value of the assets of the debtor (v. 3, p. 433):
O ald (el day AdSa] Y (Feudll) aSadl el o (¥ 30 LAY Baa B aa dald) By od)
¢l (A i) gl o (dagsl ) dalad) B 315 (OIS Olg) ) 8 4d a5 o LaS (Ad gy o gliaa)
O slad o Adglaa 43¥ AEY) ) (laY) gidall uadal g ANY) o idial) Jigw) aStad) caal
Lol B guall oigh Adipd o ol iy alesall g 0 aall asay saal) B adiip Adala aday ¢ alial)
ol dBay alle 8 315 13) Le o Al gana g Aplall lifiiace
Thus, the bankruptcy trustee was a known phenomenon to the Muslim jurists
centuries back and they did elaborate on his role and functions accordingly.
It can be derived from the above example that the Muslim jurists were well aware of
the important function of a receiver/administrator in bankruptcy and this is why they
elaborated his role with such interest. It shows the maturity of Islamic law which was
compiled centuries ago but which did cater for the specificities and needs of all the
ages, including the modern age.
Conclusion:
Many Muslim majority countries today are modifying their laws and undergoing the
process of implanting Islamic laws into their respective legal systems. This is
particularly the case with commercial, business or finance laws which are undergoing
modification due to the rapid growth of Islamic banking and finance. Since Islamic
financial institutions are unique, they need different legal infrastructure. For this
purpose, the existing laws of these countries need to be modified to a considerable
extent. Insolvency and bankruptcy is one area of Islamic commercial law which has
received minimum attention in this connection. There are two fundamental reasons for
this trend. First, there are only individual default cases of some sukuk instruments and
we have not yet seen a widespread collapse of numerous Islamic financial entities.
Therefore, the stakeholders pay least attention to designing some effective and
efficient insolvency regimes for Islamic finance. Second, it is usually thought the
Islamic insolvency law mainly dealt with individuals while the contemporary world is
a world of corporate entities. Therefore, it is misunderstood that Islamic insolvency
law cannot be applied in the modern context. However, as we have discussed in this
paper, the Islamic insolvency law is well elaborated and it covers all the contemporary
aspects of insolvency. Therefore, it is needed that this law be studied extensively and
detailed rulings about corporate bankruptcy be derived from the classical
jurisprudential texts and be applied though the process of ijtihad. Only then can a
comprehensive legal infrastructure be designed for Islamic financial institutions.
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