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This paper contributes to the emerging literature on the effect of religion
on corporate decision making and financial reporting. Financial state-
ment analytical tools could violate several commands of Islamic law.
Specifically, traditional liquidity ratios imply undervaluation, uncertain-
ty, and interest bearing aspects that are strictly prohibited in Islamic law.
We propose an Islamic-compliant measure of corporate liquidity. In
order to validate our proposed ratio as a measure of corporate liquidity,
we incorporate it in the traditional corporate bankruptcy prediction
models. Our measure significantly improves the accuracy of the
corporate bankruptcy prediction models of Altman (1968) Z-score and
Ohlson (1980).
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1. Introduction

Recent years have observed an increasing interest in the effect of religion on corporate decision making.
Religion is found to affect innovation (Adhikari and Agrawal, 2016a), risk-taking profile (Jiang et al., 2015;
Adhikari and Agrawal, 2016b), and inter-state alliance activities (Shi and Tang, 2015).1 Further, several
studies investigate the effect of religion on financial reporting. For example, Conroy and Emerson (2004)
and Longenecker et al. (2004) show that highly religious individuals are less likely to view accountingmanip-
ulation as an acceptable practice. More recently, McGuire et al. (2012) find a negative association between
religiosity and financial reporting irregularities.
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Further, over the past two decades, there has been active research on Islamic finance. This research,
however, is predominated by studies on Islamic banking (Bashir, 1983; Ongena and Şendeniz-Yüncü, 2011;
Beck et al., 2013; Baele et al., 2014) and Shariah-compliant stock and fund returns (Derigs and Marzban,
2009; Bialkowski et al., 2012; Abdelsalam et al., 2014). Because of data limitations, there has been a severe
shortage in studies on Islamic corporate finance, Islamic financial reporting, and Islamic financial statement
analysis (Elnahas et al., 2016). The idea that religious (Islamic) teachings might have an impact on financial
statement analysis stems from Gibson (2012) who states that “Financial statement analysis is a judgmental
process” and Connolly (1999)who argues that religious beliefs and connotations “color all judgments” people
make in their lives. This judgmental nature offinancial statement analysis raises an important question of how
religious teachings in general and Islamic commands in particular could affect the broadly accepted financial
statement analytical tools and practices.

In this paper, we argue that some financial statement analytical tools might violate teachings of Islam.
Specifically, the traditional measures of corporate liquidity impose undervaluation, uncertainty, and interest,
while estimating the value of firms' liquid assets. We show that these aspects violate several commands of
Islamic law. Further, we propose an alternative measure of corporate liquidity that is more compliant with
Islamic law. Our claims about the Islamic law-compliance of the proposedmeasure were developed theoretical-
ly. However, claiming that our proposedmeasure is indeed an accurate representation of corporate liquidity re-
quires a validation test. In order to validate our proposedmeasure as a liquidity ratio, we replace liquidity ratios
used in the bankruptcy prediction models of Altman (1968) and Ohlson (1980) with our proposed ratio.

For bankruptcies from 1980 to 2013, our results show that the use of the proposed liquidity ratio enhances
the predictability power of the Ohlson (1980) logistic regression model. The proposed ratio has significantly
higher differentiation capabilities between bankrupt and non-bankrupt firms. These results are stronger
when firm characteristics are measured two years before bankruptcy. The proposed measure also enhances
the predictability power of the Altman (1968) Z-score. Models that use the proposed ratio experience larger
divergence between average Z-scores of bankrupt firms and non-bankrupt firms. For example, for the model
that is predicted using one year of pre-bankruptcy data and the proposed liquidity measure, bankrupt (non-
bankrupt) firms have a −1.43 (0.25) average Z-score. This difference is significantly higher than that for
models using traditional liquidity measure. For those models, bankrupt (non-bankrupt) firms have a −0.56
(0.09) average Z-score. Further, the model that uses the proposed liquidity measure has 16% and 34% type I
and type II errors, respectively. Thismisclassification is significantly lower than those reported for the tradition-
almodelwhich has 29% and 42% type I and type II errors, respectively.We conduct several robustness checks to
our bankruptcy prediction results. Our validation test results are robust to including year and industry fixed ef-
fects, excluding financial and regulated firms, and are consistent over different sample subperiods.

It is worth noting that, although the proposed ratio is expected to be adopted mainly by Islamic users, we
don't claim that the benefits of using this ratio is user-specific. I.e., if the proposed ratio is actually a goodmea-
sure of corporate liquidity as our empirical tests imply, it should benefit both Islamic and non-Islamic users,
and, more importantly, it should benefit them equally.

This paper contributes to several areas of literature. First, it contributes to the literature on the association
between religion and economy (Conroy and Emerson, 2004; Longenecker et al., 2004; McGuire et al., 2012;
Jiang et al., 2015; Shi and Tang, 2015; Adhikari and Agrawal, 2016a, 2016b). Specifically, it gives insight on
the possible channels through which religion could affect financial statement analysis. Second, it contributes
to the emerging literature on Islamic finance (Bashir, 1983; Derigs andMarzban, 2009; Ongena and Şendeniz-
Yüncü, 2011; Bialkowski et al., 2012; Beck et al., 2013; Baele et al., 2014; Abdelsalam et al., 2014). Specifically,
we provide insight on how broadly accepted financial statement analytical tools could violate the commands
of Islamic law. Further, we propose an Islamic-compliant liquidity measure that could be safely used by
Islamic-compliant institutions. Third, this paper contributes to the literature onmeasuring corporate liquidity
(Gitman, 1974; DeAngelo et al., 2002; Gryglewicz, 2011). Specifically, we propose a measure of corporate li-
quidity that is intuitively appealing and thatmight be used to complement existingmeasures. Finally, our em-
pirical results contribute to the literature on predicting corporate bankruptcy using financial ratios (Altman,
1968; Ohlson, 1980; Almamy et al., 2016). Our results show that the proposed measure can help enhance
the predictability power of these models.

The remainder of this paper is organized as follows: Section 2 provides review of the related literature
and develops our liquidity ratio; Section 3 summarizes data and methodology; Section 4 Presents analysis
and results as well as robustness tests; and Section 5 concludes.
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